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ABSTRACT
The motive and objective of this research is to investigate the factors affecting bank failure of commercial banks listed on the Nairobi Securities Exchange through Loan Loss Provision in Kenya. To attain this objective, I utilized secondary data, mainly use of the financial statements of the commercial banks published from their respective bank website. The target population comprised of the commercial banks listed at the Nairobi Securities Exchange between 2013 and 2017. There were 11 commercial banks that were listed at the NSE (Nse.co.ke., 2019).
Data Envelopment Analysis is used to measure the efficiency and probability of bank failure. The analysis showed that 0.941 which implies that 94.1% of the commercial banks are efficiently controlled, operated and regulated. Multiple regression analysis was utilized and it showed that earnings management and capital management have negative insignificant relationship on Loan Loss Provision while GDP found to have a negative significant relationship. Bank size, loan deposit ratio and inflation have a positive significant relationship on Loan Loss Provision. According to the hierarchical regression analysis done on the moderating tests and coefficents, the results of the findings in this research concludes that Loan Loss Provision moderates the relationships between the independent variables(CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation) and bank failure measured by DEA-CRSTE are consistent with the findings. The results implies that when LLP is used as an interaction with the financial and macro-economic factors, the overall influence is different with when LLP and the financial and macro-economic factors are considered as independent stand alone variables. Moreover, recommendations for further study is presented in this research.
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[bookmark: _Toc23802009][bookmark: _Toc27579764]CHAPTER 1: INTRODUCTION
[bookmark: _Toc23802010][bookmark: _Toc27579765]1.1: Background of the study
Loan loss provision was defined as the expense portraying estimates of the management of the net year’s change in expected loan losses (Alhadab and Alsahawneh, 2016). Pelealu and Worang, (2017) defined it as an expense imposed to the income statement of the exercise, in relation to a transaction of a non-performing loan or the credit default process. It reflects not only the sum the lender can retrieve in case of default but also the probability of default, through the collateral- an important source of repayment (Kaneza, 2016). Loan loss provisions permits banks to recall in their income statements, the loss approximated from a specific loan portfolio/s, even prior the attested loss can be ascertained with certainty and accuracy as events evolved and is indeed written off (Bulle, 2014). Allowance of loan loss is that which is considered to apprehend anticipated future losses that will happen if a borrower does not pay back based to the contract of the loan (Shijaku, 2017). Therefore, provisions of loan loss are a form of capital that is absorbed in good times to put up with losses in bad times.  
Fernando and Ekanayake, (2015) proposes the income smoothing hypothesis as managers utilizing earning smoothing to operate reported earnings across time. Managers behaving in their shareholders’ best of interest, aim to smooth their earnings so as to reduce the recognized earnings’ riskiness of the firm (Ozili, 2015). Managers tend to save current income in good times by composing negative accruals for future periods while shifting future income in bad times by creating positive accruals to the current period. Curcio and Hasan, (2015) argues the hypothesis of capital management that since reserves of loan losses are generated to assign moderate capital in a bank’s portfolio of loan loss to absorb unexpected losses, managers of the bank deploy loan loss provision to control regulatory capital. They do so by altering the capital ratios’ numerator and denominator to go along with regulation of capital. Hence, Bouvatier et al., (2014) speculates that bank managers use loan loss provision to liaise the private information in relation to the future prospects of their banks. The theory therefore, implies that loan loss provisioning is applied to signal that the bank is strong and secured enough to take in likely loan losses in the future with current earnings (Abu-Serdaneh, 2018).
Commercial banks in Kenya, plays a major role in economic development such that stability of the commercial banking sector is hence crucial for the financial sector stability and the entire economy (CBK, 2015). Maina, (2016) proposes that loan losses continue to be the main challenge that jeopardizes the stability of commercial banks in Kenya. According to the CBK (2015), loan loss provisions increased from 21.41% in 2014 to 29.70 % in 2015 and this increase was held responsible for challenging business environment mainly associating to high interest rate regime. The increase in LLP is mainly an indication of deteriorating loan portfolio among commercial banks in Kenya. Reserves of loan loss enables a safety net to absorb unanticipated loan losses that may come up (CBK, 2016). 
Embracing loan loss provision as an estimate of earning management , this research, as a result, points to investigate the practices of earnings management of the commercial banks listed in the NSE; and to analyse whether the efficiency may develop the managers opportunistic behaviours to use LLP to change the earnings in commercial banks listed in NSE. Possibly earnings management is more vital for inefficient firms (Macharia, 2016). Bank managers are always entitled to massive regulatory and reputational compressions to guarantee stable earnings (Bitok, 2014). Most instances, incomes and bonuses are associated to target performance. Therefore, managers have motives to guarantee stable earnings (Worang, 2017). It is regarded that lower earnings than that of last year would symbolize poor management, hence this influence them to control their earnings of the bank appropriately (Farook et al., 2014). Therefore, my research present to the literature in the earnings management field in commercial banks listed in the Nairobi Securities Exchange. 
[bookmark: _Toc23802011][bookmark: _Toc27579766]This research work, specific uses LLP as proxy for earnings management. However, this research associate LLP with efficiency instead of using measuresof traditional performance like ROA and ROE (Agénor and Zilberman, 2015). This research shows an attempt at studying the effect of efficiency and probability of bank failure on earnings quality in the context of Kenya using an objective performance measure, in contrast to average and subjective measures of traditional performance (Wang et al., 2019). In spite of the broad literature analysing the performance and earnings management, the literature examining the earnings management and measures of efficiency remains inadequate and this research focus to fill the void space (Shijaku, 2017). The uniqueness of efficiency frontier technique over measures of traditional performance, lies in its objectivity and they are regarded to be more objective unlike the financial ratios used often in financial analysis due to these ratios, only evaluate the average performance, however method of the efficient frontier computes the distance of each consideration respective to a target (Guillén et al., 2014.) Hence, we assert that concluding on the association between earnings quality and performance established on this method is preferably to that constructed on the traditional procedure. 

1.1.1: Loan Loss Provision  
Loan loss provision can be defined as a measure of true credit risk exposure such that the level of loan loss provisioning reflects the quality of the banks management assessment of the portfolio of the loan that they have, showing that provisions should be capable of incorporating the entire range of anticipated credit losses (Bhat et al., 2018). Okech and Mugambi, (2016) states that loan loss reserves lead to explicit charges against incomes throughout upswings in the economic pattern, as banks expects future losses on the loan portfolio when there is a downturn strike in the economy. If such expected loan losses in the end materialize, banks can therefore withdraw on these reserves, therefore taking in the losses in absence of hindering valued capital and securing bank’s potential to continue expanding the credit supply in the economy. The bank is bound to shield the surplus loss from its capital if provisions are inadequate to include the entire range of likely loan defaults once an economic downturn takes place (Dolar, 2016).
Kaneza, (2016) places emphasize on the significance of loan loss provision for banks as two-fold. One is to abide by the regulatory necessities that stress the significance of maintaining and building up the required capital provided the specified risk description of each bank. Following, the allocation of capital aspects of provisions of loan loss may contribute incentives for banks to intensify provisions to encounter capital requirements. Therefore, banks with low levels of capital may increase levels of loan loss provision in order to abide by the regulatory requirement and to reduce solvency risk (Viswanadham and Nahid, 2015). Hence, capital adequacy ratios of banks could have a significance impact on the banks decisions of putting down the optimal extent of loan loss provisions. 
[bookmark: _Toc23802012][bookmark: _Toc27579767]1.1.2: Relationship between efficiency and probability of bank failure and Loan Loss Provision
Efficiency as a performance measure, has an effect on LLP and it is believed that efficiency is indeed a better measure for the performance of banks unlike ROE and ROA, averaging method (Shawtari, 2019). Previous research works have shown to exist an association between earnings quality and traditional measures (Shawtari et al., 2015). Nonetheless, some banks operates much superior than others and it is an undeniable truth, that do we really identify a bank that performs well? Is it possible to regard a bank that is highly profitable, performing well or outperforms and vice versa? This study, efficient frontier estimates the company’s performances’ deviation relative to that of the most successful bank (Fernando and Ekanayake, 2015). The efficient frontiers main advantage, is that it is an equitable quantitative estimate with respect to other performance indicators. 
Therefore, it is arguably to exist a theoretical association between LLP and efficiency emerging from the idea that poor managers insufficiently control and measure their performance which is evidenced in low cost efficiency measured as indication of substandard managerial operation, in turns, influence loan conceding behaviours (Hansen, 2015). Certainly, inferior managers do not sufficiently observe management of loan portfolio, payable to either inadequate resource allocation for loan monitoring activities or poor evaluation skills of loan. This yield to a massive volume of non-performing loans (Balasubramanyan et al., 2017). All these supports the hypothesis that non-performing loans is contributed by lower efficiency, demanding extreme amount of loan loss provision, which would therefore result in reduced earnings (Cucinelli, 2015). Hence, managers are encouraged to enhance their earnings by employing their discretion over loan loss provision so as to minimise the effect on earnings and likewise to control agreed outcomes of debt covenants, political costs and bonus plans. Bank managers may not be complete proficient in evaluating the collateral value declared averse to the loans, and have issues and hardships in controlling and monitoring the borrowers after provision of loans to be certain that contracts are executed (Agénor and Zilberman, 2015).
Samad, (2015) states that poor monitoring and underwriting practices would result in more non-performing loans with keen irresponsibility’s. Therefore, below the poor managing hypothesis, reasonable efficiency is anticipated to happen with the above introduced reason which would affect poorly the operation and behaviour in terms of earnings, providing managers with incitement to turn to earnings management exercise to hide and overcome decreased earnings (Cummings and Durrani, 2016). This logic makes significant logic in the context of Kenya where there is a rise on the non-performing loans for the commercial banks listed in the NSE. This calls for high LLP to encounter such high anticipated loss and therefore, the managers of the bank with non-performing loans ratios that are high would result in exercising their preferences over LLP so as to conceal the effect of high LLP on earnings and to minimise the credit risk perceived (Ekanayake and Azeez, 2015). 
[bookmark: _Toc23802013][bookmark: _Toc27579768]1.1.3: Commercial Banks in Kenya
In Kenya, as of December 2016, there were forty-four commercial banks. Out of this forty-four, eleven banks were listed at the Nairobi Stock Exchange (Appendix 1). Banking Act Chapter 488 regulates the commercial banks which offers the laid down rules and regulation for operation. The CBK, Central Bank of Kenya has an authority to supervise in general, the banking industry (CBK, 2015). The bank can provide directives to other financial institutions and commercial banks elaborating how they should pay their dividends, the minimum reserves to be held at the CBK, how much they should be lending (quantitative directives), reporting of information and reporting requirements, accounts and audits and control and inspection of institutions (Central Bank of Kenya, 2015). The Central Bank of Kenya also provides directions on loan loss percentage reserves and calculation of regulatory capital to be included in capital.
In 2015, Kenya’s banking sector registered declined performance with profit before tax diminishing by 5.03% (Gathaiya, 2017). The reason behind the decline in profitability could be justified by rapid growth in expenses compared to the income growth. The sector expenses grew by 16.3% (Geoffrey, 2017). The growth in total expenses was largely attributed to a rise in interest expense and loan loss provisions (Gathaiya, 2017). The sector also registered a decrease in asset quality with the non-performing loans ratio increasing to 6.8% in December 2015 from 5.6% in December 2014 (CBK, 2015).
[bookmark: _Toc23802014][bookmark: _Toc27579769]1.2: Problem Statement 
In every economy, banking sector is the most essential part of the financial sector, therefore the strength of the banking sector becomes critical in enabling favourable economic stability and growth (Bulle, 2014). The three common recent commercial banks in Kenya that collapsed are: Dubai bank, Chase bank and Imperial bank and it implies that the bank risks have not yet been assessed by the managers or have not dealt with it properly 
(Gathaiya, 2017). Hence, the depositors, stakeholders, creditors and other stakeholders will experience massive financial losses when the banking sectors collapses. Added, the crisis of the banks might have extreme effect for the economy of the nation. The sheer size of the present and current economy and its complexity strengthen and boosts the significance of this matter hence the urge to be considered attentively and catiously (Bitok, 2014).  
Bank utilize loan loss provisions to generate reserves so as to underwrite the anticipated losses incorporated in their loan portfolios. Banks provide loan loss provisions in respect to the fundamental quality of their loan portfolio indicating their credit risk exposure (Wang et al., 2019). The decision to provide provisions depends on specific considerations of credit risk such as risk tolerance, default risk, and the macroeconomic environment. Balasubramanyan et al., (2017) proposes that in contrast loan loss provisioning should be determined by credit risk considerations, in practice, they are liable to the decision of banks’ managers and, therefore, they are one of the essential items subject to managerial discretion. Loan loss provision are distinguishable between general and specific provisions (Olszak et al., 2016). General provisions are made against the portfolio of loans while specific provisions   depict likely losses in an individually assessed loan.
According to Ning and Wang (2017), he says that in general, provisions normally increase at the times of economic upturn as the credit demand was high during that period and banks provide more loans. Nevertheless, at the times of economic downturn loans to more risky borrowers experience huge loan losses as risks crystallizes, and hence follows greater specified and particular loan loss provisions. Fernando and Ekanayake (2015) says that banks utilize loan loss provisions to reduce the credit risk that happens in the banking business, which at the end affect the performance and profitability of the banks. When these expected loan losses in the end materialize, banks can then withdraw on these reserves, therefore drawing up the losses without preserving banks’ capacity and impairing precious capital to carry on increasing the credit supply to the economy (Balasubramanyan et al., 2017). 
In Kenya, loan losses are a major cause of the commercial banks (MBITHI, 2018). Maina, (2016) states that loan losses are a provocation that continue to threaten the stability of banking sector in Kenya. Due to the increased supervision of banks and high interest rate environment following the closure of Dubai Bank, Imperial Bank and most lately Chase Bank, loss provisions among commercial banks raised accordingly. The most remarkably being the increase in loan loss provision by the listed banks from 85.4% in 2015 with an increment to 167% in 2016 relatively (Bulle, 2018). The CBK considered that the assets quality held by commercial banks has worsen in the recent past mainly as a result of the obstacles in the enhanced reclassification, high interest rates and business environment and loan loss provisioning resulted into a downgrading of loans accounts (Central Bank of Kenya, 2015).
The major contributory factors that result to the fall down of Dubai bank was deteriorating cash reserve ratio, liquidity and capital deficiencies together with weak corporate governance structure and provisions of non-performing loans and it had been infringing its daily cash reserve ratio requirement of 5.25% (CBK, 2016). It is clearly reported on 24th August, 2015 by KDIC (Kenya Deposit Insurance Cooperation) Dubai bank receivership that Dubai bank failed to privilege its financial obligations to Bank of Africa owed KES 48 million hence resulted to the bank’s liquidation and it was the only likely alternative due to the Dubai Bank magnitude of weakness (Gathaiya, 2017).
Imperial Bank Limited was another bank that collapsed and it was in October, 2015 when it was placed under statutory management with the main motive for receivership were unsound and unsafe business conditions and transaction business practises in the bank with most remarkably was the massive defaults in LLP (Gathaiya, 2017). June 21st 2016, NIC Bank was chosen by CBK as the Imperial Bank asset and liabilities consultants in receivership and NIC was responsible for transferring to the bank’s deposit customers their failed funds (CBK, 2016).
Chase bank was the other bank that collapsed. It was put under receivership by CBK on 7th April, 2016 and the main reasons for placement was related to the failure to encounter the statutory banking ratios and under-reporting of insider loans (Goldstein and Turner, 2016). It is reported that the insider loans remained at 13.62 billion kenyan shillings compared to the 5.72 billion kenyan shillings as reported (CBK, 2016). Added, Chase bank statements showed that NPL had moved up to 11 billion kenyan shillings in 2015 from 3 billion kenyan shillings in 2014 and its main problem was connected to problematic 16.6 billion kenyan shillings insider loans whereby its likelihood of retrieval were hesitant at the time (Gathaiya, 2017).  
Numerous researches have been analysed to evaluate the effect of loan loss provisioning on the capital financial performance of the banks. Wang et al., (2019) realised from his study that banks utilized loan loss provision for capital management. Karimiyan et al., (2017) says that loan loss provision affected profitability of the banks significantly. Banks utilize loan loss provision aggressively for earnings management (Kar, 2017). These researches based on banks from foreign markets which vary considerably from the Kenyan market in terms of regulation, development and size. Added to that, the studies do not associate loan loss provision. It is this gap in recognition that this study seeks to fill by answering the question: what is the impact of efficiency of commercial banks listed at the Nairobi Securities Exchange on bank failure through loan loss provision?
[bookmark: _Toc23802015][bookmark: _Toc27579770]1.3: Objective of the Study
1. To measure the financial factors of commercial banks listed at the NSE on LLP.  
2. To measure the economic factors of commercial banks on LLP listed at the NSE on LLP.
3. To measure efficiency of bank failure of commercial banks listed at the NSE.
4. To investigate the relationship between LLP and bank failure of commercial banks listed at the NSE.
[bookmark: _Toc23802016][bookmark: _Toc27579771]
1.4: Research Questions
Below are the research questions which will be used for the study:
1. How does financial factors of commercial banks listed at the NSE have an impact on LLP?
2. How does economic factors of commercial banks listed at the NSE have an impact on LLP?
3. How does efficiency of bank failure of commercial banks listed at the NSE have an impact on LLP?
4. How does LLP have an impact on the probability of bank failure of commercial banks listed on the NSE?
[bookmark: _Toc23802017][bookmark: _Toc27579772]1.5: Significance of the Research
This research study will be essential and vital because it concerns with the matter Kenyan banks are at the present encountering and will proceed to face in the time ahead. Loan loss provisioning is vital for the banking sector due to the in-progress reforms in the financial sector in risk management and capital (Dolar, 2016). It aids to manage and assess credit risks by taking suitable measures. By interpreting the impact of efficiency on LLP of commercial banks, bank managers will be capable of formulating proper provisioning policies that maintain and stimulate value.
Regulators and policy makers acknowledge that loan loss provision affects the banking sectors’ stability. Loan loss reserves are an evaluative component of the economic capital of banks (Gathaiya, 2017). Therefore, policies on loan loss provision will affect the competency of a bank to encounter regulatory capital requirements. Loan loss provision may also be connected to the perceptions of the investors riskiness of the banking sector. This study hence, will play part in the prevailing body of knowledge in the area of credit risk and loan loss provision in general (Geoffrey, 2017). Through the findings of this research, regulators can be able to regard the impact of efficiency on loan loss provisioning of commercial banks.
This research will be conducive to the prevailing literature on risk management and particularly to research that analyses credit risk management. The study could be utilized as a beginning for those who are interested to carry out further studies in relation to credit risk in other financial markets or financial institutions in general. 
Decrease or increase in loan loss provision may trigger different signs to the market. Such indications need be clarified correctly by investors in banking stocks. The findings of this study will enable investors to explain the meaning of loan loss provision by banks in a more suitable manner. 
[bookmark: _Toc23802018][bookmark: _Toc27579773]1.6: Research design
The research design that will be employed is the quantitative method and a descriptive and inferential study prospect will be developed to enable a complete description of the situation validating that there is minimal bias in the data collection and to reduce error in interpreting the data collected. Almalki, (2016) indicate that descriptive research comprises fact-finding and surveys search of different types. Description of the circumstances and situation is the main motive of descriptive research as is remains at present.
The study made use of secondary data. It used stock valuation published by the Nairobi securities exchange and financial statements for commercial banks filled with the Nairobi Securities Exchange and published on the respective bank website.
The population of interest in this study consisted of the commercial banks listed at the Nairobi securities exchange between 2013 and 2017. There were 11 commercial banks listed at the NSE at the time (Nse.co.ke, 2019) (appendix 1). The reason why listed banks were selected is the availability of market valuation from reliable published source. Because the number of banks in the population was limited and accessible a census study was carried out. Data will be analysed using EViews9 then the information will be exhibited and demonstrated into tables, charts, and graphs to make it more significant and relevant.
[bookmark: _Toc23802019][bookmark: _Toc27579774]








CHAPTER 2: LITERATURE REVIEW
[bookmark: _Toc23802020][bookmark: _Toc27579775]2.1: Introduction
[bookmark: _Toc481104953][bookmark: _Toc488674079]The chapter below explains different theories; income smoothing hypothesis, signalling hypothesis and capital management theory suggested to elaborate loan loss provision together with the related empirical evidence. The chapter will be arranged as follows; explanation of the relevant theories, relationship between LLP and bank failure, bank specific and macro-economic determinants, followed by the empirical review, summary of literature and finally a conceptual framework concluded.
[bookmark: _Toc23802021][bookmark: _Toc27579776]2.2: Theoretical Review	
Numerous theories have been proposed to describe loan loss provisioning behaviour by commercial banks. The theories are as follows; income smoothing hypothesis, signalling hypothesis and capital management theory.
[bookmark: _Toc23802022][bookmark: _Toc27579777]2.2.1: Income Smoothing Hypothesis
Income smoothing is defined by Adzis et al., (2015) as deliberate reduction of earnings alterations according to some normal level and earnings management can be used as its synonym. Fernando and Ekanayake, (2015) explains earnings management as a method of controlling the earnings report or time depiction of earnings to ensure the detailed and disclosed income flow at a smaller variable. Earnings management being instinctive relies on the discretionary findings of the management hence, earnings management happens when line managers utilize decisioms in structuring transactions and in financial reporting to modify financial reports to either impact contractual outcomes that rely on reported accounting numbers or to misguide some stakeholders about the fundamental performance of the company.
There are 3 key assumptions that relies on the hypothesis; managers obtains a non-monetary private advantage from operating the firm, that is the manager receives incumbency rents; weak performance results into intervention by the organisation, such as the manager may be expelled leading to a reduction of the manager’s private benefit and current income monitoring are weighted more than prior considerations in the manager’s evaluation of current performance. Due to these assumptions, the hypothesis implies that managers smooth income in two connected ways. During bad times, managers uplift reported performance to minimise the chances of dismissal or interference; they do so by moving expected earnings to the recent time by providing positive discretionary accruals (Shawtari et al., 2015). In contrast, managers are not excessively associated with interference or explusion during good performance periods. Since information break down results in good recent performance to be weighted less in future times when they might perform poorly, managers conserve present income for time to come by providing negative accruals.
Shahieda and Hishamuddin, (2014) expounds that managers participate in income smoothing as a result of four forms of incentives namely; management compensation contract incentives, external contract incentives, capital market motivations and regulatory motivations. They added that businesses which announce reduction in losses or earnings would be inflicted by transaction costs that are high. In order to minimise transaction disbursements, organisations have a tendency to announce higher earnings. Hence, motive to minimise the expenditure of external borrowing would result them into earnings management (Ben Othman and Mersni, 2014). Additional drawing on prospect theory, they suggest that decision makers are way further interested on the losses than profits (loss aversion) (Shawtari et al., 2015). Hence, if companies encounter earnings or losses decline there will be a negative impact on credit ratings and shareholders will obtain an adverse indication from the companies (Ozili, 2015).
Dolar, (2016) notes that managers are capable of retaining LLP lower than the needed extent by regenerating defaulted loans as a means of earnings management. He also highlighted that majority of the banks utilize items of exceptional and LLP as the major mechanisms of earnings management. Ahmed et al., (2014)   noticed that changes in working capital and cashflows from operations are utilized to control income which was not previously declared. This result is kind of appealing because earlier literature elaborates that majority of the techniques of earnings management are associated with accruals. Loan loss provisions is therefore an impose obtained opposed to the present earnings which indicates the likely loan losses in the next period (Ozili and Outa, 2017). Hence, loan loss provision is anticipated to reflect expected losses by managers of the bank. Added, the LLPs’ levels should be able to show the bank management views on the loan portfolio’s standard that they possess and the provisions can likewise be utilized as a credit risk measure (Ozili, 2015).
Adzis et al., (2015) explains that for banks with anticipated substandard future operations and proficient current operations, managers will cut back income for the future by minimising present income by means of loan loss provisioning. While banks with anticipated good future operations and weak current performance will acquire income from the future by raising present income via loan loss provisioning. Their empirical analysis supported that managers of the bank do conserve earnings through loan loss provision in better times and acquire earnings making use of loan loss provision in bad times.
Ensuing this hypothesis, if managers of the bank utilize loan loss provision to smooth earnings it would be expected that the efficiency of commercial banks will respond accordingly. This is because higher loan loss provision will imply minimising earnings potential in the future periods. 
[bookmark: _Toc23802023][bookmark: _Toc27579778]2.2.2: Signalling Hypothesis  
[bookmark: _Hlk20232347]Signalling happens when managers of the banks aim to signal the financial capability and strength of the banks. Adzis et al., (2015) proposed that banks aim to utilize loan loss provisions to convey management assessment of the earnings power of the bank. Managers raise loan loss provision to signal that the banks’ earnings are adequately high to endure an impact to earnings in the formation of addition loan loss provisions (Su, 2016). The motivation for signalling increases if managers recognize that the markets price of banks is below its true value. The under-valuation problem results in incentive for managers to communicate his/her superior information about the company’s future prospects. Such connection would grant managers to differentiate between “weak” banks and “strong” banks. The theory implies that loan loss provisioning is used to signal that the bank is powerful enough to take in future likely loan losses with current earnings (Viswanadham and Nahid, 2015).
Bank managers have other techniques for communicating higher level information such as change in stock repurchases, dividend policy and increased investment. Nevertheless, these substitute techniques require a continuing or a one-time cash outflow hence costly to make use from a statutory capital requirement and cash flow perspective (Shawtari et al., 2015). Bank managers may choose to utilize loan loss provision for signalling as it does not affect current cashflow and may only increase marginally the regulatory capital ratios (Wang, 2019). The theory proposes that since the cost of signalling using loan loss provision is an increasing function of the signal itself, it is costly for weaker banks to imitate (Shijaku, 2017).
Curcio and Hasan (2015) imlies that managers of the bank improve and intensifies discretionary components of loan loss provisioning when future cashflow anticipates progress. The discretionary provisions were found to be significantly positive related to future pre-loan loss earnings- a factor for future cashflow up to 3 more years forward. Abu-Serdaneh (2018) implies that the market responds positively in the direction of a rise in loan loss provisions. They also realised that escalating loan loss provisions suggests extreme cash flow forecasts as these inidcates bank managers’ settle to convey their non-performing loan complications.
Therefore, according to the signalling hypothesis, managers who utilize loan loss provision will provide an indication for the future prospects of the bank and the efficiency of the banks will adjust accordingly (ARUMBA, 2014). An increase in loan loss provision may indicate expected weak loan performance and may lead to lower valuation of the banks stock. On the other side, decrease in LLP may indicate superior prospects in loan performance which may likely increase the value of a bank (Gathaiya, 2017).
[bookmark: _Toc23802024][bookmark: _Toc27579779]

2.2.3: Capital Management Theory
Capital management this is simply when capital becomes a limitation such that banks utilize its discretionary accruals to obtain regulatory capital targets (Adzis et al., 2015). Capital ratio is a vital indicator that indicates the risk of the bank. It plays a significant role to enumerate the ability of the bank to withstand below present capital structure and signifies the undetectable default risk (Hansen 2015). Banks utlizes loan loss provisions to control capital by modifying and regulating the numerator and denominator of the capital ratio to comply by the capital regulation (Shahieda and Hishamuddin, 2014). Since regulators aim to construct solid banks by establishing a least risk-based capital ratio and accurate guidelines for how to calculate eligible risk weighted assets and capital, decreasing the denominator or increasing the numerator of the risk-based capital ratio comprises regulatory capital management (Shawtari et al., 2015). The hypothesis brings up to two names of regulatory capital; tier 1 capital and tier 2 capital.  Tier 1 capital consists of retained earnings, shareholders capital and other disclosed reserves (Cummings and Durrani, 2016). Tier 2 capital consists of loan loss reserves and subordinated debt. Increase in loan loss reserves simply lowers net income and consequently, Tier 1 capital (Shawtari et al., 2015). Bank regulations provides the add-back of reserves as Tier 2 capital below the regulatory knowledge that loan loss reserves depict capital that should be put up in good economic periods, to simply take in losses during bad periods. Dong et al., (2015) adds that when banks are restricted by the regulatory least risk-based capital ratio, they regulate the lending level and the constitution of their loan portfolio to prevent infringing statutory capital ratios.
[bookmark: _Hlk20238376]Abu-Serdaneh (2018) states that the more the banks are closer to breaching the regulatory necessities, the more the chances that they are bound to include in capital management. They implied that banks with above-median percentage change in loans in a specific year control capital through loan loss provisions. According to Hansen (2015) this unrestricted character is synonymous to regulatory capital arbitrage, to the scope that capital management via loan loss provisions raises the regulatory capital without influencing the bank’s solvency. They proposed that evaluating the true capital adequacy of banks should go hand in hand with ensuring the suitable and proper modifications in the loan loss provisions to show alterations in the credit quality of the portfolio (Sahin et al., 2016).
Utilization of loan loss provision for capital management will provide commercial banks stand by regulatory capital requirements. Failure to encounter capital requirements may lead to penalty from regulators which may lead to lower credit rating for the bank (MWANGA, 2014). As a result of lower credit rating, commercial banks will only be able to acquire outside financing at higher cost. The higher cost of capital will result in reduced valuation of banks (Kaneza, 2016).
[bookmark: _Toc23802025][bookmark: _Toc27579780]2.3: Relationship between bank failure and Loan Loss Provision
Loan loss provisions to a wide degree are associated with the financial crisis together with bank failure for the commercial banks. According to the nature of the business, commercial banks disclose themselves to default prospects from borrowers. The elimination of non-performing loans is a requirement circumstances to raise the stability and economic position of the banking sector (Muriithi et al., 2016). If LLP are still in existence and spinned over the resources continuously are locked up in no financial gains; therefore, preventing economic development and economic efficiency impaired (Gathaiya, 2017). 
According to Ozili, (2015), non-performing loans are widely related to the banking crisis. Goldstein and Turner, (2016) likewise associate the Japanese financial commercial banks disclose themselves to the default risks from borrowers. Sensible assessment of credit risk and formation of sufficient provisions for bad and doubtful debts can protect the risk of the bank (Kar, 2017). Therefore, high level of LLP affects the commercial banks significantly resulting in bank failure.
 Data envelopment analysis (DEA) is technique used to measure the banks efficiency and probability of failure (Sahin et al., 2016). DEA perceives a bank as modifying several inputs into multiple outputs, aiming on the primary functions of making loans and attracting deposits (LaPlante and Paradi, 2015). DEA is a non-parametric technique utilizing a generalized ratio to take into consideration numerous inputs and outputs simultaneously (Erasmus and Makina, 2014).
H1: There is a positive and significant relationship between LLP and bank failure.
[bookmark: _Toc23802026][bookmark: _Toc27579781]2.4: Bank Specific Determinants
[bookmark: _Toc23802027][bookmark: _Toc27579782]2.4.1: Earnings 
Earnings is regarded to be the major influential factor in this study. As reported by Ekanayake et al., (2015), commercial banks in Kenya are performing poorly, and this enables the managers to provide incentives to use LLP mostly to report good performance. Shawtari et al., (2015) added that LLP is more vital for the ineffective firms unlike the effective and efficient firms. This is due to inefficient banks are anticipated to avoid any public repercussion in order to stabilize their earnings and to report positive results. This results in an inducement for managers to control their earnings with minimal LLP so as to reduce regulatory pressures and maintain their reputation. Farook et al., (2014) states that earnings and performance are adversely affected whenever efficiency and competency is not at the optimal level and simply lower earnings recorded than preceding years would indicate poorly on the management, which simply provides motivation for them to control bank earnings. Therefore, implies that higher rates of inefficiency banks can results into a rapid growth in loan defaults of banks and consequently lower levels of earnings (Dhakal, 2015).
H2: There is a negative and significant relationship between earnings and LLP.  
[bookmark: _Toc23802028][bookmark: _Toc27579783]2.4.2: Capital Management
The literature on commercial banks brings out some affirmations that commercial banks utilize LLP to administer and control their capital. Capital being amongst the prominent factor, it is anticipated to be related negatively on LLP. Equity capital is majorly controlled and regulated in the banking sector (Cummings and Durrani, 2016). Hence, whenever banks witness low levels of capital in respect to the regulatory levels needed to be regarded well-capitalized, managers normally have incentives to prevent written-off bad loans and to realize more gains from securities so as to raise capital levels (Shawtari et al., 2015). Added, bank managers can intertemporally smoothen earnings downward only when banks are regarded well-capitalized. Therefore, banks that are well-capitalized aim to announce higher LLP than the weak capitalized banks.
H3: There is a negative and significant relationship between capital management and LLP.
[bookmark: _Toc23802029][bookmark: _Toc27579784]2.4.3: Bank Size
In respect to the bank size, it is vividly realised that larger banks are most likely to take part in discretionary accruals because they undergo increased tension than small banks, therefore, they tend to utilize earnings management to minimise political scrutiny (Agénor and Zilberman, 2015). Added to that, banks of bigger size have the potential to bargain with auditors and be much stronger unlike smaller banks (Dhakal, 2015). This research will utilize total assets as a proxy for bank size. Fernando and Ekanayake, (2015) justified to exist a significant and positive relationship between LLP and bank size. 
H4: There is a positive and significant relationship between bank size and LLP.
[bookmark: _Toc23802030][bookmark: _Toc27579785]2.4.4: Loan to Deposits (LD Ratio)
This simply evaluates the relation between loans and deposits from the customer’s deposits and therefore, a higher ratio implies that there is more demand of external funds and to stimulate external funds, the apprehended risk will be altered by the LLP (Fernando and Ekanayake, 2015). Therefore, following my research it is anticipated to exist a positive relationship between LD ratio and LLP.
H5: There is a positive and significant relationship between loan to deposit ratio LLP.
[bookmark: _Toc23802031][bookmark: _Toc27579786]2.5: Macro-Economic Determinants
[bookmark: _Toc23802032][bookmark: _Toc27579787]2.5.1: GDP
According to Ekanayake et al., (2015) growth of real per capita GDP be embraced to regulate and monitor for the detailed pro-cyclical influence of provisioning. Such as during economic upswing with high incomes, the economic view elaborates better circumstances for banks with a lower probability of loan defaults, however a recession or a downturn will have the reverse impact (Ekanayake and Azeez, 2015). Banks are simply anticipated to consider this attribute in their options by minimising provisions throughout rapid economic growth and intensifying them during an economic downturn (Shawtari et al., 2015). Therefore, from this perspective, a negative coefficient for GDP in the LLP is anticipated. 
 H6: There is a significant and negative relationship between GDP and LLP.
[bookmark: _Toc23802033][bookmark: _Toc27579788]2.5.2: Inflation
Inflation is another macroeconomic factor that has been connected to the efficiency of commercial banks and it is defined by a rise in the common price levels of goods and services in a financial state up to a precise extent when a unit of currency purchases littles goods and services (Lipunga, 2014). Likewise, inflation can be defined by a rise in the amount of money in circulation. In this research, CPI will be used as the most universal measure of inflation and it is defined as a change in the price of consumer goods and services purchased by households (Jaber and Al-khawaldeh, 2014). 
A rise in consumer price index forces monetary regulators to utilize contractionary standards by raising the interest rates in order to control inflation which afterwards the borrowing cost increases and therefore resulting in non-performing loans to arise (Uzhegova, 2015). Circumstances by which borrowers are having difficulties in cashflow prompting in losses for the supplying commercial banks from the dissolution of agreements of bank loans in a pre-mature trend happens when an increase in the inflation rate is unanticipated (Nouaili et al., 2015).
H7: There is a significant and positive relationship between inflation and LLP.
[bookmark: _Toc23802034][bookmark: _Toc27579789]2.6: Empirical Review
Macharia, (2016) studied how the management of loan loss provisioning was influenced by bank capital position. The motives of the research were to obtain the relationship between loan loss provisioning and capital and to show whether commercial banks in Philippines took part in income smoothing. The research utilized dynamic panel data estimation methods according to the data during the duration 2001-2009. The result shown that their existing a strong and negative relationship between loan loss provisions and capital, which is in line with the capital management hypothesis. Their existed clear proof of income smoothing via general and specific loan loss provisions.
Luvembe et al., (2014) studied the effect of loan loss provisions of the banks on the behaviour of the banks in Pakistan. The research aimed to demonstrate the impact of loan loss provision on profitability of commercial banks together identifying other factors that influenced profitability of commercial banks in Pakistan. The research utilized the annual panel data of 15 banks and it shown that loan loss provisioning had a negative significant effect on the bank’s profitability. Bank deposits and advances and bank loans were seen to play an important role in obtaining banks profitability.
Muriithi et al., (2016) examined the impact of credit risk on financial performance of commercial banks. The motive of the research was to evaluate the effect of credit risk on financial performance of commercial banks in Kenya. The study utilized a descriptive research design and in Kenya the target population comprised of 43 licensed commercial banks. A census was used and covered duration from 2005 and 2014. Panel data methods of fixed effects estimation generalized method of moments (GMM) was utilized. The research shown that credit risk had a negative and significant relationship with profitability of the banks and also resulted that loan loss provision had a negative and significant impact on ROE.
Research based on discretionary loan loss provisions and earnings management for the banking sector was analyzed by (Fernando and Ekanayake, 2015). The motive of the research was to find out if there existing a relationship between operating performance of banks and discretionary loan loss provisions and to elaborate whether managers of the bank utilized discretionary loan loss provisions as a measure for earnings management. Therefore, the research shown that non-performing loans, earnings prior loan loss provisions and one-year-ahead earnings, are considerably connected to discretionary loan loss provision; but capital adequacy ratio, bad debts coverage ratio and non-performing loans ratio are not found to be considerably linked to discretionary loan loss provisions. The research shown that managers of the bank might utilized discretionary loan loss provisions to include in earnings management when the earnings before non-performing loans or loan loss provisions are at a high level.
[bookmark: _Toc23802035][bookmark: _Toc27579790]2.7: Summary of Literature
The empirical evidence survey proposes the usage of loan loss provision for earnings management and capital management. Macharia, (2016) described verification of income smoothing through general and specific loan loss provisions as well as foundation for the capital management hypothesis. Fernando and Ekanayake, (2015) added that managers utilize discretionary loan loss provisions to take part in earnings management, hence capital adequacy ratio is not considerably associated to discretionary loan loss provisions. Shahieda and Hishamuddin, (2014) noted that listed banks partake in more aggressively in earnings management using loan loss provisions as well as utilizing loan loss provisions for capital management.
[bookmark: _Toc23802036]Majority of the empirical evidence in usage of loan loss provision has concentrated on capital and earnings management. In addition of this evidence it is based on banking sectors of foreign markets. Such markets reveal structural differences from the Kenyan banking sector in factors such as regulation and size. Added, the evidence of loan loss provision affects efficiency of commercial banks is limited. Therefore, due to the existing gaps in empirical evidence, led to the rise of my study.
[bookmark: _Toc27579791]2.8: Conceptual Framework
Conceptual framework is defined as a brief explanation of circumstances under research followed by a visual or graphical portrayal of the considerable variables of the report (Muiruri and Ngari, 2014). According to Muhmad and Hashim (2015), it is a diagrammatical representation that elaborates the relationship between independent and dependent variable. In my research work; the dependent variable is the bank failure, moderator is the Loan Loss Provision and independent variables are earnings, capital management, bank size, loan to deposit ratio, GDP and inflation as depicted in figure 1 below;
[image: ]
[bookmark: _Toc23715470][bookmark: _Toc27427459]Figure 1: Conceptual Framework
[bookmark: _Toc23802037]
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CHAPTER 3: RESEARCH METHODOLOGY
[bookmark: _Toc23802038][bookmark: _Toc27579793]3.1: Introduction
The following chapter entails the research methodology and design that will be used in the research analysis. It also entails the population from which the firms analysed were achieved added to how the data used in the research will be analysed and collected.
[bookmark: _Toc23802039][bookmark: _Toc27579794]3.2: Research Design
This research will be expressed using a descriptive research design. Nassaji, (2015) shows that descriptive research includes fact-finding and surveys enquiries of different kinds. The main objective of descriptive research is description of the state of affairs as it prevails currently (Gall et al., 2007). A descriptive study aims on developing the motive of the study, designing types of collecting data, selecting the sample, collecting, studying the data and reporting the results (Creswell and Creswell, 2017). A descriptive design will be suitable for this study since it follows the approaches necessary for a descriptive research.
[bookmark: _Toc23802040][bookmark: _Toc27579795]3.3: Target Population of the Study
The target population comprised of the commercial banks listed at the Nairobi Securities Exchange between 2013 and 2017. There were 11 commercial banks that were listed at the NSE (appendix 1). The reason behind why the listed banks were chosen is due to the availability of market valuation from established and reliable published source. Due to the limited number of banks in the population, an attainable census study will be conducted. The duration period between 2013 to 2017 will be chosen for this research since it was depicted by increasing bank profitability and changes in capital regulation. Both statutory capital and performance are affected by loan loss provisions. Moreover, it is anticipated that the 5-year period chosen will provide adequate data for reliable inferences to be drawn.
[bookmark: _Toc23802041][bookmark: _Toc27579796]3.4: Data Collection
The research work will make use of secondary data. Stock valuation published by the NSE will be used as well as the financial statements for commercial banks filled with the NSE and published on the respective bank website. For each commercial bank loan loss provision, operating expenses, net interest income, non-interest income, customers deposit, natural logarithm of total assets, total loans/finances and Tier 1(shareholders equity capital), Tier 2(bank’s loan loss reserves), risk weighted asset, inflation and the GDP will be recorded.
Inferential and descriptive statistics will go along with to present findings into percentages and frequencies and the information will be examined using EViews9 then demonstrated into charts, table and graphs to enable it more realistic and logical. Sarstedt and Mooi, (2014) argues that linear and non-Linear regression analysis method is applied to clarify the interpretations of utilizing simply an independent variable and one dependent variable for a comparability chart. Multiple Linear Regression analysis will be utilized in the analysis such that multiple independent variables will be used to anticipate the value of a dependent variable (Sekaran and Bougie, 2016). Pearson’s correlation will also be used accordingly to establish the relationship between the dependent and independent variables as long as the p-value is less than 0.05 (Sekaran and Bougie, 2016).





[bookmark: _Toc27579797]CHAPTER 4: Research Findings and Discussion
[bookmark: _Toc27579798]4.0: Introduction  
This chapter below elaborates an analysis, interpretation and explanation of the findings on the factors affecting bank failure of commercial banks listed on the NSE on bank failure through Loan Loss Provision using secondary data. It clearly illustrates the descriptive analysis and inferential statistics; Ordinary Least Square Regression, Hierarchical Regression Analysis followed by Pearson Correlation Analysis. The research was analysed using Eviews9 Statistical Software and DEAP Software.
[bookmark: _Toc27579799]4.1: Data Envelopment Analysis
[bookmark: _Toc27427408]Table 1: Efficiency Summary
[image: ]

The itable iabove iis ian iextract ifrom ithe iDEAP isoftware iof ithe iresults ifile iand iillustrates ian iefficiency isummary. iThe ifirst icolumn iconsists iof ithe i11 icommercial ibanks i(listed i1 ito i11). iThe isecond icolumn iis ithe iconstant ireturns ito iscale itechnical iefficiency, iCRSTE; ithis ‘total’ efficiency score iis idecomposed iinto ia i‘pure’ itechnical iefficiency imeasure i(The ithird icolumn icomprises of the variable returns to scale technical efficiency, (VRSTE) and follows is the scale efficiency measure, SE and lastly illustrates the nature to iscale i(IRS, iand ia idash): 
Banks with IRS go through an increasing return to iscale i(economies iof iscale) iand banks with a dash sign simply implies that they face a constant return to scale, operating at an optimal scale.

Therefore, on average, the efficiency scores of the banks are: 
· 94% for CRSTE; implying that in overall, commercial banks could minimise their inputs (staff costs, deposits and shareholders’ equity) by 6% while achieving and yielding the same quantity of output of the banks.
· 97.8% for VRSTE; implies a better operation of the banks would be able to minimize consumption of input by 2.2%.
· 96.2% for SE; through adjusting and controlling their scale, banks could minimize their inputs by 3.8%.

[bookmark: _Toc27579800]4.1.1: Results for bank:     1

[bookmark: _Toc27427409]Table 2: Efficiency of bank 1
[image: ]

From the above table, it clearly illustrates that the 1st bank, NIC has a i‘pure’ iefficiency iscore iof i100% iand ia iscale iefficiency iscore iof i100%. It is facing a constant return to scale, CRS. This bank, is effectively managed and operated and operating at an optimal level.

[bookmark: _Toc27579801]4.1.2: Results for bank:     2

[bookmark: _Toc27427410]Table 3: Efficiency of bank 2
[image: ]

From the above table, it clearly illustrates that the 2nd bank, CFC Stanbic has a i‘pure’ iefficiency iscore iof i100% iand ia iscale iefficiency iscore iof i81.1%. iIt iis facing an increasing return to iscale, iIRS. iThis ibank, iis iwell imanaged and operated, it cannot iimprove iits i‘pure’ iefficiency. The only iroom ifor iimprovement and enhancement lies iin ia iscale iadjustment of 18.9% (100%-81.1%) of inputs could be saved and controlled.
The icolumn iof ithe i‘original ivalue’ contains the same values to the projected ones implying that the bank is purely efficient acting as its own peer.





[bookmark: _Toc27579802]4.1.3: Results for bank:     3

[bookmark: _Toc27427411]Table 4: Efficiency of bank 3
[image: ]

From the above table, it clearly illustrates that the 3rd bank, KCB has a i‘pure’ iefficiency iscore iof i100% iand ia iscale iefficiency iscore iof i90.6%. It is facing an increasing return to scale, IRS. This bank, is well managed and operated, it cannot iimprove iits i‘pure’ iefficiency. The only room for improvement and enhancement lies iin ia iscale iadjustment of 9.4% (100%-90.6%) of inputs icould ibe isaved iand icontrolled. iThe icolumn iof ithe i‘original ivalue’ icontains ithe isame values to the projected ones implying that the bank is purely efficient acting as its own peer.
[bookmark: _Toc27579803]












4.1.4: Results for bank:     4

[bookmark: _Toc27427412]Table 5: Efficiency of bank 4
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From the above table, it clearly illustrates that the 4th bank, DTB has a ‘pure’ efficiency score of 100% and a scale efficiency score of 100%. It is facing a constant return to scale, CRS. This bank, is effectively managed and operated and operating at an optimal level.
[bookmark: _Toc27579804]4.1.5: Results for bank:     5

[bookmark: _Toc27427413]Table 6: Efficiency of bank 5
[image: ]


From the above table, it clearly illustrates that the 5th bank, HF has a ‘pure’ efficiency score of 100% and a scale efficiency score of 100%. It is facing a constant return to scale, CRS. This bank, is effectively managed and operated and operating at an optimal level.
[bookmark: _Toc27579805]4.1.6: Results for bank:     6

[bookmark: _Toc27427414]Table 7: Efficiency of bank 6
[image: ]

From the above table, it clearly illustrates that the 6th bank, National bank has a ‘pure’ efficiency score of 100% and a scale efficiency score of 90.3%. It is facing an increasing return to scale, IRS. This bank, is well managed and operated, it cannot improve its ‘pure’ efficiency. The only room for improvement and enhancement lies in a scale adjustment of 9.7% (100%-90.3%) of inputs could be saved and controlled.
The column of the ‘original value’ contains the same values to the projected ones implying that the bank is purely efficient acting as its own peer.







[bookmark: _Toc27579806]4.1.7: Results for bank:     7

[bookmark: _Toc27427415]Table 8: Efficiency of bank 7
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From the above table, it clearly illustrates that the 7th bank, Barclays has a ‘pure’ efficiency score of 100% and a scale efficiency score of 100%. It is facing a constant return to scale, CRS. This bank, is effectively managed and operated and operating at an optimal level.
[bookmark: _Toc27579807]4.1.8: Results for bank:     8
[bookmark: _Toc27427416]Table 9: Efficiency of bank 8
[image: ]
From the above table, it clearly illustrates that the 8th bank, Standard Chartered has a ‘pure’ efficiency score of 94.6% and a scale efficiency score of 97.1%. It is facing an increasing return to scale, IRS. By boosting the operation of the bank, 5.4% (100%-94.6%) of inputs could be saved; likewise, by regulating the bank to its optimal level, 2.9% (100%-97.1%) of inputs could be controlled and saved.
Likewise, it is clearly seen that the bank could produce the same quantity of output 1 and 2 and a bit more of output 3 with fewer inputs: 95.512 staff costs instead of 101, 214.899 deposits instead of 576 and 214.666 shareholder equity instead of 227. The decrease in inputs 1 and 3 are equal to 5.4% of the original values, radiant movement column. The case of input 2 is a bit different. Therefore, to be efficient, it has to decrease not only by 31.297% but also by an additional 329.805 (from the ‘slack movement’ column). Overall, the bank has to reduce its 2nd input by minus 361.102 [(-31.297) + (-329.805)] to be more efficient. This represents 63% [(- 361.102 / 576) x 100]. To improve and make progress in its efficiency, the bank has to refer to bank 5,4,6 and 3 which are identified as its peers.
[bookmark: _Toc27579808]4.1.9: Results for bank:     9

[bookmark: _Toc27427417]Table 10: Efficiency of bank 9
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From the above table, it clearly illustrates that the 9th bank, Equity has a ‘pure’ efficiency score of 96.4% and a scale efficiency score of 99.8%. It is facing an increasing return to scale, IRS. By boosting the operation of the bank, 3.6% (100%-96.4%) of inputs could be saved; likewise, by regulating the bank to its optimal level, 0.2% (100%-99.8%) of inputs could be controlled and saved.
Likewise, it is clearly seen that the bank could produce the same quantity of output 1 and output 3. The second output was achieved by more than 574.529 of its original output with fewer inputs of 110.817 staff costs instead of 115, 190.328 deposits were used instead of 587 and 90.748 shareholders equity rather than 723. The decrease in input 1 is equal to 4.2% of the original value, radiant movement column. The case for inputs 2 and 3 is a bit different. Therefore, to be efficient, it has to decrease its second and third input not only by 21.352% and 26.299% but also by an additional 375.32 and 605.952 (from the ‘slack movement’ column) respectively. Overall. The bank has to reduce its 2nd and 3rd inputs by minus 396.672 [(-21.352) + (-375.320)] and minus 632.251 [(-26.299) + (-605.952)] respectively to be more efficient. 
This represents 67.5% [(- 396.672 / 587) x 100] and 87.45% [(- 632.251 / 723) x 100] respectively. To improve and make progress in its efficiency, the bank has to refer to bank 11, 4 and 5 which are identified as its peers.

[bookmark: _Toc27579809]4.1.10: Results for bank:     10

[bookmark: _Toc27427418]Table 11: Efficiency of bank 10
[image: ]
From the above table, it clearly illustrates that the 10th bank, Cooperative has a ‘pure’ efficiency score of 85.2% and a scale efficiency score of 99.8%. It is facing an increasing return to scale, IRS. By boosting the operation of the bank, 14.8% (100%-85.2%) of inputs could be saved; likewise, by regulating the bank to its optimal level, 0.2% (100%-99.8%) of inputs could be controlled and saved.
Likewise, it is clearly seen that the bank could produce the same quantity of output 1 and output 3. The second output was achieved by more than 574.529 of its original output with fewer inputs of 110.817 staff costs instead of 130, 190.328 deposits were used instead of 535 and 90.748 shareholders’ equity rather than 810. The decrease in input 1 is equal to 19.183% of the original value, radiant movement column. The case for inputs 2 and 3 is a bit different. Therefore, to be efficient, it has to decrease its second and third input not only by 78.946% and 119.526% but also by an additional 265.726 and 599.726 (from the ‘slack movement’ column) respectively. Overall. The bank has to reduce its 2nd and 3rd inputs by minus 344.672 [(-78.946) + (-265.726)] and minus 719.252 [(-119.526) + (-599.726)] respectively to be more efficient. 
This represents 64.42% [(- 344.672 / 535) x 100] and 88.80% [(- 719.252 / 810) x 100] respectively. To improve and make progress in its efficiency, the bank has to refer to bank 11, 4 and 5 which are identified as its peers.

[bookmark: _Toc27579810]4.1.11: Results for bank:     11

[bookmark: _Toc27427419]Table 12: Efficiency of bank 11
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From the above table, it clearly illustrates that the 11th bank, I&M has a ‘pure’ efficiency score of 100% and a scale efficiency score of 100%. It is facing a constant return to scale, CRS. This bank, is effectively managed and operated and operating at an optimal level.

[bookmark: _Toc27579811]4.2: Capital Management

This is defined as the ability to withstand under current capital structure and signifies undetectable risk of default. It is used to protect depositors and promote the stability, strength and efficiency of financial systems. It is measured using capital adequacy ratio to elaborates the minimum amount of capital that a commercial bank has to withhold as regulated by the Central bank of Kenya (Olalekan & Adeyinka, 2013).
[image: ]
[bookmark: _Toc27427460]Figure 2: Capital Adequacy Ratio
Figure 2 elaborates the industry mean of capital adequacy ratio obtained by the banks listed on NSE from 2013 to 2017. In 2013 the banks achieved 20.14%, followed by a decrease to 18.19% in 2014 and a 0.19% decrease in 2015. In 2016, capital adequacy went up by 0.33% to 18.33% followed by a further decline in 2017 of 0.91%. The findings show that capital adequacy was highest in the year 2013 with 20.14% and lowest in 2017 at 17.42%.  
Capital adequacy for the banking industry is seen to be shifting often in this 5-year period.

Over the 5 year-period, it is clearly seen that CAR was not constant and stable and has been fluctuating decreasing across the 5 years from 2013 to 2017. According to Ongore and Kusa (2013), CAR; is essential and must be sufficient enough to absorb any shock that a bank may experience and likewise for liquidity purposes. This is because bank deposits are delicate and likely to bank runs. Therefore, capital adequacy ratio is an indication used to protect depositors and promote the stability, strength and efficiency of a bank in terms of insolvency risk. Banks with high enough capitalization are able to encounter the regulator’s capital prerequisites after which they can provide sufficient funds as loans (Onuonga, 2014). Added, banks with high capital ratio or an increasing CAR across the determined years are concluded to be less risky, this is due to circumstances where there is deteriorating of asset quality and bank lacks sufficient loan loss reserves or provisions to write off the bad loans, the bank can utilize its capital or equity to write off the balance (Rao and Lakew ,2012).
[bookmark: _Toc27579812]4.3: Earnings

This is the potential to develop suitable and relevant returns to be capable of expanding, hold on to competitiveness and addition of capital to the commercial banks and financial institution. It is measured using cost to income ratio to measure the costs of managing a business in association to its operating income and it an essential and vital mechanism in evaluation of banks.
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[bookmark: _Toc27427461]Figure 3: Cost to Income Ratio

Figure 3 elaborates the industry mean of cost to income ratio obtained by the banks listed on NSE from 2013 to 2017. In 2013 the banks achieved a ratio of 0.442, followed by a decrease to 0.394 in 2014 and a 0.049 increase in 2015. In 2016, cost to income ratio went up slightly by 0.002 to 0.445 followed by a further increase in 2017 by 0.053 to 0.498. The findings show that cost to income ratio was on average in the year 2013 with 0.442 and highest in 2017 at 0.498. Cost to income ratio for the banking industry is seen to be increasing slowly in this 5-year period.

Over the 5 year-period, it is clearly seen that Cost to Income ratio increased gradually at a slower pace across the 5-year period from 2013 to 2017. This implies that the earnings of the commercial banks in NSE is high and is able to raise its own capital base, pay attractive dividends to its shareholders, finance expansion ventures as well as construct and increase the loan loss provisions of the banks or reserves as well. Efficient banks have a high probability to absorb loan losses together with inspiring public confidence which is important for their continued growth and success. Likewise, efficient and effective liability and asset management is vital for commercial banks to begin enjoying good returns to increase their provision for loan losses reserves (Muhmad & Hashim, 2015).

[bookmark: _Toc27579813]4.4: Loan to Deposit Ratio
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[bookmark: _Toc27427462]Figure 4: Loan to Deposit Ratio

Figure 4 shows the industry mean of loan to deposit ratio obtained by the banks listed on NSE from 2013 to 2017. In 2013 the banks obtained a ratio of 0.826, followed by a rise to 0.859 in 2014 and a slight increase of 0.006 in 2015 to 0.865. In 2016, loan to deposit ratio decrease to 0.861 followed by a further decline in 2017 by 0.053 to 0.808. The results show that loan to deposit ratio was on low in the year 2013, increased further and then declined way more in 2017 to 0.808. Therefore, loan to deposit ratio for the banking sector is seen to have a slow growth from 2014 to 2016 and declining further in 2017.

[bookmark: _Toc27579814]4.5: Annual GDP Growth
[image: ]
[bookmark: _Toc27427463]Figure 5: Annual GDP Growth
Figure 5 shows the industry mean of annual average GDP of Kenya from 2013 to 2017. In 2013, the GDP is seen to be high with an average of 5.9%, then declined in 2014 to 5.4%. It is then seen to increase slightly in 2015 by 0.3% to 5.7 and increasing further slightly in 2016 to 5.9% followed by a further decline in 2017 by 1% to 4.9%. The results show that the annual average GDP growth was high in 2013 and lowest in 2017.

GDP is seen to be having a slower growth and rapidly decreased in 2017. This implies that in Kenya, there has been a slower development in production of goods and services as supported by Abdullah, Ahmad, Bujang, (2015) which affects the economy of the country and likewise this results in contribution of higher LLP to encounter the expected losses generated from the loan portfolio.


[bookmark: _Toc27579815]4.6: Annual Average Inflation

Inflation rate simply affects the borrower’s ability to pay back loans and is simply affected by interest rates adjustments in Kenya. Therefore, the stability in inflation rates is mainly regulated by the Central Bank of Kenya. Hence, the consumer purchasing power is reduced greatly when the inflation rises due to consumers not able to lend and invest and eventually repay back loans as well.
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[bookmark: _Toc27427464]Figure 6: Annual Average Inflation

Figure 6 shows the annual average inflation in Kenya from 2013 to 2017. In 2013, the inflation is seen to be low with an average of 5.72%, then increased higher in 2014 by 1.16% to 6.88% then slightly declined to 6.58% and 6.30% in 2016 and 2017 respectively. It has then increased sharply in 2017 by 1.68% to 7.98%. The results show that the annual average inflation growth was low in 2013 with a slight diminishing growth from 2014 to 2016 and highest in 2017 to 7.98%. Annual average inflation has not been stable across the 5-year period.

An increasing inflation rate is demonstrated in Kenya across the 5-year period and as supported by Abdullah et al., (2015) in their research, that it is as a result of an increase in money supply in the economy that results in the general rise in the prices of goods and services; therefore as the cost of goods and services rise, the value of each dollar experiences a decrease, hence the inability of a consumer to purchase the goods and services as compared to previous transaction. 

[bookmark: _Toc27579816]4.7: Descriptive Statistics

Table 13 below elaborates and explains the descriptive statistics of all the variables in the research study. Descriptive statistics are utilized to analyse the impact of efficiency and probability of bank failure of commercial through Loan Loss Provision. It is utilized in predicting the kind of data and thereby aids to understand the trend over the period from 2013 to 2017. It clearly enumerates a useful summary on dispersion of data and measures of central tendency.
[bookmark: _Toc27427420]Table 13: Descriptive Statistics
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Table 13 above elaborates a summary of the descriptive statistics for the dependent variable, moderator and independent variables. It highlights the variables of the 11 commercial banks listed on the NSE for the duration of 2013 to 2017. The results show that;

1. Loan to deposit ratio had an overall mean value of 84.4% and a standard deviation of 0.193 for the relevant period. The highest Loan to deposit ratio obtained was 140.5% and lowest 50.2%. This implies that the commercial banks in Kenya makes a high provision for loan losses.
2. Log N, which is the size of assets of the commercial banks, had an overall mean of 8.30 and a standard deviation of 0.240. The highest Log N obtained was 8.744 and lowest 7.67.
3. Loan Loss Provision to Total Assets ratio had an overall mean of 9.195% and a standard deviation of 0.006034 with a maximum ratio of 2.97% implying that the commercial banks in Kenya makes a very low provisions for loan losses.
4. Capital Adequacy Ratio, CAR had an overall mean of 18.42 with a standard deviation of 3.32.
5. Cost to Income ratio had an overall mean of 0.444 with a standard deviation of 0.164.
6. Annual GDP Growth had an overall mean of 5.56% which is the growth over the 5 years period with a standard deviation of 0.380. With the highest growth in 2013 and 2016 of 5.9% and lowest growth of 4.9% in 2017.
7. Annual Average Inflation had an overall mean of 6.69 with a standard deviation of 0.756. GDP growth over 14 years period is 5.4 percent, with the highest growth in 2017 of 7.98 percent and the lowest growth of 5.72 percent in 2013.
8. DEA had an overall mean score efficiency of 0.941 with a maximum score of 100% and minimum score of 81.1%.
[bookmark: _Toc27579817]4.8: Ordinary Linear Regression Analysis

The model for the sample of the commercial banks listed on the NSE in table 14 below all together explains 21.68% variations of the LLPs. The results of the table imply that Loan Loss Provisions of the commercial banks to a large extent are dependent on the bank specific determinants such as Size of Assets and Loan Deposit ratio and the economic factors such as GDP and Inflation.
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Table 14: Pool Ordinary Least Square Method, OLS Results
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LLP = -0.14289 - 0.008767*CIR - 0.000182*CAR + 0.01353*Log N + 0.012495*LD -   0.029674*GDP + 0.0165*INFL
The results obtained from the regression model above is illustrated in table 14 above. The results elaborate that the variables; cost to income ratio, Capital Adequacy ratio and GDP have an inverse relationship with LLP, this shows that cost to income ratio, Capital Adequacy ratio and GDP have negative effect on LLP. The relationship of GDP is statistically significant at 95% confidence interval level while Cost to Income ratio and CAR is not statistically significant. The outcomes enumerate that a unit increase in Cost to income ratio, Capital Adequacy ratio and GDP will lead to 0.008767, 0.000182 and 0.029674 reduction in LLP respectively ceteris paribus. 
However, the relationship between size of asset (Log N), loan deposit ratio and Inflation with LLP is opposite that of other variables. The results show that a positive relationship exists amongst them implying that an increase in size of asset (Log N), loan deposit ratio and Inflation will result to an increase in LLP. With all being statistically significant. To be clearer, the relationship shows that a unit increase in size of asset (Log N), loan deposit ratio and Inflation granted by banks will results in the bank LLP to increase by 0.01353, 0.012495 and 0.0165 respectively ceteris paribus. 
[bookmark: _Toc27579818]4.9: Hierarchical Regression Analysis
The research conceptualzied that the probability of bank failure of the commercial banks listed on the Nairobi Securities Exchange could be influenced by both the financial factors and the economic factors. Consequently, the moderation model that follows was estimated.

Y= β0 + β1CIR + β2CAR + β3LogN + β4LoanDeposit + β5GDP + β6Inflation + β7LLP + β8AB + έ

Where Y= Efficiency and probability of bank failure of commercial banks measured by DEA
AB= Interaction between CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and LLP
β0= Constant
β1- β7= Main effects of the all the independent variables and moderator on Y, bank failure
β8=Moderating effect

[bookmark: _Toc27427422]Table 15: Results of the moderation Test
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Therefore, the research testifies the interaction between CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and LLP; and Hierarchical regression analysis was utilized to test for moderation. Hence, between CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and LLP was entered in step one of the hierarchical regression in the table 15 above, followed by the interaction variable entered in step 2. The interaction variable was the product of the standardized variables for CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and LLP. Standardization was a necessity to minimise threats of multicollinearity by minizing the size of correlations between CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and LLP.
Therefore, the change in R2 was utilized to assess moderation and a significant R2 was adjusted to affirm moderation. Table 15 above shows the results that indicate that the R2 change of 0.078 was significant at the 0.05 level. Hence, the hypothesis that LLP moderates the relationship between the CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and bank failure of commercial banks listed on the NSE was therefore not rejected.
[bookmark: _Toc27427423]Table 16: Results for the moderation Coefficients
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The fact that the moderation effect was sustained and supported, the moderation analysis of LLP on the relationship between CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and bank failure of the commercial banks was therefore tested and verified. Results elaborated in table 16 above indicates that the interaction between LLP and CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation was a significant predictor of bank failure of commercial banks( β= 0.0399<0.05).
The moderation model was hence estimated as:
DEA_CRSTE= 284.389- 0.0437CIR-0.0389CAR+0.0286LogN+0.0189LoanDeposit-0.0465GDP+0.0186Inflation+0.0399 CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation*LLP
[bookmark: _Toc27579819]5.0: Pearson Correlation Analysis
[bookmark: _Toc27427424]The Pearson’s correlation coefficients of the studied variables are illustrated as in the table 1.6 below. It is evidenced that the correlation coefficients of the variables indicate that LLP is negatively associated with capital adequacy ratio, bank size, loan deposit ratio and annual GDP growth.
Table 17: Pearson Correlation Analysis
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[bookmark: _Toc27427465]Figure 7: Pearson Correlation Scatter Plot
Table 17 above indicates that the bank LLP tends to move in the opposite direction as with capital adequacy ratio and annual GDP growth. However, cost to income ratio, bank size, loan deposit ratio and annual average inflation are positively associated to LLP. Added, the correlation matrix of the variables illustrated in table 17 above indicates that all correlations coefficients among independent variables are less than 0.50, indicating the absence of multicollinearity as the highest correlation is around 21% between Log N and Annual Average Inflation. Hence, there is no evidence of presence of multicollinearity among independent variables. 
LLP is found to be positively correlated to Cost to Income ratio, Size of asset, Loan Deposit ratio and Average Inflation. This implies that the higher provisions of the Cost to Income ratio, Size of asset, Loan Deposit ratio and Average Inflation, will contributes to higher provisions of Loan Losses. 
[bookmark: _Toc27579820]5.1: Discussions on Findings
According to the DEA analysis of this research which has been carried out to evaluate the efficiency and probability of bank failure of commercial banks listed on the NSE, it is seen that majority of the banks that is 6 banks out of 11 banks are performing at an increasing return to scale while 5 banks are performing at a constant return to scale. The analysis illustrated that on average, the total efficiency score and the probability of bank failure of the commercial banks is found to be at 94.1%; the variable return to scale efficiency score of 97.8% and a scale efficiency score of 96.2%. This implies that with the average score of 94.1% of its pure efficiency, 97.8% variable return to scale efficiency and 96.2% of scale efficiency, the commercial banks could improve its efficiency and their probability of bank failure by 5.9%, 2.2% and 3.8% respectively to attain its efficiency at 100% with the same amount or level of its input.

Based from the multiple regression analysis, analysing the impact of the financial and macro-economic factors of the commercial banks listed on the NSE on the probability of bank failure through LLP, all the independent variables(Cost to Income ratio, Capital Adequacy ratio, GDP, Loan Deposit ratio, bank Size and Inflation had strong relationship on the moderator, Loan Loss Provision. Cost to Income ratio, Capital Adequacy ratio and GDP had a negative coefficient with LLP as expected but only GDP is significant at 95% confidence interval level which Cost to Income ratio and Capital Adequacy ratio are not significant. Loan Deposit ratio, bank Size and Inflation all had positive coefficient with a strong significant relationship at 95% confidence interval level.
[bookmark: _Toc27579821]Based from the analysis done on the moderating tests and coefficents, the results of the findings in this research concludes that Loan Loss Provision moderates the relationships between the independent variables(CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation) and bank failure measured by DEA-CRSTE are consistent with the findings. The results implies that when LLP is used as an interaction with the financial and macro-economic factors, the overall influence is different with when LLP and the financial and macro-economic factors are considered as independent stand alone variables.

5.2: Hypothesis
According to multiple regression analysis, the results obtained showed that out of six independent variables; Cost to Income ratio, Capital Adequacy ratio, GDP, Loan Deposit ratio, bank Size and Inflation only four were found to be statistically significant at 5% level of significance GDP, Loan Deposit ratio, bank Size and Inflation and therefore H4,H5,H6 and H7 are accepted. Based from the hierarchical regression analysis testing moderation between the independent variables and the moderator as well as the combined moderation with bank failure. It was found to be statistically significant and therefore, the interaction between the moderator and bank failure was not rejected, accepting H1 that there is a positive and significant relationship between LLP and bank failure.
[bookmark: _Toc27427425]
Table 18: Hypothesis Testing results
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[bookmark: _Toc27579822]CHAPTER 5: Conclusion and Recommendations
[bookmark: _Toc27579823]5.0: Introduction
Following chapter five explains the findings of the study together with the analysis obtained in the previous chapter. Added, will be the limitation of the research, recommendations for further research and personal reflection will be concluded towards the end of the chapter.
[bookmark: _Toc27579824]5.1: Summary of Findings 
The objective of this study is to investigate the financial and macro-economic factors on bank failure of commercial banks listed on the NSE with moderating effect of LLP in Kenya. Based on this study, four research objectives and research questions were obtained and seven hypotheses were tested and verified. Following elaborates the discussions on findings and literature that supports the hypothesis.
[bookmark: _Toc27579825]Hypothesis 1
Impact of LLP on the probability of bank failure of commercial banks listed on the NSE
The outcome of this study shows that there is a positive and significant relationship between LLP and bank failure. According to a research done by Roychowdhury, (2014) in his study, he evidenced and showed that during 2008-2010, bank failure risk was associated negatively with Tier 1 capital and moreover, it was highly connected with risk of failure when banks report unusually huge increase in loan loss provision. Added, as more provisions of loan losses are created this signals that the level of riskiness of bank failure will rise due to the fact that LLP results in rapid growth in expenses that is the interest expense and LLP compared to income growth therefore impacting the performance of banks (Gathaiya, 2017). 
[bookmark: _Toc27579826]Hypothesis 2
Impact of earnings on LLP of commercial banks listed on the NSE
The outcome of this study shows that there is a negative and insignificant relationship between earnings and LLP, as earnings was measured using Cost to Income ratio. According to a research done by Dhakal (2015) in his study on Nepalese commercial banks, he found to exist a significant and negative relationship between earnings and loan loss provisions. Bhattarai, (2018) in his research, he examined impact of earnings management on loan loss provisions of commercials banks in Australia, he found that the banks manage their earnings aggressively using loan loss provisions to overcome the riskiness of bank failure.
[bookmark: _Toc27579827]Hypothesis 3
Impact of capital management on LLP of commercial banks listed on the NSE
The outcome of this study shows that there is a negative and insignificant relationship between capital management as measured using Capital Adequacy ratio and LLP. Research conducted by El Sood, (2012) elaborated that LLP are affected significantly by capital management behaviours and that the condition might be as a result of the strong willingness to meet the regulatory minimum target, therefore, he put emphasize on the association between LLP and regulatory capital. According to Boudriga et al., (2013) they support the hypothesis that capital management impact loan loss provision negatively and insignificant as well, as they discovered that higher capital adequacy ratios can lower unusual and insignificant levels of loan loss provision. Added, the banks readiness to distribute some amounts as loan loss provisions results into the confidence of the future bank’s performance due to the fact that it acts as a controlling indicator over anticipated loan losses (Abdullah et al., 2015).
[bookmark: _Toc27579828]Hypothesis 4
Impact of bank size on LLP of commercial banks listed on the NSE
[bookmark: _Toc27579829]The outcome of this study shows that there is a positive and significant relationship between bank size, measured using Log N and LLP. Research conducted by Dhakal (2015) found to exist a positive and significant relationship between the bank size and loan loss provision and Natural logarithm was used as a proxy for bank size as well. According to research study conducted by Fernando and Ekanayake, (2015), he justified to exist a significant and positive relationship between LLP and bank size. Larger banks are most likely to engage in discretionary accruals because they undergo more pressure than small banks, therefore, they tend to utilize earnings management to minimise political scrutiny (Agénor and Zilberman, 2015)

Hypothesis 5
Impact of Loan to Deposit ratio on LLP of commercial banks listed on the NSE
The outcome of this study shows that there is a positive and significant relationship between loan to deposit ratio and LLP. Loan to Deposit ratio is positively related to LLP at 5% level of significance. LD ratio is utilized as a measure of the urge for external finance as commercial banks finance their loans portfolio using the deposits from customers. The result is supported with the study of Abdullah, Ahmad, Bujang, (2015) such that there is a bigger need that the external finance would motivate bankers to increase their earnings. This is due to the financing cost is a function of bank risks. Bank managers have more incentive to raise their LLP so as to increase their earnings and decrease volatility to attract more funds. Shawtari et al., (2015) implies in their research done in Yemen, that their banks manage their earnings so as to attracts more deposits as Yemeni banks are hesitant to deposit their money in banks. Hence, managing their earnings is one way to attract customers so as to elaborate good performance indicating stable returns to customers.
[bookmark: _Toc27579830]Hypothesis 6
Impact of GDP on LLP of commercial banks listed on the NSE
The outcome of this study shows that there is a negative and significant relationship between GDP and LLP. GDP being an indicator of the economic conditions, it is in line with prior hypothesis. This is supported with the research findings by Bhattarai, (2018) who exhibited that in times of economic upswings or boom, LLP was found to be lower than during economic difficulties. Such that LLP would rise when the economic growth is weak; the reason behind is that the business cycles affects the firm’s ability and other lenders to service their debts which therefore influences the exposure of credit risk of banks. A decrease in GDP growth would imply a rise in actual as well as expected losses in credit which necessitates a rise in LLP. Hence managers tend to lower their LLP during good times and raise during bad times of the economy. Research conducted by Abdullah et al., (2015) showed that GDP has a negative significant impact on LLP based on the study done in Malaysia, it was found that a negative development in the productions of outputs resulted in higher contribution of LLP to encounter the losses expected from loan portfolios. The study by Ozurumba, (2016) showed that a negative relationship between GDP and LLP elaborates that the lesser the provisions during high GDP growth, it is an indication of a procyclical behaviour of the banks.
[bookmark: _Toc27579831]Hypothesis 7
Impact of Inflation on LLP of commercial banks listed on the NSE
The outcome of this study shows that there is a positive and significant relationship between Inflation and LLP. According to Abdullah et al., (2015) he testifies that high inflation results in high provisions for loan losses; and that high inflation is as a results of an increase in the money supply in the economy due to high interest rates that leads to a decrease in the consumer spending patterns in the economy because of the rise in the general prices of goods and services, hence high inflation leads to massive growth of loan loss provisions due to high prices in the economy makes it difficults for consumers to recover their loans.
[bookmark: _Toc27579832]Impact of efficiency and probability of bank failure on the commercial banks listed on the NSE
The outcome of the study shows DEA-CRTSE provides 5 efficient banks while under DEA-VRSTE provides 8 efficient banks and under scale efficiency are 5 efficient banks. However, the study could enumerate which banks are operating at constant return to scale efficiency as well as at variable return to scale efficiency with the only 5 banks namely NIC, DTB, Housing Finance and Barclays banks. This shows that these 5 banks have a higher efficiency and their probability of bank failure is low compared to the other banks are operating at a higher efficiency as well above average but the probability of bank failure might be realised with time if not properly managed and operated at an efficient level. Therefore, it is concluded that the commercial banks can regulate and control their levels of inputs search as the staff costs, deposits and their shareholders equity accordingly so as to maximise their outputs; their loans, interest income and operating income as well. By providing suitable measures, more loans can be available as well as more loan loss provisions will be built up during times to absorb losses during bad times. In accordance to the research done by Fakarudin et al., (2017) that was done to evaluate revenue efficiency of the Islamic banking sector in Malaysia from 2006 to 2015, the outcome of their research elaborates that the revenue efficiency of the domestic Islamic banks compared to their foreign Islamic banks is lower as a result of the difference between profit and cost efficiency levels and that better revenue efficiency could increase the profit efficiency level and, likewise adds to a favourable profitability of the Islamic banks in Malaysia.
[bookmark: _Toc27579833]5.2: Conclusion
Based on my findings of my research analysis, it is clearly indicated that there is significant relationship between four independent variables and the moderator, LLP, although the significant relationships of the four independent variables were not all positive. Two of the independent variables were justified to be insignificant; Cost to income ratio and Capital adequacy ratio were found to be negative and insignificant relationship with LLP and GDP was justified to be negative significant relationship with LLP. This implies that earnings management, capital management and GDP negatively impact the levels of loan loss provisions of the commercial banks. However, loan to deposit ratio, bank size and inflation was justified with evidence to exist a positive and significant relationship with LLP. Based on the analysis testing moderation effect between the independent variables and the moderator, it was justified with a significant R2 being adjusted to affirm moderation and the R2 change was found to be significant hence the relationship between the CIR, CAR, LogN, LoanDeposit ratio, GDP, Inflation and bank failure of commercial banks listed on the NSE was therefore not rejected. In conclusion, it was justified that 5 of the 7 hypothesis are tested and supported from the analysis  with high level of significance and consistency.

[bookmark: _Toc27579834]5.3: Contributions
Following results into insightful contributions to investors, public at large, regulators and auditors. Based on my research work, it elaborates for the public at large they would demand for an ethical banking; therefore, this research aids the public to construct appropriate decisions. To the auditors, they can be more attentive to the LLP policy estimation used by banks when they review, audit and express their decisions on the effectiveness and soundness of financial systems. Furthermore, for the regulators, it can seen to be very effective and helpful to notify and alert them to construct effective and wise policy restricting the intensive use of LLP to manage their earnings and disfigure the transparency of information of the banking sector.
[bookmark: _Toc27579835]5.4: Limitation
The main limitation that I encountered and it would be realistic if further research could be carried out is the sample size of the study was small, such that it focussed on one country only, Kenya with limited banks only 11 commercial banks. It would be wise and more appealing if further research will compare the commercial banks in Kenya with other banks within Africa in term of their Loan Loss Provisions.
[bookmark: _Toc27579836]5.5: Recommendation for Future Research
[bookmark: _Toc27579837]Based from my research, there are a number of aspects that could be investigated in the coming future to aim at comprehensive findings in the future. This research, recommends that the commercial banks in Kenya should come up with effective measurement to minimise and control operational expenses. Investors can utilize information about bank management as an indication about the performance in the future for the commercial banks. Kenyan government and the regulatory bodies are wisely recommended to formulate regulations and policies that control the operations of the commercial banks together with the strategies to impose these regulations so as to obtain a transparent and robust decision-making process and enhance the effectiveness and soundness of the banking system. Regulatory bodies and the government in Kenya must revise or formulate and implement policies on effective management of credit risk so as to enhance and refine asset quality. Investors can utilize asset quality to anticipate the financial performance of the banks in the future as well as to determine which banks to invest in.

5.6: Personal Reflection
This research work assisted me to know and be familiar of the steps in the entire research work from the initial step of collecting secondary data from their respective sites to the interpretation and submission. The obstacles that I encountered was from getting a suitable topic, correcting and editing the title again and again with the assistance from respected supervisor, panel and professionals. They enlightened and developed my visions on how to restrict down the scope of my research on a particular problem with the objective of obtaining the result yet staying flexible to the findings. This added exposure enlightened me to proceed with a focused mind and note down each word carefully together the research should have the right literature supporting so as to be valid. Added, learning and studying of the several articles and journals has actually refined and improved my skills on how to analyse the research papers.
Recognizing problems and obtaining a solution has questioned me to keep working hard and stay focussed, particularly in expounding the problem statement, research objectives and literature review of main theories together with both the dependent and independent variables. Analysing methodologies, statistical analysis and measurements was a worthwhile and gainful part of my learning from this study. Eventually, I am appreciative and grateful of this precious learning experience that this study has enabled me with.
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7.0: APPENDIX
[bookmark: _Toc27579840][bookmark: _Toc27223658]Appendix 1: Companies listed on the Nairobi Security Exchange
	AGRICULTURAL SECTOR 
Eaagands 
Kakuzi
Kapchorua tea company
Limuru tea company ltd
Rea vipingo plantation ltd 
Sasini ltd 
Williamson tea (K) ltd 
COMMERCIAL AND SERVICES SECTOR 
Express Ltd 
Kenya airways Ltd
Nation Media Group ltd 
Standard Group Ltd 
TPS Eastern Africa (Serena) Ltd
Scangroup Ltd 
Uchumi Supermarket Ltd 
Hutching Beimer Ltd 
Longhorn (K) Ltd
CONSTRUCTION AND ALLIED 
Athi River Mining ltd 
Bamburi Cement ltd
Crown Berger ltd
East African Cables ltd 
East African Cement ltd 
ENERGY AND PETROLEUM 
Kenolkobil ltd 
Total Kenya 
Kengen ltd 
Kenya power and Lighting Co. ltd 

BANKING 
Barclays Bank ltd 
CFC Stanbic Holding ltd 
Diamond Trust Bank ltd
Housing Finance 
Kenya Commercial Bank ltd 
National Bank of Kenya
NIC Bank ltd 
Standard Chartered Bank ltd 
Equity Bank ltd 
Cooperative Bank ltd 
I&M bank ltd
	MANUFACTURING AND ALLIED 
BOC Kenya ltd 
British American Tobacco ltd 
Carbacid Investments ltd 
East African Breweries ltd 
Mumias Sugar co ltd 
Unga Group ltd 
Eveready E.A ltd 
Kenya Orchards ltd
A.Bauman co ltd 
INVESTMENT 
Olympia Capital ltd 
Centum Investment ltd 
Trans-Century ltd
AUTOMOBILES AND ACCESSORIES 
Car and General ltd 
CMC ltd 
Sameer Africa ltd 
Marshals ltd 
TELECOMMUNICATIONS AND TECHNOLOGY 
Access Kenya Group ltd 
Safaricom ltd 
INSURANCE 
Jubilee Holding ltd 
Pan Africa Insurance Holding ltd 
Kenya Re-Insurance Corporation ltd 
CFC Insurance holding ltd 
British American Investment Co (K) ltd 
CIC Insurance Group 
INVESTMENT SERVICES 
Nairobi securities exchange 
GROWTH ENTERPRISE MARKET SEGMENT 
Atlas development and support service 
Kurwitu ltd 
Flame tree group


Source: Nse.co.ke., (2019)
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	STUDENT NAME & ID NO
	JAWAHER SWALEH KARAMA TIMIMI

	BROAD AREA
	Finance

	

	Concise Title  
	Effects of Public Financial Management on financial performance in county governments (a case study of Mombasa County Government)

	Problem Definition  
	Kenyan Public sector was rampant with corruption and inefficiencies and therefore poor management of public finance and is because accounting procedures and budget implementations were hand-operated and, in some instances, helped by inadequately and very historic supported software applications (Hashim and Piatti, 2016). The accompanying absence of timely and dependable expenditure and revenue data for budget planning, expenditure control, reporting and monitoring has impacted negatively on budget management. The consequence has been unsuccessfully administered responsibility of government resources, frequently following in a huge build-up of arrears, raising up interest rates, excessive borrowing, and crowding out investment of private sector; and misallocation of resources, undermining the efficiency and effectiveness of delivery services (Mburu and Ngahu, 2016).
The commencement of an advanced information system such as IFMIS (Integrated Financial Management Information System) essentially modifies the way performance are operated and, therefore, needs am operation that is carefully managed in order to prevent possible resistance of staff. This procedure leads in the formation of a new organizational culture, that is, alterations in the way the company operates declare (Combaz, 2015). 
Hashim (2014) stated that IFMIS can enable capital budget integration and boost accounting and reporting systems, only if the classification of the country’s accounts and budgets is reformed and the system is adapted and phased appropriately to a country’s potential to sustain it. This leads to my research question; what the effect of public financial management on financial performance of Mombasa County in Kenya is. 

	Research Questions OR Objectives 
	The general objective was to determine the effect of effective public financial management on financial performance of Mombasa County. 
To establish the effect of budgeting reforms on financial performance of Mombasa County.
To establish the effect of implementation of IFMIS on financial performance of Mombasa County. 
To establish the effect of enhanced tax revenue administration on public financial management financial performance of Mombasa County.
[bookmark: _Toc27427830][bookmark: _Toc27579842]Research Questions:
1) What is the effect of budgeting reforms on financial performance of Mombasa County?
2) What is the effect of implementation of IFMIS on financial performance of Mombasa County? 
3) What is the effect of enhanced tax revenue administration on financial performance of Mombasa County?

	Scope of study  
	The research focus is aimed in establishing the effect of effective budgeting, enhance revenue collection, revision of procurement laws and IFMIS effect also it investigated the effect of practices such as accounting, financial reporting, fix asset management and financial planning on financial performance of Mombasa County in Kenya. The geographic focus of the study will be conducted in Kenya, specifically in Mombasa. The sample size of the study comprises of 50 employees. The unit of analysis focus of the study, targets employees in finance department section from Mombasa County Government that includes at public works department, budgeting and internal audits and financial reporting where the financial systems are in use. A quantitative method of approach will be utilised for research methodology, and descriptive and inferential statistics will be used to present findings into frequencies and percentages.

	Significance of the Research  
	The government might be interested in the study as it will enable them to form a basis for formulation of financial policies in the country as well as improve it potential to administer on its main concerns by ensuring the most effective and efficient use of public funds in government owned institutions. 
Scholars and academicians may find the study useful as it will form the basis upon which further impact of the PFM on financial performance. 
International donors and partners will benefit from the study by being able to access and collect data relating to the effect of public financial management on financial performance, hence being able to review their terms and conditions in terms of future expectation.    

	Literature Review 
	This section highlights the following theories: Institutional theory was developed by (Fernando and Lawrence, 2014) and states that an organization is functioned and designed to encounter social expectations in so far as its operations are recognizable to the public.
In tandem with institutional-centric theory, Muzaale (2016) stated that financial regulations indeed mitigate moral hazard, and as such address the issues of transparency and accountability. 
The Agency theory identifies the insufficient information about the interests, work performance or relationship of the agent expressed as moral hazard and adverse selection.
A concise review of literature includes: Implementation of IFMIS (Integrated Financial Management Information System) whereby Lundu and Shale (2015) holds the view that an IFMIS can enhance public financial management in several ways, but in general it aims to boost credibility and confidence of the budget through greater transparency and  comprehensiveness of information. 
Tax revenue administration whereby according to (Dabla-Norris et al., 2017) a strong County revenues base is essential for the sustainability of decentralization programmes.
Budgeting reforms: Pimpong and Laryea (2016) studied on the obstacles faced at (NSSF) National social security fund on budgeting. Th motive of the research was to determine the problems of budgeting process and the obstacles looked on to by an organization when drawing up a budget and how the organization can productively face the budgeting challenges.
Hypothesis: 
H0: Budgeting reforms have an impact on financial performance in Mombasa County.
H1: Budgeting reforms do have an impact on financial performance in Mombasa County.
H0: Implementation of IFMIS has an impact on financial performance in Mombasa County.
H1: Implementation of IFMIS do have an impact on financial performance in Mombasa County.
H0: Tax revenue administration has an impact on financial performance in Mombasa County.
H1: Tax revenue administration do have an impact on financial performance in Mombasa County.

	Research Methodology 
	The research methodology that will be used is the quantitative approach and a descriptive and inferential research survey will be formulated to make sure an entire description of the condition enabling that there is less bias in the data collection and to minimise error in expounding the collected data.
The sample size of the study is 50 as calculated using Raosoft.com from a population size of 136 employees in finance department section from Mombasa County Government that includes at public works department, budgeting and internal audits and financial reporting where the financial systems are in use and was validated by Dr. Arasu, our module lecturer of BRM as this allows for reliable data analysis and testing for significance of differences between estimates. This study employed the stratified random sampling technique to put the entire population into three strata. The strata included Financial Reporting department, Budgeting and Internal Audits department and the Public Works department.
The main data collection method for study is questionnaire. The questionnaires will be used because feedbacks will be collected in a standardized manner, so questionnaires are more unbiased and equitable, assuredly more than interviews. The questionnaires used contained closed-ended questions Data will be analysed using IBM SPSS (Statistical Package for the Social Sciences) then the information will be presented into charts, tables and graphs to make it more meaningful.	
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Written in clear and concise manner, well-constructed argument flows smoothly.  Broad and appropriate range of references uses one of the recognised protocols.  Presented to a high standard.  Meets and fulfils aims and objectives of a Dissertation for this programme.  Referencing is comprehensive, appropriate and rigorous.
	
Generally written in clear and concise manner, good structure and presentation, logically developed argument.  Includes a wide and appropriate range of references using the recognised protocol.  Meets and fulfils aims and objectives of a Dissertation for this programme.  Referencing is comprehensive, appropriate and of a good standard.
	
Generally coherent, presentation satisfactory indication of literature using one of the recognised protocols. Properly referenced. Meets and fulfils aims and objectives of a Dissertation for this programme.  
Referencing is comprehensive, appropriate and satisfactory.
	
Badly presented little or no reference to appropriate literature, fails to cite works consulted in an appropriate manner.
Incoherent or has severe faults in construction, is unduly derivative of (while acknowledging) the work of others.
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	Method:
Methodology; methods of data collection

15%
	Suitable methodology employed, understood, well explained and justified, alternative methodologies considered, appropriate data collection methods, data valid, reliable and  perhaps extensive.
	Suitable methodology employed, understood explained and justified, alternative methodologies considered, appropriate data collection methods, data valid and reliable.
	Methodology satisfactorily understood, explained and justified, alternative methodologies may be considered, data collection methods generally appropriate, data generally valid and reliable.
	Methodology not described, alternative methodologies not considered, data collection methods inappropriate or non- existent, data lacks validity and/or reliability.

	Literature (formerly title ‘theory’)
[bookmark: _Toc27427848][bookmark: _Toc27579860]Identification of appropriate / relevant theory; literature employed; critical assessment / review; independence of thought / ideas
20%
	Critical debate of the literature, ability to evaluate contrasting viewpoints, degree of independent thought, comprehensive literature review, thorough understanding of key theoretical concepts
	Evaluation of the literature, evidence of ability to evaluate contrasting viewpoints, some evidence of independent thought, broad literature review, good understanding of key theoretical concepts
	Demonstrates an understanding of the literature and existence of alternative viewpoints,  satisfactory evidence of independent thought, has reasonable literature review, shows understanding of key theoretical concepts
	Demonstrates no appreciation of the existence of alternative viewpoints, no evidence of independent thought, little or no review of literature, little or no understanding of key theoretical concepts.


	Analysis:
Analysis of data; discussion; conclusions and recommendations 


25%
	Ability to analyse and synthesise information to a very high level, application of theoretical concepts to empirical issues, ability to draw conclusions, may form the basis of a publication, suitable recommendations (if appropriate), limitations recognised and addressed.
	Ability to analyse and synthesise information to a high level, evidence of ability to draw conclusions, ability to integrate theoretical concepts with data, suitable recommendations (if appropriate), limitations recognised and addressed.
	Good level of ability to analyse and synthesise information, and to integrate theory to data, recommendations (if appropriate), limitations recognised.
	Low level attempt to integrate theory to data, lacks analysis, makes unsubstantiated statements or assertions, no recommendations made or recommendations not appropriate, limitations not recognised.
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EFFICIENCY SUMMARY:

firm crste vrste scale
1 1.0000 | 1.0000 | 1.0000 -
2 0.8110 | 1.0000 | 0.8110 irs
3 0.9060 | 1.0000 | 0.9060 irs
4 1.0000 | 1.0000 | 1.0000 -
5 1.0000 | 1.0000 | 1.0000 -
6 0.9030 | 1.0000 | 0.9030 irs
7 1.0000 | 1.0000 | 1.0000 -
8 0.9180 | 0.9460 | 0.9710 irs
9 0.9620 | 0.9640 | 0.9980 irs
10 0.8510 | 0.8520 | 0.9980 irs
11 1.0000 | 1.0000 | 1.0000 -
mean 0.9410 | 0.9780 | 0.9620
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Results for firm: 1

Technical efficiency = 1.000

Scale efficiency = 1.000 (crs)

PROJECTION SUMMARY:

o Original Radial Slack Projected
Variable
value mov ement Movement |value

Output 1 11.000 0.000 0.000 11.000
Output 2 642.000 0.000 0.000 642.000
Output 3 416.000 0.000 0.000 416.000
Input 1 75.000 0.000 0.000 75.000
Input 2 38.000 0.000 0.000 38.000
Input 3 910.000 0.000 0.000 910.000

LISTING OF PEERS:

Peer lambda weight

1 1.000
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Results for firm: 2

Technical efficiency = 1.000)

Scale efficiency = 0.811 (irs)

PROJECTION SUMMARY:

Variable Original| Radial Slack | Projected
value | movement | Movement| value

Output 1 12.000 0.000 0.000 12.000

Output 2 376.000 0.000 0.000 376.000)

Output 3 325.000 0.000 0.000 325.000)

Tnput 1 92.000 0.000 0.000 92.000)

Input 2 957.000 0.000 0.000 957.000)

Input 3 230.000 0.000 0.000 230.000

LISTING OF PEERS:

Peer lambda weight

2 1.000





image6.png
Results for firm: 3

Technical efficiency = 1.000|

Scale efficiency .906_(irs)

PROJECTION SUMMARY:

. Original Radial Slack Projected
'Variable
value | movement | Movement value

Output 1 17.000 0.000] 0.000 17.000
Output 2 14.000 0.000] 0.000 14.000
Output 3 132.000 0.000] 0.000 132.000
Input 1 106.000 0.000] 0.000 106.000
Input 2 516.000 0.000] 0.000 516.000)
Input 3 52.000 0.000] 0.000 52.000

LISTING OF PEERS:

Peer lambda weight

3 1.000
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Results for fi
T echnical efficiency = 1.000)
Scale efficiency = 1.000 (crs)
PROJECTION SUMMARY:

4

Original | Radial Slack Projected
value | movement | Movement value
Output 1 17.000 0.000] 0.000 17.000f
Output 2 509.000 0.000] 0.000 509.000f
Output 3 527.000 0.000] 0.000 527.000f
Input 1 107.000 0.000] 0.000 107.000)
Input 2 97.000 0.000] 0.000 97.000)
Input 3 133.000 0.000] 0.000 133.000)

LISTING OF PEERS:
Peer lambda weight
4 1.000
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Results for firm: 5§

T echnical efficiency = 1.000

Scale efficiency = 1.000 (crs)

PROJECTION SUMMARY:

- Original | Radial Slack Projected
Variable
value | movement | Movement value

Output 1 16.000 0.000 0.000 16.000)
Output 2 989.000 0.000 0.000 989.000)
Output 3 933.000 0.000 0.000 933.000)
Input 1 112.000 0.000 0.000 112.000f
Input 2 322.000 0.000 0.000 322.000)
Input 3 28.000 0.000 0.000 28.000f

LISTING OF PEERS:
Peer lambda weight
5 1.000
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Results for firm: 6

Technical efficiency = 1.000

Scale efficiency = 0.903 (irs)

PROJECTION SUMMARY:

L Original Radial Slack Projected
'Variable
value | movement | Movement value

Output 1 10.000 0.000 0.000 10.000
Output 2 334.000 0.000 0.000 334.000
Output 3 105.000 0.000 0.000 105.000]
Input 1 69.000 0.000 0.000 69.000
Input 2 133.000 0.000 0.000 133.000
Input 3 492.000 0.000 0.000 492.000

LISTING OF PEERS:
Peer lambda weight
6 1.000 [
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Results for firm: 7

Technical efficiency = 1.000

Scale efficiency = 1.000_(crs)

PROJECTION SUMMARY:

Variable Original| Radial Slack | Projected
value | movement | Movement | _value

Output 1 11.000 0.000 0.000 11.000

Output 2 638.000 0.000 0.000]  638.000

Output 3 770.000 0.000 0.000] __770.000

Input 1 88.000 0.000 0.000 38.000

Input2 347.000 0.000 0.000]  347.000

Input 3 438.000 0.000 0.000] _ 438.000

LISTING OF PEERS:

Peer lambda weight

7 1.000
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Results for firm:     8

Technical efficiency = 0.946

Scale efficiency      = 0.971  (irs)

 PROJECTION SUMMARY:

Variable    

Original 

value

Radial 

movement

Slack 

Movement

Projected 

value

Output 1 14.000 0.000 0.000 14.000

Output 2 665.000 0.000 0.000 665.000

Output 3 543.000 0.000 16.620 559.620

Input 1 101.000 -5.488 0.000 95.512

Input 2 576.000 -31.297 -329.805 214.899

Input 3 227.000 -12.334 0.000 214.666

Peer lambda weight

    5      0.460

    4      0.174

    6      0.363

    3      0.003

LISTING OF PEERS:
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Results for firm:     9

Technical efficiency =0.964

Scale efficiency     = 0.998  (irs)

 PROJECTION SUMMARY:

Variable    

Original 

value

Radial 

movement

Slack 

Movement

Projected 

value

Output 1 17.000 0.000 0.000 17.000

Output 2 113.000 0.000 574.529 687.529

Output 3 676.000 0.000 0.000 676.000

Input 1 115.000 -4.183 0.000 110.817

Input 2 587.000 -21.352 -375.320 190.328

Input 3 723.000 -26.299 -605.952 90.748

LISTING OF PEERS:

Peer lambda weight

   11      0.021

    4      0.590

    5      0.390
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Results for firm:     10

Technical efficiency =0.852 

Scale efficiency     = 0.998  (irs)

 PROJECTION SUMMARY:

Variable    

Original 

value

Radial 

movement

Slack 

Movement

Projected 

value

Output 1 17.000 0.000 0.000 17.000

Output 2 113.000 0.000 574.529 687.529

Output 3 676.000 0.000 0.000 676.000

Input 1 130.000 -19.183 0.000 110.817

Input 2 535.000 -78.946 -265.726 190.328

Input 3 810.000 -119.526 -599.726 90.748

    5      0.390

LISTING OF PEERS:

Peer lambda weight

   11      0.021

    4      0.590
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Results for firm:     11

Technical efficiency = 1.000

Scale efficiency      = 1.000  (crs)

 PROJECTION SUMMARY:

Variable    

Original 

value

Radial 

movement

Slack 

Movement

Projected 

value

Output 1 36.000 0.000 0.000 36.000

Output 2 89.000 0.000 0.000 89.000

Output 3 74.000 0.000 0.000 74.000

Input 1 198.000 0.000 0.000 198.000

Input 2 370.000 0.000 0.000 370.000

Input 3 69.000 0.000 0.000 69.000

LISTING OF PEERS:

Peer lambda weight

11    1.000
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LOAN DEPOSIT 

RATIO

LOG N

LLP TO 

TOTAL 

ASSETS 

RATIO

CAPITAL 

ADEQUACY 

RATIO

COST TO 

INCOME 

RATIO

ANNUAL GDP 

GROWTH

ANNUAL 

AVERAGE 

INFLATION

DEA CRSTE

 Mean

0.843918 8.294501 0.009195 18.41527 0.444425 5.560000 6.692000 0.941000

 Median

0.851659 8.343456 0.007447 18.52000 0.467404 5.700000 6.580000 0.962000

 Maximum

1.404559 8.744786 0.029683 23.60000 0.835117 5.900000 7.980000 1.000000

 Minimum

0.502003 7.669829 0.000000 5.400000 0.000000 4.900000 5.720000 0.811000

 Std. Dev.

0.192918 0.240122 0.006034 3.319816 0.163881 0.380837 0.755940 0.065294

 Skewness

0.970201 -0.58265 1.230180 -1.675238 0.023650 -0.782493 0.553665 -0.671296

 Kurtosis

4.42553 3.053983 4.305725 7.502603 3.601420 2.145341 2.331588 2.157749

 Jarque-Bera

13.28548 3.118595 17.77942 72.18548 0.834037 7.286632 3.833856 5.756532

 Probability

0.001303 0.210284 0.000138 0.000000 0.659009 0.026165 0.147058 0.056232

 Sum

46.41551 456.1976 0.505712 1012.84 24.44336 305.8000 368.0600 51.7550

 Sum Sq. Dev.

2.009742 3.113558 0.001966 595.1438 1.450280 7.832000 30.85808 0.23022

 Observations

55 55 55 55 55 55 55 55
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Dependent Variable: LLP TO TOTAL ASSETS RATIO

Method: Panel Least Squares

Date: 11/29/19   Time: 04:13

Sample: 2013 2017

Periods included: 5

Cross-sections included: 11

Total panel (balanced) observations: 55

Variable Coefficient Std. Error t-Statistic Prob.  

COST TO INCOME RATIO -0.008767 0.005401 -1.6233 0.1111

CAPITAL ADEQUACY RATIO -0.000182 0.000272 0.668031 0.5073

LOG N 0.01353 0.004393 -3.07987 0.0034

LOAN DEPOSIT RATIO 0.012495 0.005009 -2.494698 0.0161

ANNUAL GDP GROWTH -0.029674 0.007643 3.882531 0.0003

ANNUAL AVERAGE INFLATION 0.0165 0.00403 4.094053 0.0002

C -0.14289 0.064651 -2.21019 0.0319

R-squared 0.303789    Mean dependent var 0.009195

Adjusted R-squared 0.216763    S.D. dependent var 0.006034

S.E. of regression 0.00534    Akaike info criterion -7.50879

Sum squared resid 0.001369    Schwarz criterion -7.25331

Log likelihood 213.4917    Hannan-Quinn criter. -7.40999

F-statistic 3.490768    Durbin-Watson stat 1.893465

Prob(F-statistic) 0.006051
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GDP being an indicator of the economic conditions, and since the results are in line with prior hypothesis that GDP is negatively and significantly
related to LLP. This is supported with the research findings by Bikker & Metzemakers (2005) who exhibited that in times of economic upswings
or bpom, LLP was found to be lower than during economic difficulties. Such that LLP would rise when the economic growth is weak; the reason
behind is that the business cycles affects the firm’s ability and other lenders to service their debts which therefore influences the exposure of credit
risk of banks. A decrease in GDP growth would imply a rise in actual as well as expected losses in credit which necessitates a rise in LLP. Hence
managers tend to lower their LLP during good times and raise during bad times of the economy.

Model R R Square Adjusted | Std. Error of RS Change Statistics Sie. F Durbi
RS the estimat quare ig. urbin-
quare e estimate Change F Change daft | df2 Change Watson
1]0.4822 0.186 0.165 187.65873 0.177 6.35 2| 56 0.004
2]0.537° 0.364 0.337 168.98654 0.078 9.478 1] 55 0.017 1.634

a. Predictors: (Constant), LLP to total asset, CIR, CAR, Log N, LD ratio, GDP, Inflation
b. Predictors: (Constant), LLP to total asset, CIR, CAR, Log N, LD ratio, GDP, Inflation, Interaction
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Model Unstandardized Coefficients| Standardized Coefficients N Sig. Collinearity Statistics
B Std. Error Beta Tolerance VI
(Constant) 284389 0097875 0.000
Cost to Income ratio | 45976 0.005401 0.0437 0456 0346 3544
Capital Adequacy Rat | 35685 0000272 0.0389 0582 0764 3876
, |Logn 0.004393 0.0286 0363 0943 2541
[Loan-Deposit rati 0.005009 00189 0.146 0558 4012
GDP 0.007643 0.0465 0235 0348 1376
[Tnflation 0.00403 00186 03854 0264 4532
[Interaction 330.64 0.064651 00399 0028 0396 3227
2. Dependent Variable: DEA_CRSTE
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CAPITAL ANNUAL | ANNUAL
TOTAL INCOME | ADEQUACY |LOGN GDP AVERAGE
CORRELATION ASSET! RATIO RATIO RATIO GROWTH |INFLATION
LLP TO TOTAL ASSETS 1.0000
COST TO INCOME RATIO 0.0315
CAPITAL ADEQUACY 01659 1.0000
LOG N 0.1361 03175 0.2433] 1.0000)
LOAN DEPOSIT RATIO 0.0876 0.249% 0.2423[ -0.3807] 1.0000
ANNUAL GDP GROWTH 0.0219 0.0919 0.1920[ -0.1472] 0.0667 1.0000
ANNUAL AVERAGE
INFLATION 0.1261 0.1014 -0.2368] 02061 -0.0492] -0.9620) 1.0000
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Hypothesis

Description

Results

H1

There is a positive and
significant relationship between
LLP and Bank failure

Supported

H4

There is a positive and
significant relationship between
bank size and LLP

Supported

There is a positive and
significant relationship between
Loan to Deposit ratio and LLP

Supported

H6

There is a negative and
significant relationship between
GDP and LLP

Supported

H7

There is a positive and
significant relationship between
Inflation and LLP

Supported
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Chapter one
Introduction

> Research Topie: Effects of Public Financial Management on financial performance in
county governments (a case study of Mombasa County Government)

Background of the study:

Financial management can be defined as the concepts of risk, money and time and the
way they are interrelated

> Public financial management, relates to the spending and taxing of government, which
sequentially controls income distribution and resource allocation.

> Productive Public Finance Management (PFM) systems improve transparency and
accountability, maximises financial efficiency and be a factor in the long-term success
of the economy.
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Problem Statement

Kenyan public sector is well known of it's high level of corruption resulting into poor
management of public finance. This is mainly accompanied by the absence of timely
and dependable expenditure and revenue data for budget planning, expenditure control,
reporting and monitoring thereby impacting negatively on budget management

IFMIS (Integrated Financial Management Information System) can enable capital
budget integration and boost accounting and reporting systems, only if the classification
of the country’s accounts and budgets is reformed and the system is adapted and phased
appropriately to a country’s potential to sustain it

Significance of the Research

The government might be interested in the study as it will enable them to form a basis
for formulation of financial policies in the country as well as improve it potential to
administer on its main concems by ensuring the most effective and efficient use of
public funds in government owned institutions

Scholars and academicians may find the study useful as it will form the basis upon
‘which further impact of the PFM on financial performance.
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Research Objective
1 To establish the effect of budgeting reforms on financial performance of Mombasa
County.

2 Toestablish the effect of implementation of IFMIS on financial performance of
Mombasa County.

“To establish the effect of enhanced tax revenue administration on public financial
‘management financial performance of Mombasa County.

Research Questions
I Whatis the effect of budgeting reforms on financial performance of Mombasa County?

> Whatis the effect of implementation of IFMIS on financial performance of Mombasa
County?

3 What s the effect of enhanced tax revenue administration on financial performance of
Mombasa County?





image31.png
Chapter Two: Literature Review
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Conceptual Framework

Tmplementation of IFMIS
o Transparentand accountable
o Cash projections

Tax revenue administration

o Tax penaly

« Electronic taxation

(Independent variables)

FINANCIAL PERFORMANCE
Profitability

(Dependent variable)
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Chapter Three
Research Methodology

> Target Population and Sample Size

> 136 employees in finance department section from Mombasa County Government that includes at
public works department, budgeting and internal audits and financial reporting and sample size of
10 employees. Study will make use of the stratified random sampling teehique to put the entire
populationinto three sirata

[ russco neprins PR = PR
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Measuring instrument and Data Collection method

The measuring instrument selected will be implemented using questionnaire.
The questionnaires will be formed using the Likert five-point scale as well as
containing closed-ended questions.

Analysis Method

Inferential and descriptive statistics will be followed to announce findings into
frequencies and percentages and the data will be analysed using IBM SPSS

(Statistical Package for the Social Sciences) then illustrated into graphs, charts
and table to make it more sensible.

Multiple regression, Test of Normality, T-ests and Pearson’s correlation will
also be utilized appropriately.
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Background of the Study ot —

> Loan Loss Provision: Expense set aside as an allowance for uncollected loans and
Toan payment (Alhadab and Alsahawneh, 2016).

> Relationship between efficiency and LLP: Non-performing loans is contributed by
lower efficiency, demanding higher level of loan loss provision, which would
consequently result in lower camings (Shawtari, 2019).

> Commercial banks in Kenya: Forty-four commercial banks. Out of this forty-four,
eleven banks were listed at the Nairobi Stock Exchange (Nse.co ke, 2019)
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Problem Statement [ S—

> Loan losses are a major cause of the failure of commercial banks. The three common
recent commercial banks in Kenya that collapsed are: Dubai bank, Chase bank and
Imperial bank and loan losses are seen to have increased accordingly (Gathaiya,
2017).

> In 2015, Kenya’s banking sector registered declined performance with profit before
tax diminishing by 5.03% (Gathaiya, 2017). The growth in total expenses was largely
attrbuted t0 a rise in interest expense and loan loss provisions (Bulle, 2018).

> The sector also registered a decrease in asset quality with the non-performing loans
ratio increasing 10 6.8% in December 2015 from 5.6% in December 2014 (CBK,
2015).
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Significance of Research B L

> It helps to manage and asses
the imp:
of formuls

credit risks by taking suitable measures. By interpreting
 of efficiency on LLP of commercial banks, bank managers will be capable
ing proper provisioning policies that maintain and stimulate value.

> The study could be utilized as a beginning for those who are interested to carry out
further studies in relation to credit risk in other financial markets or financial
institutions in general.

> The findings of this study will enable investors to explain the meaning of loan loss
provision by banks in amore suitable manner.
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Research Objectives s ey

1. To measure financial factors of commercial banks listed on the NSE.
2. To measure economic factors of commercial banks listed on the NSE.
3. To measure the efficiency of banks failure.

4. Toinvestigate the relationship of Loan Loss Provision and bank failure.

Research Questions

1. How does financial factors have an impact on LLP of commercial banks listed at the
NSE?

2. How does economic factors have an impact on LLP of commercial banks listed at the
NSE?

3. How does efficiency of the commercial banks have an impact on the probability of bank
failure of commercial banks listed on the NSE?

4. How does LLP have an impact on the probability of bank failure of commercial banks

listed on the NSE?
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Research Hypothesis Rl

1.HI: There is a positive and significant relationship between LLP and bank failure.
2.H2: There is a negative and significant relationship between earnings and LLP.

3.H3: There is a negative and significant relationship between capital management
and LLP

4.H4: There is a positive and significant relationship between bank size and LLP.

S.HS: There is a positive and significant relationship between loan 1o deposit ratio
LLP

6.HG: There is a significant and negative relationship between GDP and LLP.

7.H7: There is a significant and positive relationship between inflation and LLP
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Conceptual Framework [ S—
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Dependent Variable
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Independent Variables
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ifes undetctabe ik of defaul ‘bank has o withhold as tegulated by the Central bank

(Olakan & Adeyinka, 2013). ofKenya (Battaral, 2018)

‘Bank Size- larger banks have high provisions of loans compared to smaller banks +

Log N (Bhattarai, 2018).

Loan Deposit ratio-a higher mio implis there s more need of xtermal funds and o ftract +

external funds, the perceived risk il be adjusted by the LLP (Bhattaral, 2018)

GIDP- Production of goods and services in agiven country in monetary fems; therefore during E
economic upswing with bigh ncomes, probability of oan defauls i reduced (Abdullah, Abmad,
Bujang, 2015).

Inflation-an increase of money supply in an economy which i turs contibutes 10 the genetsl +
increase in price of goods and services. High inflation sae i a country would result i the cause for
increasing paterns for LLP due to inabilty of the borrower o pay debt (Abdullah, Abmad, Bujang,

2015,
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Research Methodology L

* Organization study: Commercial banks lsted a the Nairobi Security Exchange (CBK, 2015).

* Target Population of the Study: The target population comprised of the 11 commercial banks listed
at the Nairobi Securities Exchange between 2013 and 2017 (Nse.coke. (2019).

* Data collection method: Use of secondary data. Made use of
‘and websites of commercial banks published by the NSE.

iancial statements from publications

Analysis of the Results:
This study will adopt descriptive and inferential satistical analysis.

1. Descriptive statisties will be used to amnounce findings into frequencies and percentages and the data
will be analysed using EViews then illustrated into graphs, igures and tables to make it more sensible.

2. Inferential statistics will be deployed such as Pooled Ordinary Least Square method (OLS)
(Ozurumba, 2016) and Pearson Correlation (Abdullah, Ahmad, Bujang, 2015)
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Data Envelopment Analysis
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Capital Management, Earnings and LD Ratio
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Descriptive Statistics
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Ordinary Least Square Method
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Multiple Linear Regression
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Pearson Correlation Analysis
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Regression Analysis

DEA= 0.941 + LLP

LLP =-0.14289 - 0.008767*CIR - 0.000182*CAR + 0.01353*Log N + 0.012495LD -
0.029674*GDP + 0.0165*INFL
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Conclusion

“The hypoihesis resulfs were as prior expeciations except for Cost o income ratio and CAR were ol

sinificant at 95% canfidence inferval level

> This study documens that LLP ase significanty affected by capital management belivious as evidenced in
he declining CAR from 2013 1o 2017. This situation could be due 10 stzong intenton o fulfl the regulatory.
‘i targe,

> Overall. macroeconomie factors such as GDP and inflarion has sigaificant negative and posifive impac on
LLP with a decreasing and an fncrease growth i the graphs respectively inuplying that commercial banks

e greatly affected by the macroeconomic fctors resuling in hiher provisions of oa loses

“The estimated mltple egression mode revealthat size of asets, loan o deposit rato and inflarion rate are

sinificant positve impact of LLP. This stdy concluded that the vaiables are the main factors of LLP of

smple commercial banks in Kenya.

With respect fo the impact of effcincy and probabiliy of bank faiure of commercial banks on LLP, the

restlts shows that overal eficiency reslts show posiive impact on LL, but the results are not significant

a195% confidence interval level for banks.

> The resuits of the DEA model indicate that effciency i, indeed. important 10 the successful operation of 3
bank. We can easily detects the amount of inpus that i used 10 prodice a give amount of output and by

how much inpus of each bank shovld be minimised in order 0 acquire maximum oups.
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Recommendations

> Often the failure of a bank can be avoided, o the costs minimized, by carly
detection of a banks troubled status and subsequent intervention by regulatory
authorities. Key to this effort is the identification of the bank's potential for failure.
To this end, researchers can come sought mathematical models. that predict
institutional failure in an aceurate and timely manner.

> From a policy standpoint, early-warning models can be used to detect and classify
the weakest banks, while providing regulators and bankers insight into the reasons
for bank failure. Their high accuracy should allow banking regulators to allocate
more_efficiently their resources to perform on-site examinations, and should
strengthen the entire examination process by providing a simple and objective
detection mechanism for failure-prone banks. Such new tools will be able to assist
those striving to ensure a safe and secure future for the nation's banking system.

Limitations

> Small sample size, where it focuses on one country with limited banks. Future
research could further on comparing the commercial banks in Kenya with others
different count in Affica in term of their LLP.
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