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ABSTRACT
The impact of variations in commercial lending rates on banks‟ profitability is largely depends on the
degree of responses of asset and liability rates. The main objective of the study was to establish
challenges affecting adjustment of lending rates by commercial banks in Kenya. This study used a
descriptive survey. The population of this study consisted of all 44 commercial banks in Kenya from
which the researcher carried out the census survey. The study sampled the finance managers and bank
managers of all the 18 banks making a total number of 36 respondents. The primary data was collected
using semi-structured questionnaires. The questionnaires were both open and close-ended questions. Data
presentation was done by the use of percentages and frequency tables. The inferential statistic regression
and correlation were done to establish the extent to determine challenges affecting and adjustment of
lending rates in commercial banks. The study established that most of the commercial banks had lending
rate which remained high and is not adequately adjusted by all. The study also showed that banks fail to
adjust their lending rates due to increase in cost of debt funding, unstable market structure, exposure to
risks factors and weak legal and regulatory framework. The study suggests that a substantial number of
the analyzed commercial banks need to use various measures to assess bank efficiency and related
functions in the adjustment of bank lending rates.
Keywords: Lending rate Adjustment, Cost of Fund, market structure, regulatory framework
INTRODUCTION
In recent years, a growing number of developing countries including Kenya have embarked on reforming
and deregulating their financial systems, transforming their institutions into effective intermediaries and
extending viable financial services on a sustainable basis to all segments of the population (Samba and
Yan, 2010) .By gradually increasing the outreach of their financial institutions, some developing countries
have substantially alleviated poverty by initiating a framework and infrastructure to encourage lending
through public and private credit reference bureaus, institutional strategies to spur economic development
such as the vision 2030 in Kenya, and financial systems approaches which include alternatives to
collaterals in order to access credit (Wang and Lee, 2009). In the process, a new world of finance has
emerged which is demand and savings driven which conforms to sound criteria of effective financial
intermediation. There is now incipient experience with the successful integration of microfinance
strategies into micro-policies, which makes micro economy banking (Miller, 2003). The lending function
is considered by the banking industry as the most important function for the utilization of funds. Since
banks earn their highest gross profits from loans, the administration of loan portfolios seriously affects the
profitability of banks. Indeed, the large number of non-performing loans is the main cause of bank failure
(Rehm, 2002). Banks are learning to review their risk portfolios using the criteria laid down by Basel II.
Greenspan has indicated that Basel's goal is to induce bankers to improve their risk management
capability, including how the institutions price products, reserve for loss, and control their operations
(Ramlogan, 2004).
36

Mbindyo & Rotich . …...Int. J. Business & Law Research 2 (4):36-52, 2014
Commercial banks‟ activities greatly rely on their intermediation services, filling the gap between
suppliers and demanders of funds. Their profitability is partly due to the difference in interest rates
charged on loans and what is paid to suppliers of funds that is the interest rate spread. Ozdemir (2009)
argues that the larger the spread between loan and deposit rates, the more likely the necessary condition
for intermediation to occur can be met. Earlier explanations that allow positive spread to be maintained
rest on the ability of commercial banks to minimize transaction costs in loans originating through their
intermediation services (Mohanty, and Turner, 2008). Transaction costs are central to the theory of
financial intermediation and the ability of the financial intermediary to exploit the returns to scale implicit
in the structure of the transaction costs by purchasing large blocks of securities, repackaging, and
reselling them at a lower cost supports the existence of intermediaries to informational asymmetries
prevailing in the economy (Ramakrishnan and Thakor, 2000).
The implementation of commercial bank lending rates are important concerns to policy makers, the
banking industry and the public at large. From a policy perspective, lower lending rates are desirable, as
they tend to have a positive influence on new and existing investments, improve the competitiveness of
Kenyans businesses and contribute to growth and development (Ramakrishnan and Thakor, 2000). The
rapid expansion in the local industry since 1990 would also lend itself to the perception that such a
relationship would also hold in the Kenyan context. There is little wonder, therefore, that the commercial
lending interest rates charged by local banks have been a sensitive and recurring policy issue in Kenya,
and one which requires an objective examination of all the factors behind the structure of commercial
bank lending rates (Jayaraman et al, 2003).The market for commercial loans from commercial banks is
competitive and rates on these loans have tended to respond to reductions in deposits rates and other
costs. Tennant, (2006), indicated that compensation for the direct cost incurred in loan administration and
the risk profile of the borrower also plays a great role on determining commercial bank lending rates. The
stance of the competition, the overall risk profile of the portfolio and the liquidity of the commercial
banks would determine the final cost to the borrower. Investors negotiate with banks for the best terms
available and, where possible, shift their business to take advantage of the best financing package (Njoka,
2003).
The impact of variations in commercial lending rates on banks‟ profitability is largely depends on the
degree of responses of asset and liability rates. In general, since both sides of banks‟ balance sheets are
affected by commercial bank lending rates in a parallel fashion, the net impact on banks‟ profitability can
be deduced by tracing the responses of both assets and liabilities as market interest rates change (Gemmill
and Thomas, 2004). The impulse response functions show that low and lagged response of lending rates
contribute to the decline in banking spread following an increase in money market rates, thus, adversely
affecting banking activities. Commercial banks lending policy determine who the target customer is. It is
widely believed that fluctuations of lending rates exert significant influence on the activities of
commercial banks (Chirwa and Mlachila, 2004). A higher level of market interest rates improves banking
profitability. In addition, the effect of interest rate spread changes on banks‟ profitability is shown to be
asymmetric with the effect originating from lending rates being greater than those of deposit rates
(Mahadeva and Sinclair, 2005). The imbalance of adjustment of asset and liability rates toward changes in
market rates significantly affects the value of bank equity. Numerous studies focus on the level of interest
rate risk that is uncertainty in banks‟ profitability, which is due to the imbalance of sensitivity of assets
and liabilities of commercial banks toward changes in market interest rates (El-Masry, 2006).
Financial institutions offering commercial bank lending primarily service the needs of corporations and
larger businesses. Also known as business banking, commercial banks are not only banks but
intermediate business between banks and other financial institutions unlike retail banking which provides
services directly to consumers. These high-end institutions fund corporations, sole proprietorships and
partnerships on many levels - from large businesses to overseas companies in a variety of nations - and
include many different services from mortgage lending to supplying international capital to low and
middle-income countries (Gemmill and Thomas, 2004) .Chodechai (2004), suggests that expected
inflation is the main determinant of interest rates: as the inflation rate increases by one per cent, the rate of
interest increases by one percent. This suggests that the (expected) interest rates change in proportion to
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the changing (expected) inflation, or the (expected) real interest rates are invariant to the (expected)
inflation. There is a field of extensive studies on the test of the positive relationship between the expected
inflation rate and the interest rate and the constancy of the real interest rate (Lim, 2001).
Kuang, (2008), on the other hand, argues that the real interest rate decreases with inflation. In other
words, the interest rate increases less than the increase in inflation. As iterated in later studies for the
Tobin effect, Hannan, and Berger, (2011) assumed that the real wealth is kept constant in the form of
financial assets: money and capital stock. As the inflation rate increases, the opportunity cost of holding
money will increase and money demand will decrease (Kwapil and Scharler, 2010). At a given level of
the real financial wealth, this increases the capital stock. If the production function exhibits decreasing
returns to scale, then the marginal productivity of the capital stock decreases with higher capital stock and
lowers interest rates. Firstly, as the financial market is expected to be the transmission channel for the
framework, a policy rate that is linked to the interbank rate or overnight rate may not have the desired
effects on interest rates in the economy, as it will have no bearing on the banks‟ cost of funds (Kwapil and
Scharler, 2010).
One of the problems that have raised the interest of economists is to know the determinants of lending
interest rates. In the last few years the Kenyan banking industry has experienced volatile interest rates
margins and profitability. At the same time the focus on interest income has grown, perhaps driven by the
fact that the increase lending rates trail the monetary policy rate. The current debate on capping interest
rates in Kenya over a perception of unreasonable lending rates charged by commercial banks raises
several concerns addressed by this paper. Loan-making banks tend to generate a higher share of their
operating income from interest income (Jeanneau and Marian, 2002). Accordingly, when the central bank
of Kenya lowered, its benchmark-lending rate by 150 basis points to 16.5 per cent in July 2012, there was
high expectations from the banks‟ customers that the lending rates to credit facilities will be lowered too.
High interest rates in commercial bank affect investment rates and growth in the economy, including trade
and slowed down house construction in the mid-income segment. Despite Central bank of Kenya cutting
bench mark lending rate by 150 basis points, majority of commercial banks has not lowered interest rates.
A few such as I&M Bank dropped lending rate by 1.5% to 18 which was to be effected later in February
2013 while CFC Stanbic Bank cut its lending rate to 17% from 19%, giving it one of the lowest rates
available (Lukhoba, 2013). It‟s against this background that a study need to be carried out to investigated
factors affecting adjustments of lending rates by commercial banks in Kenya. To investigate the
challenges affecting adjustments in lending rates in commercial banks in Kenya, the study sought to
achieve the following objective
i.
To determine how cost of debt funding affects adjustments of lending rates in commercial banks
in Kenya
ii.
To determine how market structure affects adjustments of lending rates in commercial banks in
Kenya
iii.
To establish the extent to which risks affect adjustments of lending rates in commercial banks in
Kenya
iv.
To establish how regulatory framework affects adjustments of lending rates in commercial banks
in Kenya
Theoretical Review
The lending function is considered by the financial industry as the most important function for the
utilization of funds (Beck and Demirguc-Kunt, 2009). An increasing body of analytical work has
attempted to explain the functioning of credit markets using new theoretical developments. Challenging
the paradigm of competitive equilibrium, they have explored the implications of incomplete markets and
imperfect information for the functioning of credit markets in developing countries. These provide a new
theoretical foundation for policy intervention. Most of this body of literature has followed from the
pioneering work of Von Thadden, (2004). The work by Hannan and Berger (2011) marks the beginning
of attempts at explanations of credit rationing in credit markets. In this explanation, interest rates charged
by a credit institution are seen as having a dual role of sorting potential borrowers and affecting the
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actions of borrowers. Interest rates thus affect the nature of the transaction and do not necessarily clear the
market (Wolfson, 2006).
This theory is based on the expectations that people will have in regard to future conditions. If investors
expect future interest rates to be high, they will prefer to hold long term securities and if the vice versa is
true, they will prefer short term securities. Other expectations that will influence securities demand will
include expectations on political conditions, expected inflation levels. Also known as an expectancy
theory, an expectation theory is a strategy that is used by investors to make predictions about the future
performance of interest rates (Peek and Rosengren,1995). Essentially, the expectations theory states that
by evaluating current long-term interest rates, it is possible to determine the course of short-term interest
rates. While there are a number of supporters for this theory, many investors and financial experts also
believe the logic behind a theory of expectations is flawed and does not serve as an accurate indicator of
future short-term rates in and of itself (Jayaraman et al, 2003).
For those that believe the concept of the expectation theory has merit, it is often noted that many
investment strategies rely on evaluating past movements in order to predict future performance. Since this
approach has proven successful in helping to choose wise investments such as stocks and commodities,
the same approach can also be used in predicting the movement of short term interest rates. Often,
proponents of the theory will also point to anecdotal evidence that seems to support this approach
(Ramakrishnan and Thakor, 2000).The logic underlying the theory, that expectations of future short
interest rates shape the term structure of longer interest rates, is intuitive, appealing, and a common
assumption in macroeconomic modeling. However, the predictability of excess returns shown by Kuang
(2008) undermines the premise that long interest rates are rational expectations of future short rates up to
a constant term premium. Rather, such evidence points strongly toward time-varying risk premia. Indeed,
Dai and Singleton (2002) demonstrate that interest rates adjusted for time-varying risk premia estimated
from dynamic term structure models meet the predictions of the expectations hypothesis in traditional
excess-return regressions.
One of the inherent dangers with the expectation theory is that it can be very simple to overstate the
estimate on the future short-term rates (Kwapil and Scharler, J2010). Since the theory relies only on
analyzing past performance of long-term interest rates, this approach can easily omit data that would
possibly temper the amount of change in short term interest rates. Factors such as political shifts, disaster
situations, or sudden changes in consumer tastes and demands can easily impact the direction of interest
rates and throw the projections developed through the use of this theory out of line (Njoka, 2003).
For example, the theory does not recognize the fact that forward rates do not always provide a clear
picture of future rates, a situation that makes the risk of investing in short term bonds rather than longterm bond issues somewhat higher. The theory also does not include the possibility of reinvestment taking
place and therefore introducing a new factor that can have a dramatic impact on interest rates. It is an
empirical fact that nominal interest rates are highly persistent and the poor power of traditional univariate
Dicky-Fuller type tests against the null of a unit root (Stock, 1994) has led many researchers to conclude
that lending rates are integrated of order one. Moreover, the convenience of working with established
results for integrated processes has made it attractive to assume the presence of a unit root for empirical
purposes (Gemmill and Thomas 2004)
According to this theory, investors will always prefer short term securities to long term securities. To
encourage them hold long term bonds, long term securities should yield higher interests than short term
bonds. Therefore, the yield curve will always be upward sloping. An hypothesis about the term structure
of interest rates (the relationship between interest rates and term to maturity) holding that investors
demand a premium for bearing interest rate risk. The extent of the premium increases with term to
maturity but at a decreasing rate. The two reasons behind the decreasing rate of increase are that duration,
a measure of a bond's price sensitivity to interest rate changes, increases at a decreasing rate with term to
maturity and that long term interest rates are typically less volatile than short term interest rates. (Tennant,
2006)
Commercial banks determine the lending rate in the credit market by marking up the central bank‟s base
rate, and then supply credit at this rate to those borrowers whom they consider to be creditworthy. Banks
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are therefore price makers and quantity takers, within the limits given by creditworthiness. Again, the
willingness of firms and households to pay the rate of interest set by banks in the credit market is a
necessary, but not a sufficient condition to obtain credit, and there will always be some sort of „credit
rationing‟ for those who are unable to provide required collateral (Wolfson 1996). The commercial banks‟
mark-up on the base rate is determined by their risk and liquidity considerations, and also by the degree of
competition in the commercial banking sector. In this approach, liquidity preference determines the
structure of interest rates, and not the level of interest rates. The commercial banks‟ liquidity preference is
a determinant of the mark-up and hence the spread between the base rate and the market rate of interest If
liquidity preference and risk considerations of private banks and, hence, their markups remain constant,
the central bank‟s interest rate setting in the base money market also determines the market rate of interest
in the credit market (Smith, 2003).
Under these conditions, changes in the base rate and in the credit market rate of interest are due to
changes in the monetary policy stance. Changes in the central bank‟s base rate will therefore also shift the
credit supply curve and affect credit demand and hence real economic activity financed by credit.
However, if commercial banks‟ liquidity and risk considerations or the degree of competition, and hence
their mark-ups, change in the face of a changing base rate of interest, monetary policy may not be able to
determine the credit market rate of interest directly. Here an asymmetry may arise
An increasing base rate of lending interest will always trigger an increasing credit market rate, because
commercial banks have to recover costs of refinancing and have to gain (minimum) profits. But a
decreasing base rate may not be followed immediately by a falling credit market rate, if commercial
banks‟ liquidity and risk premia increase due to rising uncertainty, or if banks‟ profit aspirations increase.
Note finally, that the horizontalist view does not imply that monetary policy is free to set the rate of
interest at whatever level, irrespective of economic conditions. On the contrary, modern central banks
have used the interest rate tool in order to stabilize inflation – and/or the exchange rate, depending on the
exchange rate regime (Athanassopoulos and Giokas ,2000). Banks cannot always set high interest rates,
e.g. trying to earn maximum interest income. Banks should consider the problems of adverse selection
and moral hazard since it is very difficult to forecast the borrower type at the start of the banking
relationship (Stiglitz and Weiss, 1981). If banks set interest rates too high, they may induce adverse
selection problems because high-risk borrowers are willing to accept these high rates. Once these
borrowers receive the loans, they may develop moral hazard behaviour or so called borrower moral
hazard since they are likely to take on highly risky projects or investments (Chodecai, 2004). From the
reasoning of Stiglitz and Weiss, it is usual that in some cases the study may not find that the lending rate
set by banks is commensurate with the risk of the borrowers.
Conceptual Framework
The study considers challenges affecting adjusting lending rates as independents while lending rate
adjustment is the dependent variable. The Figure 1 is a conceptual framework linking the independent and
dependent variables. The dependent variable responds to the independent and dependent variable
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Independent Variables
Cost of funds
-Operational costs
-Staff cost

Dependent Variable

Market structure
- Market power

Lending Rate
Adjustments
-Reduction in interest
rate

Risk factors
- Diversify risk
Regulatory framework

Figure 1 : Conceptual Framework
RESEARCH METHODOLOGY
This study used a descriptive survey. A descriptive study attempts to describe or define a subject, often by
creating a profile of a group of problems, people, or events, through the collection of data and tabulation
of the frequencies on research variables or their interaction (Cooper and Schindler, 2006). The population
of this study consisted of all 43 commercial banks in Kenya and therefore carry out a census survey
(Central Bank of Kenya annual report, 2012). Purpose sampling technique was used when population of
interest has keen interest of the research. The study sampled the 6 commercial bank from each
commercial bank tiers to select 18 commercial banks. The respondents of the bank were finance managers
and bank managers from the 18 selected banks making a total number of 36 respondents The study used
both primary and secondary data sources in gathering data for analysis. The primary data was collected
using semi-structured questionnaires. Secondary data was collected from journals and report (financial
and non-financial) from commercial banks and Central Bank of Kenya
The collected data was thoroughly examined and checked for completeness and comprehensibility. The
data was then be summarized, coded and tabulated. Descriptive statistics such as means, standard
deviation and frequency distribution was used to analyze the data. Data was coded and entered into the
Statistical Package for Social Sciences (SPSS 17) for analysis. SPSS was used to perform the analysis as
it aids in organizing and summarizing the data by the use of descriptive statistics such as tables.. The
inferential statistic regression and correlation was done to establish the extent to which commercial banks
determine factors influencing lending rates. A linear regression model of bank lending rate versus
adjustment of lending rates for the commercial banks was applied to examine the relationship between the
variables. The model treats challenges affecting adjustment of lending rate for the commercial bank as
the dependent variable while the independent variables was adjustment of lending rates which included
market structure cost of funds , risks and legal and regulatory framework. The relationship equation was
represented in the linear equation below.
Y (Adjustment of Bank Lending Rates) = α + β 1 X1 +β2 X2 +β3 X3 +β4 X4 + ẹ
Where Y= Bank Lending Rates, α = Constant Term, β 1 = Beta coefficients, X1 = Cost of debt funding, X2 =Market
structure, X3=Risk factors
X4= Legal and regulatory framework and ẹ = Error Term
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RESULTS AND DISCUSSION
From the findings from Table 1, 66%, 65% and 63% of the respondents indicated that efficiency
of the legal system, better contract enforcement and deposit insurance scheme were the factors
that mostly influenced commercial bank lending rates in banks. The study also found that 61%
and 53% of the respondents indicated that prudential regulation and bank supervision and lack of
corruption and deposit insurance scheme were factors that greatly influenced lending rate in
commercial banks. This implied that prudential regulation and bank supervision, better contract
enforcement and efficiency of the legal system were the most influential factors that influence
commercial banks lending rates in commercial banks. This concurred with Ryan and
Worthington, (2004) who found that a weak financial regulation without clearly spelled out
property rights denies the diversity of institutions a chance to diversify risk.
Table 1: Cost factors that influence determination of lending rates
Statement

Mean

Z score

4.23

Standard
deviation
0.29

Statutory reserve requirement
Core liquid asset requirement

4.68

0.84

-0.3478

Central Bank of Kenya supervisory fee

3.38

0.27

0.8324

Taxation for the commercial banks withholding 3.09
taxes, stamp duties, transaction taxes, and value
added taxes, profit taxes and license fees

0.23

1.8651

Weighted average deposit rate, reserve and
liquidity requirements, mandatory investment
levels
Management fees

3.00

0.20

3.9987

3.27

0.24

0.7619

Staff costs

4.64

0.92

0.6823

Transaction costs

3.30

0.35

-0.631

Communication costs

3.35

0.30

1.0000

Costs of provisioning

4.50

0.53

1.00611

Projected profit

4.61

0.64

0.3798

Cost of capital (return on equity).

4.47

0.33

1.2100

Internal cash reserves

4.29

0.34

0.8956

0.0002

From the findings, majority of the respondents strongly agreed that the core liquid asset requirement, staff
costs, projected profit and costs of provisioning influence determination of lending rates in commercial
banks in Kenya as indicated 4.68, 4.64, 4.61 and 4.50 with standard deviation of 0.84, 0.92, 0.64 and
0.64. Most of the respondents agreed that the cost of capital, internal cash reserves and statutory reserve
requirement influence determination of lending rates in commercial banks in Kenya as indicated 4.47,
4.29 and 4.23 with standard deviation of 0.33, 0.34 and 0.29. Most of the respondents agreed Central
Bank of Kenya supervisory fee, communication costs, transaction costs and management fees influence
determination of lending rates in commercial banks in Kenya as indicated 3.38, 3.35, 3.30 and 3.27 with
standard deviation of 0.27, 0.30, 0.35 and 0.24. Most of the respondents were neutral on whether taxation
for the commercial banks withholding taxes, stamp duties, transaction taxes and value added taxes, profit
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taxes and license fees and weighted average deposit rate, reserve and liquidity requirements, mandatory
investment levels influence determination of lending rates in commercial banks in Kenya as indicated
3.09 and 3.00 with standard deviation of 0.23 and 0.20. The Zscore was found to be (Zscore=.0002)
meaning it was on the mean. The Zscore =3.9987 indicated that most means of cost of funds affecting
lending rates adjustments were above the mean of 4.55. This clearly indicated that cost of funds, had a
significant influence on adjustment of lending rates. The findings concurred with Karceski , Ongena and
Smith, (2004) indicated that the adjustment costs associated with re-quoting prices of financial products,
banks may be reluctant to adjust lending rates
Cost of loans influence adjustment of Lending Rates
The respondents were requested to indicate the factors that contribute to the cost of loans. From the
finding majority of the respondents indicated that profit projects, transactions costs, staff remunerations,
management fee and tax fees influence adjustment of lending rates. The study further found that cost of
funds was influenced by costs incurred by firms as a result of changing prices, creating new adverts,
updating price lists, brochures, publishing and distributing new catalogues to its customers, and making
its sales staff aware of the changes in price when underlying cost and demand condition changes or when
inflation erodes existing prices. This implies that there are various factors that interact to adjust the cost of
funds in commercial banks in Kenya. This is in line with Ho and Saunders, (2010) who stated that
operational costs, especially staff costs, for most commercial banks are high and this has a bearing on the
adjustment base lending rates. In particular, staff loans had, on one occasion, been explicitly included in
the calculation of the base lending rate.
Table 2: Inflation factors that influence determination of adjustment of Lending Rates
Inflation factors
Economic conditions
T bill GRZ bond rates
Inflation
Foreign exchange rate

Mean
4.30
4.45
4.78
4.53

Standard deviation
0.39
0.49
0.87
0.89

Table 2 show the respondent‟s response on the influence of economic factors on determination of lending
rate in commercial banks. From the findings, majority of the respondents strongly agreed that inflation
conditions and foreign exchange rates influence adjustment of Lending Rates as indicated by a mean of
4.78 and 4.53 with a standard deviation of 0.87 and 0.89. The study also found that most of the
respondents agreed to a that T-bills /GRS bond rates and economic conditions influence adjustment of
lending rates as indicated by a mean of 4.45 and 4.30 with a standard deviation of 0.89. The respondents
further explained that changes in official interest rates are influenced by several factors such as current
levels or forecasts of inflation. That money market rate volatility and inflation are crucial for the size and
speed of interest rate pass-through of official rate to retail interest rates. This implied that economic status
in the market influenced adjustment of lending rates in commercial banks. This is in line with Karceski et
al. (2004), who stated that inflation is primarily caused by an increase in the money supply that outpaces
economic growth.
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Table 3: Market factors that influence adjustment of lending rates
Market Conditions
Mean
Standard
deviation
Credit risk premium due to various risks,
4.53
0.79
including interest risk, credit risk, foreign
exchange risk and legal risk, as a result of
uncertainty.
Liquidity premium or Excess Liquidity in the 4.51
0.73
Inter-Bank Market

Z score
1.0021

-1.3210

Competition leading to Interbank rate

4.56

0.53

0.4527

Overnight facility rate

3.55

0.22

1.9834

Policy rate that is linked to the Open Market
Operations
Demand and supply

3.89

0.25

2.1971

4.32

0.36

-0.6724

Industry trend

4.21

0.37

0.0001

Market expectations

3.65

0.29

2.9455

Interbank rate

4.58

0.78

-0.4519

To determine the market factors that influence adjustment of lending rates in commercial banks in Kenya,
Table 3 show the extent to which markets factors influence lending rate. From the findings, majority of
the respondents strongly agreed that interbank rate, competition leading to Interbank rate, credit risk
premium due to various risks, including interest risk, credit risk, foreign exchange risk and legal risk, as a
result of uncertainty influence adjustment of lending rates in commercial banks as indicated by a mean of
4.58, 4.56 and 4.53 with standard deviation of 0.78, 0.73 and 0.79. The respondents agreed that demand
and supply, industry trend and policy rate that was linked to the Open Market operations influence
adjustment of lending rates in commercial banks as indicated by a mean of 4.32, 4.21 and 3.89 with
standard deviation of 0.36, 0.37 and 0.25. The study further found that respondents agreed that market
expectations and overnight facility rate influenced adjustment of lending rates of commercial banks as
indicated by a mean of 3.65 and 3.55 with standard deviation of 0.29 and 0.22. The Z score was found to
be (Z score=.0.0001) meaning it was on the mean. The Z score =2.9455 indicated that most of the
responses fell above the mean of 4.21. This clearly indicated that market factors such as inflation has a
significant negative effects of lending rates adjustments. Market conditions affected lending adjustment
rate allowing banks to expand the number of loans and achieve greater diversification. This is in line with
Jayaraman et al, (2003) who stated that the market for commercial loans from commercial banks is
competitive and rates on these loans have tended to respond to reductions in deposits rates and other
costs.
Effects of banking industry competition on commercial banks adjusting to lending rates
The respondents indicated that commercial bank adjust lending rate according to competitions further
indicating that lending rates of commercial banks rigid where the market was more concentrated and
competition was high. The respondents also indicted that competition constrained effective monetary
policies and influenced market pricing in determining loan and deposits rates. Also respondents stated
that increase competition affects banks profitably. This implies that impressive profitability are
characterized by high competition as in an effort to make quick profits the commercial banks relies
essentially on self liquidating loans and diversified their portfolio into less risky investments with safe
margin. This is in line with Wolfson (1996) who stated that the commercial banks‟ mark-up on the base
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rate is determined by their risk and liquidity considerations, and also by the degree of competition in the
commercial banking sector. Hannan and Berger (2001) find that lending rates are significantly more rigid
in concentrated markets.
Table 4: Adjustment of lending rates in the commercial banks
Commercial lending rates issues

Mean

Z score

4.60

Standard
deviation
0.81

Commercial bank Interest rate spread influence the
lending rate to borrowers
changes in the values of commercial bank interest rate
contributes to changes on commercial bank financial
performance
During periods of relatively high lending interest rates,
loans advanced fall sharply

4.57

0.63

2.6841

4.71

0.74

1.5643

There is a relationship between the unexpected changes in
the long-term interest rate and rate of inflation affecting
lending rates
Interest rate ceilings affect borrowers who may be
looking for higher amounts than the one offered by the
commercial banks

4.47

0.80

0.000

4.35

0.53

0.6381

1.3490

The study sought the influence of lending rate in commercial banks. From the findings in Table 4,
majority of the respondents strongly agreed that during periods of relatively high lending interest rates,
loans advanced falls sharply, commercial bank interest rate spread
influence the lending rate to
borrowers and that changes in the values of commercial bank interest rate contributes to changes on
commercial bank financial performance as indicated by a mean of 4.71, 4.60 and 4.57 with a standard
deviation of 0.74, 0.81 and 0.63 respectively. The findings concurred with Burgstaller and Scharler
(2010), who found that turn loan rate stickiness may be the outcome of implicit risk-sharing arrangements
between banks and their customers, with banks insuring their customers against interest rate risk. The
Zscore was found to be (Zscore=0.0000) meaning it was on the mean and deviation from the standard
deviation zero. The Zscore =2.6841 indicate that most of lending rate adjustment responses falls above
the mean as the variance from the mean on all the lending rates issues was low and this was a clear
indicator that lending rates adjustment was critical in commercial banks.
The study also found that mo sot the respondents agreed that there was a relationship between the
unexpected changes in the long-term interest rate and rate of inflation affecting adjustment of lending
rates and that interest rate ceilings affected borrowers who may be looking for higher amounts than the
one offered by the commercial banks as indicted by a mean of 4.47 and 4.35 with a standard deviation of
0.80 and 0.53 respectively. The clearly implied that lending rates influence the lending operations
affecting the financial performance of the banks. The findings concurred with Karceski , Ongena and
Smith, (2004) who found that given the adjustment costs associated with re-quoting prices of financial
products, banks may be reluctant to filter changes in lending rates.
Table5: Type of loan interest rate that contributes more to loan defaults in bank
Statement
Both
Fixed interest rate
Float interest rates

Yes
24
6
5
35
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Percentage
70
18
12
100
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From the findings, majority 70% of the respondents indicated that both float and fixed interest rates
contribute more to loan defaults, 18% of the respondents indicated that fixed interest rate contribute to
high more to loan defaults while only 14% of the respondents indicated that where float interest rate
contribute more to the loan defaulting. This implied that both float and fixed interest rate contribute to
effects of adjustment of lending rates in commercial banks. This contradicted findings by Carletti, Cerasi
and Daltung, (2006) who found that volatile and high cost was associated with the poor‟s characteristics,
differences in transaction costs emerge as a result of variations in operational strategies.
Cost of loans increase non-performance of loans in Kenya
The study sought to know how the cost of loans increases non performing loans in Kenya. From the
findings, the respondents explained that high cost of loans influenced commercial banks raising the
lending rate adjustments to the customers making the loan to be expensive. This makes customers to find
difficulties in repayment of their loans for a period of three months resulting to non performing loans. The
findings concurred with Hogan (2010) who found that higher equity funding costs and higher expected
losses was that the major banks' average lending rates have risen relative to their debt funding costs over
the past couple of years leading to increase in around 15 basis points in their average net interest margin
from historical lows in 2008.
Table 6:Extent to which lending rates affect financial performance in commercial bank
Lending rates
Mean
Standard deviation
Lending rates dictates profitability of the bank 4.67
0.72
Lending rate adjustments induces competition 4.50
0.56
from other financial institutions
Lending rate adjustments affects feasible 4.39
0.78
growth potential
Change in loan supply is greatly influenced by 4.58
0.98
lending rates in commercial banks
The study sought the extent to which lending rate adjustments affects financial performance of the banks.
From the findings (Table 6), respondents indicated that lending rate adjustments dictates the profitability
of the bank, influence changes in loan supply and induced competition from other financial institutions to
a very great extent as indicted by a mean of 4.67, 4.58 and 4.50. The study also found that lending rate
affects feasible investment opportunities with future growth potential to a great extent as indicted by a
mean of 4.39 with a standard deviation of 0.78. The findings concurred with Gemmill and Thomas,
(2004) who found that banks‟ balance sheets were affected by commercial bank lending rates in a parallel
fashion, lowering banks‟ profitability.
Correlations Analysis
The correlation was done to establish the extent to which commercial banks determine factors influencing
adjustment of lending rates. From the correlation matrix, the study found that there exists a strong and
negative correlation between costs of debt funding and bank lending rates as indicated by a factor -0.865
with a P Value of 0.04 at 95% confidence level. The study revealed a negative in Table 7, significant
correlation between bank lending rates and risk factors, r =-0.614, with significant value of 0.01 where P<
0.05.
From the correlation matrix, there was a significant, negative correlation between adjustment of bank
lending rates and legal and regulatory framework with a factor of -0.633 at 0.02 significant level hence
finding was statistically significant as P<0.05 . The model treats challenges affecting adjustment of
lending rate for the commercial bank as the dependent variable while the independent variables were
adjustment of lending rates which include market structure, cost of funds, risks and legal and regulatory
framework. The finding concurred with Madura and Zarruk, (2005) who found that the imbalance of
adjustment of asset and liability rates toward changes in market rates significantly affects the value of
bank equity and that uncertainty in banks‟ profitability due to the imbalance of sensitivity of assets and
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liabilities of commercial banks toward changes in market interest rates hinder adjustment of bank lending
rates.
Table 7: Correlation of the study variables

Cost of debt
funding

Market
structure

Risk factors

Legal and
regulatory
framework

Pearson
Correlation
Sig. (2-tailed)

Cost of
debt
funding
1

Market
structure

Risk
factors

Legal and
regulatory
framework

0.02

N

35

Pearson
Correlation
Sig. (2-tailed)

-.865(*)

N

35

35

Pearson
Correlation
Sig. (2-tailed)

-.0.614(*)

.490(*)

0.01

.007

N

35

35

35

Pearson
Correlation

-.633(*)

.382(*)

.430(*)

Sig. (2-tailed)

0.02

.037

.000

N

35

35

35

1

0.04
1

1

35

* Correlation is significant at the 0.05 level (2-tailed).
The correlation was done to establish the extent to which commercial banks determine factors influencing
adjustment of lending rates. From the correlation matrix, the study found that there exists a strong and
negative correlation between costs of debt funding and bank lending rates as indicated by a factor -0.865
with a P Value of 0.04 at 95% confidence level. The study revealed a negative in Table 7, significant
correlation between bank lending rates and risk factors, r =-0.614, with significant value of 0.01 where P<
0.05.
From the correlation matrix, there was a significant, negative correlation between adjustment of bank
lending rates and legal and regulatory framework with a factor of -0.633 at 0.02 significant level hence
finding was statistically significant as P<0.05 . The model treats challenges affecting adjustment of
lending rate for the commercial bank as the dependent variable while the independent variables were
adjustment of lending rates which include market structure, cost of funds, risks and legal and regulatory
framework. The finding concurred with Madura and Zarruk, (2005) who found that the imbalance of
adjustment of asset and liability rates toward changes in market rates significantly affects the value of
bank equity and that uncertainty in banks‟ profitability due to the imbalance of sensitivity of assets and
liabilities of commercial banks toward changes in market interest rates hinder adjustment of bank lending
rates.
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Regression Analysis
Table 8 Model Summary
Model

R

R
Adjusted
Square R Square

Std.
Change Statistics
Error of
the
R
F
df1
df2
Estimate Square Change
Change
1
.83(a) .688
.658
0.34
1.741
6
.207 8.191
a Predictors: (Constant) Cost of debt funding, market structure, risks factors and legal
framework
Dependent: Adjustment of Bank Lending Rates

Sig.
F
Change
.001(a)
and regulatory

As indicated in Table 8, R-Squared is the proportion of the variance in the dependent variable adjustment
of bank lending rates that was explained by variations in the independent variables market structure, cost
of funds, risks and legal and regulatory framework. This implied that 68.8% of variance or correlation
between variables in general but does not reflect the extent to which any particular independent variable
cost of debt funding, market structure, risks factors and legal and regulatory framework was associated
with the adjustment of bank lending rates.
Adjusted R2 is called the coefficient of determination which indicates how the adjustment of bank lending
rates varies with variation in factors challenging bank lending rates adjustments which include that market
structure, cost of funds, risks and legal and regulatory framework. From table above, the value of adjusted
R2 is 0.658. This implies that, there was a variation of 65.8% of adjustment of bank lending rates with
variation in cost of debt funding, market structure, risks factors and legal and regulatory framework and
was statistically significance with P-Value of 0.01 which was less than 0.05 at a confidence level of 95%.
Table 9: ANOVA (b)

Model
1

Sum of
Squares

Df

Mean
Square

F

Sig.

Regression
Residual

3.841
7.714

11
24

.307
.059

8.191 0.01(a)

Total

11.556

35

a Predictors: (Constant) Cost of debt funding, market structure, risks factors and legal and regulatory
framework
Dependent: Adjustment of Bank Lending Rates
The study sought to establish the goodness of fit for the data. The goodness of fit of the data on
challenges affecting adjustment of lending rates was significant (F=8.191, P=0.01 < 0.05). The strength of
variation of the predictor values adjustment of bank lending rates dependence variable at 0.01 significant
levels (Table 9).

48

Mbindyo & Rotich . …...Int. J. Business & Law Research 2 (4):36-52, 2014
Coefficients (a)
Table 10: Coefficients (a)
Mode
l

1

Unstandardized
Coefficients
B
Std. Error

Standardized
Coefficients
Beta

t

Sig.

.801

.032

(Constant)

1.203

Cost of debt
funding

-.695

-.704

-.514

1.302

.01

Market
structure

-.522

-.540

-.480

3.001

.02

Risk factors

-.624

-.635

-.519

2.711

.03

Legal and
regulatory
framework

-.496

-.521

-.421

1.319

.01

a Predictors: (Constant) Cost of debt funding, market structure, risks factors and legal and regulatory
framework
Dependent: Adjustment of Bank Lending Rates
Y = 1.203-.695X1 -0. 522X2 -624X3 - 0. 496X4
Where X1= Cost of debt funding, X2= Market structure, X3= Risks factors, X4= Legal and regulatory
framework. A linear regression model of adjustment of bank lending rate challenges versus adjustment of
lending rates for the commercial banks was applied to examine the relationship between the variables.
The coefficient -.695, 522, -624, and - 0. 496 were negative indicating cost of debt funding, market
structure, risks factors and legal and regulatory framework hindered adjustment of lending rates in
commercial banks. From the above regression model in Table 10, it was found that adjustment of bank
lending rates would be at 1.203 holding, cost of debt funding, market structure, risks factors and legal and
regulatory framework constant at zero.
The regression results indicated that increase in cost of funding would affect the adjustment of bank
lending rates as r= 0.695 P = 0.01< 0.05. The regression results also indicated increase in unstable market
structure lead to decline in adjustment of bank lending rates as r=0.522 , P = 0.02 <0.05. The findings
from the regression analysis established a significant negative relationship between risks factors and
adjustment of bank lending rates as r=0.624, P = 0.03<0.05. The findings concurred with Koch and
Macdonald, (2000) who found that that risk increase banks charge a premium whose size depends on the
bank credit policy, affecting lending rates adjustments. This increase the effective rate paid by borrowers
and reduces the demand for loans hence rigidity of lending rates.
The study established that there was significant negative relationship between weak legal and regulatory
framework and adjustment of bank lending rates as r=0.671 , P = 0.001<0.05. The findings concurred
with Hannan and Berger (2001) who indicated that effect of competition on the way banks adjust their
lending rates was significantly affected by monetary policy rates. From the regression commercial banks
appeared to fail to adjust their lending rates due to increase in cost of debt funding, unstable market
structure, exposure to risks factors and weak legal and regulatory framework. Regarding the failure of the
commercial banks to adjust bank lending rates, the regression model has shown that was significant
negative relationship between cost of debt funding, market structure, risks factors and legal and regulatory
framework. The finding were similar to Tennant (2006) who stressed that Bank lending decisions
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generally were fraught with a great deal of risks, costs, macroeconomic factors such as inflation rates
which calls for a great deal of caution and tact in this aspect of banking operations.
CONCLUSION
The study established that core liquid asset requirement, staff costs, projected profit and costs of
provisioning influence determination of lending rates in commercial banks in Kenya. The study found
that the cost of banks funds, internal cash reserves and statutory reserve requirement affected lending
rates adjustment in commercial banks in Kenya. The study further found that other costs that such as staff
remuneration costs, transaction costs, tax fees, Central Bank of Kenya supervisory fee, communication
costs, transaction costs and management fees affected adjustment of lending rates in commercial banks in
Kenya. The study revealed that risk factors facing commercial banks affected adjustment of lending rates
in commercial banks. Credit risk premium due to various risks, including interest risk, credit risk, foreign
exchange risk and legal risk, as a result of uncertainty influence determination of lending rates in
commercial banks.
The study established that market conditions such as competition was high, existed of monetary policies
and influenced market pricing in determining loan and deposits rates. Results of the study also showed
that inflation, liberalization of the financial markets and policies resulted to increase in the marginal cost
of funds in the commercial banks.
The study also revealed that legal and regulatory framework was the most significant challenges that
affected adjustment o lending rates. The study revealed that efficiency of the legal system; poor contract
enforcement and deposit insurance scheme were the factors that mostly influenced commercial bank
lending rates in banks.
RECOMMENDATIONS
From the findings and conclusion, the study recommend that commercial bank should considered cost of
loans which includes taxation costs of provisioning, core liquid asset requirement, transaction costs,
Central Bank of Kenya supervisory fee, return on equity, statutory reserve requirement, management fees,
staff costs and weighted average deposit rate, reserve and liquidity requirement to adjust the lending rate
at an acceptable level. The study recommend that commercial banks management should adjust lending
rates considering inflation conditions, demand for loans and economic status, competition of interbank
rate, credit risk premium due to various risks, Industry trend and market operations. Management in
commercial banks should be keen of market factors such as competitions and risks, cost of fund such as
salary of the staff and management fees and inflation due to economic changes in the country in order to
adjust lending. With respect to performance, the study suggests that a substantial number of the analyzed
commercial banks need to use various measures to assess bank efficiency and related functions in the
adjustment of bank lending rates. Despite being exposed to risks and having no effective legal and
regulatory framework it is important for the administration of loan portfolios to seriously consider critical
utilization of funds and increase the degree of competition so as to charge the appropriate interest rate on
loans thus earn their highest gross profits from loans and increase the profitability of banks.
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