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Abstract

For a sector to be well-functioning and stable financially it should be considered a catalyst for broad based sustainable
economic growth and development especially in emerging economies like Kenya. The banking sector occupies the central role
in ensuring stability in the financial sector hence their performance should be monitored closely. The close supervision of
financial performance of the banking Industry should aim at controlling the risk that the banks are exposed such as Price risk
comprising of interest rate risk, inflation and exchange rate risk. This research project focused on examining the effect of price
risk on the financial performance of the Banking Industry in Kenya. To achieve the stated objective, the study covered all
registered commercial banks in Kenya and used data from the Central Bank of Kenya as per the published annual reports from
2013 to 2018. To measure the performance of the financial performance of banking sector the study adopted three specific
objectives; To determine the effect of interest rate risk on loans on financial performance of commercial banks in Kenya, To
assess the effect of inflation risk on financial performance of commercial banks in Kenya, To examine how exchange rate risk
affects the financial performance of commercial banks in Kenya. Secondary data from published reports from central bank
was used in this study. The study adopted a time series regression model and the data was analyzed using statistical data
analysis software, Stata Version 15. The key question that was answered by the study was if indeed there is a significant effect
of Price risk on the financial performance of Banking Industry in Kenya. The study found that interest rate had a significant
positive though not significant effect on banks profitability. The study also found that increase in inflation rate would lead to a
decrease in banks’ profitability. Finally, it was established that there exists a significant negative effect of exchange rate on
banks’ profitability.
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1. Introduction

The performance of the banking industry is measured by taking into consideration; the Asset Base of the banks, capitalization,
profitability, gross loan and deposit base, the number of deposit and loan accounts among others (Central Bank of Kenya, 2016).
The performance of the banking Industry is susceptible to a number of risk factors which the banks are exposed to in the course of
their business. These risks include credit risks, liquidity risks, market or pricing risks among others (Ekinei, 2016).

A well-functioning and stable financial sector is considered a catalyst for broad based sustainable economic growth and
development especially in emerging economies like Kenya (Akong'a, 2014). This is because robust economic growth is
predicated on the performance of the financial sector that provides necessary financing for the productive sectors by mobilizing
savings which is then channeled to investors (Anoke, 2014). A close attention should be paid the financial performance of the
banking sector by looking hindrances to its optimal performance.

Price risk is among the risks the banking sector is exposed to; it is associated with Fluctuations in the market prices of money
and commodity in the economy. Price risk comprises of interest rate risk, inflation and exchange rate risk (Mileris, 2015). Price
risks are crucial in determining financial performance of banks. The risks have been found to affect the financial performance of
banks. However, the risks are usually outside the control of the banks (Muriithi, Muturi, & Waweru, 2016). The foregoing
revelation therefore elevates risk management as a top priority area for consideration by the banking industry in order to remain in
stable growth path.

In Kenya, the financial sector remains a critical component of the economic growth and development gauging by its
contribution to gross domestic product (GDP) (Namasike, 2016). According to the economic survey of 2017, the financial
activities contribution to growth stood at an average of over 7 per cent for the period 2012 to 2016 (Republic of Kenya, 2017). A
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greater chunk of the financial sector contribution is taken by banking sub-sector which consists of commercial banks,
microfinance banks, mortgage finance companies that account for more than 60 per cent of the total assets in the sector (KBA,
2017). 1t was therefore in the interest of this study to have a deeper look at the connection between the Price risk and the financial
performance of the Banking Industries in Kenya.

Price risk is the probability of negative outcome on value of a real or financial asset resulted by Fluctuations of prevailing
market prices relating to inflation, interest rates and exchange rate. It can also be described as the risk of a reduction in the value
of a security or a portfolio that can be minimized through diversification, unlike market risk (Basrak, 2011). It is lower in stocks
with less volatility such as blue-chip stocks. Investors can use a number of tools and techniques to hedge price risk, ranging from
relatively conservative decisions such as buying out options to more aggressive strategies including short selling and inverse ETFs
(Milanova, 2010).

Price risk which is one of risks the banking sector is exposed to (Namasike, 2016). It is associated with volatility in the market
prices of money and commodity in the economy. Price risk comprises interest rate risk, inflation and exchange rate risk
(Milanova, 2010). World over, Price risks are considered important in determining financial performance of banks. The risks have
been found to affect the financial performance of banks. However, the risks are usually outside the control of the banks (Muriithi,
Muturi, & Waweru, 2016).

The provisions of the Banking Act and Regulations allows for the licensing and establishment of Commercial banks in Kenya
(Muriithi, 2016). The Act and the Prudential Guidelines issued therein also provide for the supervision and regulation of the
commercial banks by the Central Bank of Kenya. Commercial banks are the dominant players in the Kenyan Banking sector thus
a closer attention should be paid to them while conducting off-site and on-site surveillance to ensure that they are in compliance
with the laws and regulations (Otieno & Caroline, 2017).

The performance of commercial banks in Kenya has over the years exhibited resilience and maintained upward growth despite
the internal and external shocks that they face from time to time. The various annual bank supervision reports by the Central Bank
of Kenya show an upward growth in the total assets held by commercial banks from 2 trillion in 2011 to 3.7 trillion in 2016 (CBK,
2011-2016). However, the recent past has seen commercial banks face elevated risks including credit risk, Price Risk, liquidity
risks and declining profitability. These risks have contributed to gradual contraction of the key components of the banks’ balance
sheet. The quality of assets for the banks has equally declined as illustrated by an upward growth in Non-Performing Loans from 5
per cent in 2013 to 9.5 per cent in 2017 (KFSR, 2017). The recent amendment to the Banking Act in 2016 has also negatively
affected performance of banks by occasioning exit of foreign investors from the market hence putting local currency under
pressure with the attendant instability challenges. The amendment has also seen listed banks market capitalization come down by
more than 25 per cent while the overall market capitalization has come down by nearly 20 per cent (KBA, 2017).

The commercial banks and non-banking financial institutions offer corporate and retail banking services but a small number,
mainly comprising the larger commercial banks, offer other services including Dikken & Hoeksema, (2001). Investment banking,.
The commercial banks in Kenya have come together under the Kenya Bankers Association (KBA), which serves as a lobby for
the commercial banks’ interests and addresses issues affecting its members (Kenya Bankers Association, 2008).

In Kenya there are a total of 43 commercial banks, 10 microfinance banks and 1mortgage finance institution. All banks are
regulated by the Central Bank of Kenya. Mugendi (2015). Cytonn Q1 Banking Sector Report. The Capital Markets Authority has
additional oversight over the listed banks. All banks are required to adhere to certain prudential regulations such as minimum
liquidity ratios and cash reserve ratios with the Central Bank (Kenya Bankers Association, 2016).

According to Central Bank of Kenya (2012) out of the forty three commercial banks, thirty of them are domestically owned
and thirteen are foreign owned. In terms of asset holding, foreign banks accounted for about 35% of the banking assets as of 2012.
Commercial banks in Kenya play a Key role in the financial sector, since the sector is dominated by the banks. They contribute to
economic growth of the country by making funds available for investors to borrow as well as financial deepening in the country;
any failure in the sector has an adverse effect in economic growth. Commercial banks therefore have a key role in the financial
sector and to the whole economy (Central Bank of Kenya, 2016).

2. Research Problem

Performance of the banking sector is vital in achieving sustainable economic growth particularly in emerging economies
(Ekinei, 2016). In Kenya, the banking sector constitutes the largest sub-sector of the financial sector accounting for up to 60per
cent of the total assets in the sector (Muriithi et al., 2016). This makes it an important intermediary in accelerating growth and
development in the economy by mobilizing savings and financing growth and development. This role is mainly played by the
commercial banks in Kenya.

In the course of their business, the banking sector is faced with a number of risks ranging from credit risks, liquidity risks,
market risks, price risks among others. These risks, according to the Kenya Financial Stability Report (2017), have contributed to
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gradual contraction of the key components of the banks’ balance sheet. The quality of assets for the banks has equally declined as
illustrated by an upward growth in Non-Performing Loans from 5 per cent in 2013 to 9.5 per cent in 2017.

In addition, the enactment of the Banking Amendment Act, 2016 which introduced interest rate capping on loan advanced by
banks at not more than 4 per cent above the Central Bank Rate. The amendment equally set the interest on deposits at 70 per cent
of the Central Bank Rate. This amendment according to the Kenya Banker’s Association situation analysis has had some negative
immediate effects on the performance of banks. One of the effects of the amendments has seen foreign investors exiting the
market hence putting local currency under pressure with the attendant instability challenges. The amendment has also seen listed
banks market capitalization come down by more than 25 per cent while the overall market capitalization has come down by nearly
20 per cent (KBA, 2017).The susceptibility of banks to risks has therefore seen risk management emerge as a key priority area
for the banking industry.

Studies have been done looking at the effect various risk factors like credit risks, liquidity risks and market risks on the
financial performance of commercial banks. In Kenya, these studies have also looked at financial risk management and how they
affect financial performance of commercial banks. However, these studies have in most instances ignored a distinct analysis of
price risks and how they independently and collectively affect financial performance of commercial banks in Kenya.

3. Study Objective

The main objective of the study was to examine the effect of Price risk on the financial performance of Commercial Banks in
Kenya.

4. Review of Literature
4.1 Theoretical Framework
4.1.1 Theoretical Literature Review

Banks as financial intermediaries operate under conditions of uncertainty which require them to behave in certain way.
Modeling this behaviour has been of interest for many years from the time of Leland and Pyle in 1977 who are the most cited
authors (Smith etal.,, 1987). The existence of the financial intermediaries, according to these initial authors of financial
intermediation theories, was to reduce the transaction costs and information asymmetry between the savers and the potential
investors (Allen & Anthony, 1998). However, this role has become redundant in the current days as intermediaries are expected to
extend their role to facilitating risk transfer and dealing with the maze of financial instruments and markets (Allen & Anthony,
1998). Banks therefore have the primary role of managing risks associated with financial investments they undertake in order to
safeguard customer deposits.

4.1.2 Efficient Market Hypothesis

This theory assumes that current stock prices fully reflect available information about the value of the firm, and there is no
way to earn excess profits, by using this information. It deals with one of the most fundamental and exciting issues in finance why
prices change in security markets and how those changes take place. It is popularly known as the Random Walk Theory, and
pioneered by E.F Fama (Collins, 2012).

E.F. Fama, (1965) said that in an efficient market, on the average, competition will cause the full effects of new information
on intrinsic values to be reflected "instantaneously" in actual prices. Many investors try to identify securities that are undervalued,
and are expected to increase in value in the future, and particularly those that will increase more than others. Many investors,
including investment managers, believe that they can select securities that will outperform the market. They use a variety of
forecasting and valuation techniques to aid them in their investment decisions. Obviously, any edge that an investor possesses can
be translated into substantial profits.

Efficient markets hypothesis (EMH) suggests that profiting from predicting price movements is very difficult and unlikely.
The main engine behind price changes is the arrival of new information. A market is said to be “efficient” if prices adjust quickly
and, on average, without bias, to new information. As a result, the current prices of securities reflect all available information at
any given point in time. Consequently, there is no reason to believe that prices are too high or too low. Security prices adjust
before an investor has time to trade on and profit from a new a piece of information. The key reason for the existence of an
efficient market is the intense competition among investors to profit from any new information. The ability to identify over- and
under-priced stocks is very valuable consequently; many people spend a significant amount of time and resources in an effort to
detect "mis-priced" stocks. Naturally, as more and more analysts compete against each other in their effort to take advantage of
over- and under-valued securities, the likelihood of being able to find and exploit such mis-priced securities becomes smaller and
smaller. In equilibrium, only a relatively small number of analysts will be able to profit from the detection of mis-priced
securities, mostly by chance. For the vast majority of investors, the information analysis payoff would likely not outweigh the
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transaction costs. The most crucial implication of the EMH can be put in the form of a slogan: Trust market prices! At any point in
time, prices of securities in efficient markets reflect all known information available to investors. There is no room for fooling
investors, and as a result, all investments in efficient markets are fairly priced, According to capital markets theory, the expected
return from a security is primarily a function of its risk. The price of the security reflects the present value of its expected future
cash flows, which incorporates many factors such as volatility, liquidity, and risk (Hurt, 2010).

4.1.3 Extreme Value Theory

The extreme value theorem (EVT) was first coined by Fisher and Trippet, (1928) when they identified the extreme value
distributions (Basrak, 2011). However, the genesis of the theory can be traced back to the works by Bernoulli in 1709 (Basrak,
2011). It is concerned with the stochastic behaviour of the extreme values in a single process. The theory was first applied by
Fuller in 1914. Subsequently, several researchers have provided useful application of the theory using data on rainfall, wind and
financial risks.

The theory has majorly been applied in financial risk management particularly in estimating value-at-risk (VVaR) which is the
loss from adverse market movement over a fixed time period stated with a specified probability. The concept of VaR was first
used by large financial institutions to measure risk in portfolios towards the end of eighties a period that witnessed huge exchange
rate volatility and rapid growth in use of derivatives important for managing interest rate and currency risks (Jerion, 2006).
Computations of standard VaR include all types of market risks such as interest, stock, commodity and currency risks. To date,
VaR is still applied by many financial institutions in risk management.

The most used method among the various methods that exist for determining VaR is variance-covariance method. According
to Gilli and Kellezi (2006) risks are rare, extreme events and assessing their probability of occurrence is important for financial
risk management. As such, the concept of extreme value theory which is applied through the VaR concept offer a perfect
foundation for this study that aims to find out the impact of price risks on financial performance of commercial banks. Risks are
rare, extreme events and assessing their probability of occurrence is important for financial risk management. This is useful in
determining risk level and coming up with appropriate mitigation measure to ensure that the financial performance of commercial
banks is not adversely affected. Banks are equally required to set aside capital to cover potential risk exposures a per their own
risk estimates. Therefore, if a bank overestimates the level of potential risk, then a firm might set a side excess capital to cover the
risk instead of putting it in some gainful investment (Muriithi, 2016).

4.1.4 Asset Pricing Theory

The asset pricing theory postulates that systematic risk, risk free rate and anticipated risk market quality are critical in
determining the price or expected return of an asset. This theory is credited to works of three scholars; Mossin (1966), Linter
(1965) and Sharpe (1964). In coming up with the theory, the scholars developed the Capital Asset Pricing Model (CAPM) which
applicable the banking sector since Commercial banks often maintain a combination of loans with varying risk levels (Bouchand
& Marc, 2000).

Most commercial banks price their loans according to the risk the loan will attract. For instance, a low risk loan is likely to
draw a low value of lending and vice versa. The banks equally take into account other operating cost which they might encounter
in terms of interest cost involved when pricing the loan. This theory suggests that liquidity risk and credit risk are the major risk
which might have a greater impact on the pricing of the loans (Marling & Emanuelsson, 2012).

As such the asset pricing theory demonstrates the connection between risk and interest rate. This is essential in determining the
element of risk faced by a resource mobilizing institution like commercial banks which is mostly considered when pricing loans.
Therefore, based on the quantity of threat faced by a commercial bank on its portfolio of loans, interest demanded will either be
high or low (Marling & Emanuelsson, 2012).

4.2 Discussion of Key Study Variables
4.2.1 Foreign Exchange Rate

Previous studies have found both a negative and a positive effect of foreign exchange risk on financial performance of banks.
Lambe (2015) found that exchange rate management has a significant negative relationship with financial performance of banks.
Muriithi (2016) assessed the effect of market risks as measured by foreign exchange exposure among other factors on financial
performance in terms of return on equity of 43 registered commercial banks in Kenya. The researcher found that foreign exchange
risk has a significant negative effect on bank profitability.

Conversly a number of prevous studies have equally shown that foreign exchange has a significant negative effect on financial
performance of banks. A study undertaken in Turky by Ekinei (2016) on effect of credit and market risk on performance of the
Turkish banking sector in a time varying framework found that credit risk and foreign exchange rate had a significant positive
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effect on banking sector profitability. This study employed a generalized autoregressive conditional heteroscedastic approach.
Similar results were equally confirmed by Zhang (2016) same as Aktan, Chan, Zikovic, & Evrim-Mandaci (2013) who found that
both bank specific risk and foreign exchange rate risk were positively related with off-balance sheet activities.

Kiio and Jagongo’s conducted a study in 2017 with the aim to assess the effect of foreign exchange hedging practises on the
performance of listed firms at the NSE (Kiio & Jagongo, 2017). Using both descriptive and inferential statistics, a positive
relationship between hedging practices and performance of listed companies.

4.2.2 Interest rate

Interest rate risk, according to theoretical literature, is expected to have a negative effect on the financial performance of
commercial banks. However, the eperical literature reviewed have shown mixed results. A study by Muriithi (2016) assessed the
effect of market risks as measured by interest rate risk among other factors on financial performance in terms of return on equity
of 43 registered commercial banks in Kenya. The researcher found that all the market risk indicators have a significant negative
effect on bank profitability. Same results were also confirmed by Muriithi, Muturi, & Waweru (2016) in their study on the effect
of market risk on financial performance of commercial banks in Kenya. They used panel data for 43 commercial banks in Kenya
and found that interest rate amongst other factors had a significant negative effect on bank’s profitability.

On the other hand, Kiio and Jagongo’s study, conducted in 2017 sought to evaluate the effect of interest rate hedging practices
and to examine the effect of equity risk hedging practices on the performance of listed firms at the NSE (Kiio & Jagongo, 2017).
Using both descriptive and inferential statistics, the authors established a positive relationship between hedging practices and
performance of listed companies.

Gizycki (2001) looked at the overall variability of australian banks’ credit risk during the 1990’s. it assesses the extent to
which the overall variability can be axplained by variability in the level of bank’s aggregate credit risk over time. The findings
show that macroeconomic variables exert a strong influence on bank’s risk and profitability that is share of interest payments in
the corporate and household sector’s income, real credit growth and property prices are most strongly correlated with bank’s risk
and profitability.

Chirwa and Mlachila (2002) carried out a study on financial reforms and interest rate spread in the commercial banks in
Malawi. The study investigated the impact of financial sector reforms on interest rate spreads in the commercial banking system in
Malawi. The study used 7 commercial bank in Malawi and 6 deposit taking institutions. Using alternative definitions of spreads,
their analysis showed that spreads increased significantly following liberalization, and panel regression results suggested that the
observed high 20 spreads can be attributed to high monopoly power, high reserve requirements, high central bank discount rate
and high inflation.

Onyekachi and Okoye (2013) examined the impact of bank lending rate on the performance of Nigerianian Deposit Money
Banks between 2000 and 2010. It specifically determined the effects of lending rate and monetary policy rate on the performance
of Nigerian Deposit Money Banks and analyzed how bank lending rate policy affects the performance of Nigerian deposit money
banks. The study utilized secondary data econometrics in a regression, where time-series and quantitative design were combined
and estimated. The result confirmed that the lending rate and monetary policy rate has significant and positive effects on the
performance of Nigerian deposit money bank.

4.2.3 Price

Fluctuation in commodity prices causes variations in consumer price index which is a measure of inflation. Variations in
inflation rates affects banks financial performance in that the sudden increase in commodity prices affects the purchasing power
hence eroding savings which might affect banks in terms of deposits and by extension, investment (Smith, Debora, & Kathleen,
1987). A study undertaken by Muriithi et al (2016) found that inflation has a significant negative effect on banks’ profitability as
measured by return on equity. Similar findings have equally been confirmed by other studies by Lambe (2015) who established an
inverse relationship between price risk and returns just as per the assumption of the portfolio theory.

Waseem et al. (2014) studied on the impacts of inflationary trends on banks’ performance in Pakistan. The study concluded
that as inflation increases ROA, ROE and net interest margin of Muslim Commercial Bank Limited, Allied Bank Limited, United
Bank Limited and Bank Al-Falah Limited also increases. That is there is a Positive association among inflation and bank
performance of this large banking segment of the Pakistan banking industry.

5. Research Methodology
The study adopted descriptive study design to describe the relationship between Price risks and financial performance of

commercial banks in Kenya. A descriptive research design gives the facts surrounding a particular phenomenon including the
present emerging issues (Mugenda & Mugenga, 2003).
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The population of this study consists of all registered commercial banks operating in Kenya for periods 2013 to 2018. A study
population comprises the total objects of interest in a study. It represents the collection of elements about which we wish to make
inferences on or study its characteristics (Nassiuma, 2000). According to the Central Bank of Kenya (2017), there are a total of 43
commercial banks registered to operate in Kenya both locally and foreign owned. The banks are regulated and supervised by the
Central Bank of Kenya and are required to adhere to certain prudential regulations.

Sampling is often adopted where the population of study is large and it is impossible given the resource and time constraint to
cover the entire population (Mugenda & Mugenga, 2003). In this study, a census was adopted covering all registered commercial
banks in Kenya. Census was preferred in this study because the number is small, manageable and all of them are headquartered in
Nairobi.

The study relied on secondary data which consisted of periodically published figures in the various reports of the commercial
banks, central bank of Kenya supervision reports and the Kenya Bankers association bulletins for the period 2013 to 2018. The
data was collected through a prescribed data collection template that was designed to gather the required information for particular
period of time.

6. Data Analysis and Results
6.1 Descriptive Statistics

The summary statistics for the variables considered in the study are presented in table 1. ROA had a mean of 3.415 with a
standard deviation of 0.8345. The minimum and maximum values of ROA are 2.62 and 4.70 respectively, which shows that there
was minimal variation in ROA of banks during the sample period. Foreign exchange had a mean of 96.41 with a standard
deviation of 7.22 which was relatively big variance suggesting a variation in the variable between 2013 and 2018.

The other variables, inflation and interest rate had a standard deviation of slightly more than one which is relatively low. The
distribution of ROA and interest rate was positively skewed whereas that of foreign exchange and interest rate was negatively
skewed. Additionally, all variables had low and positive kurtosis which suggests that their distribution is relatively flat.

Table 1 Summary Statistics

Variable Mean deviS;Sibn Variance Skewness Kurtosis  Minimum Maximum
ROA 3.415 0.834464 0.69633 0.590222  1.572242 2.62 4.7

Forex 96.40684 7.215059 52.05707 -0.48513  1.450199 84.146 105.275
Inflation 6.4575 1.051236 1.105098 -0.25317 2.600341 4.44 8.4
Interest rate  9.569444 1.021962 1.044405 0.588379 2.293814 8.5 11.5

6.2 Correlation Analysis

This study equally analyzed the correlation analysis of the variables of the study. The results of the correlation analysis are
presented in table 2. The findings indicate a negative relationship between ROA which is the dependent variable and the
independent variables. The correlation was however stronger between ROA and foreign exchange (-0.9177). Equally, the
correlation between ROA and interest rate was relatively strong at -0.5243. These correlation results in effect indicate that the
resultant risks from foreign exchange fluctuations, inflation and interest rates would negatively affect banks ROA.

Table 2 Correlation Matrix

ROA Forex Inflation Interest rate
ROA 1.0000
Forex -0.9177 1.0000
Inflation -0.2083 0.2547 1.0000
Interest rate -0.5243 0.726 0.305 1.0000
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6.3 Diagnostic Test

The ADF test for presence of unit root was undertaken on each of the variables at levels and after first differencing. The results
of the ADF were tested at 1%, 5% and 10% significance levels. The results of the Dickey-Fuller test indicate that all the variables
were non-stationary at levels. However, all the variables were found to be stationary at 1%, 5% and 10% significance level after
the first differencing. This implies that all the variables of the study are integrated to order one I (1).

Table 3 Augmented Dickey-Fuller Test for Unit Root

At Level After First Difference

Variable Critical Value Critical Value

Test p-value Test p-value

Stat. 1% 506 10% for Z(t) Stat. 1% 59 10% for Z(t)
ROA -1.364 -3.551 -2.913 -2.592 0.5996 -8.441 -3.552 -2.914 -2592  0.00000
Forex -1.044 -3.551 -2.913 -2.592 0.7369 -6.085 -3.552 -2.914 -2.592 0.00000
Inflation -1.194 -3.551 -2.913 -2.592 0.6763 -3.232 -3.552 -2.914 -2592 0.01820
Interest rate  -1.257 -3.551 -2.913 -2.592 0.6485 -5.985 -3.552 -2.914 -2.592 0.00000

6.4 Regression Results

The results of the regression analysis are presented in the tables 4. Three different regression analyses were carried out; OLS
regression, fixed effect and random effect regression analysis and respective results are illustrated in the subsequent tables.

The results of the OLS regression indicated that all the coefficients except for inflation were significant at 5% significance
level. The coefficient for inflation was significant at 10% significance level. In addition, the coefficients of foreign exchange and
inflation were negative indicating that any increase in these variables would have a negative effect on ROA of banks.

The results of the coefficient of foreign exchange indicate that as foreign exchange rate increases over time by one unit, ROA
decreases by about 0.13 units. Likewise, a unit increase in inflation would result in a 0.01 negative decrease in ROA. However,
the results of the coefficient of interest rate are in the opposite in that a unit increase in interest rate would likely to have a positive
impact on ROA by 0.25 units.

Table 4 Regression Analysis Results

Source SS df MS Number of obs = 72

Model 43.7471696 3 14.5823899 F( 3, 68) 174.2

Residual 5.69223041 68  0.083709271 Prob > F 0

Total 49.4394 71 0.696329577 R-squared 0.8849
Adj R-squared 0.8798

0.2893

Root MSE 3

ROA Coef. Std. Err. t P>t [95% Conf. Interval]

Forex -0.1312448 0.0069294  -18.94 0.0000 -0.14507 -0.11742

Inflation -0.009268 0.0343421  -0.27 0.7880 -0.0778 0.059261

Interest rate 0.2475246 0.0496751  4.98 0.0000 0.148399 0.34665

_cons 13.75908 0.4715345  29.18 0.0000 12.81814 14.70001

7. Conclusions and Recommendations

This study sought to examine the effect of price risk; interest rate, inflation and exchange rate risks on the financial
performance of banks in Kenya. Financial performance was measured by return on assets of banks in Kenya. The study employed
time series data regression analysis using to answer the specified research objectives. Based on the findings, the study concludes
that an increase in interest rate would lead to a positive and significant effect on financial performance of banks. An increase in
inflation rate would have a significant negative effect on banks’ return on assets. As such, an increase in inflation rate would lead
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to negative performance of banks. Based on the findings, the study concludes that there exists a significant negative effect of
exchange rate on banks’ financial performance.

Arising from the findings of this study, it would be important to recommend that banks should pay attention to price risks
arising from fluctuations in inflation, interest rates and exchange rates as these would have a significant effect on their financial
performance. As such, it would be prudent for banks to put in place measures to curb the effects of price risks in order not allow
this to affects their performance.
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