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ABSTRACT

Corporate governance can be linked to performance of banks due to non-performing asset
portfolios (NPAs) in Kenya but this has not been determined empirically. Information is lacking
on effect of corporate governance on total income, liquidity and profitability due to NPAs. The
purpose of the study was to determine effect of corporate governance on performance of banks
due to NPAs in Kenya. The study sought factors contributing to poor performance of banks,
effect of corporate governance on total income due to NPAs, effect of corporate governance on
liquidity due to NPAs and effect of corporate governance on profitability due to NPAs. The
study was guided by a Shareholder theory where the independent variable is corporate
governance and dependent variable is performance of banks. The study employed Panel Least
square data analysis. Target population was 43 heads of credit of banks operating in Kenya from
2005 to 2012. Simple random sampling technique was used to select a sample size of 24 heads of
credit. Secondary data was collected through review of records, reports, journals and books.
Primary data was obtained from respondents through questionnaire and interview schedule.
Instrument reliability stood at Cronbach’s Alpha of 0.65. Objective one was analyzed using
percentages and frequencies. Objectives two to four were analyzed using panel data analysis.
Poor lending, mismanagement, customers’ unwillingness to repay and all the three jointly,
contribute to NPAs at 41.7%, 12.5%, 16.7% and 29.2% respectively. Results for objective two

showed a;, a; and a3 as 18.525(p=0.065), 85.921(p=0.001) and 45.605(p=0.097) respectively.
Hence a unit change in standard deviation in efficiency causes 45.605 standard deviations in total
income, significantly. Results for objective three showed a; a; and as as -0.055(p=0.121),

0.363(p=0.000) and -0.101(p=0.292) respectively. Thus a unit change in standard deviation in
capital adequacy causes 0.363 standard deviations in liquidity, significantly. Results for objective

four showed a@; @ and a; as 1.463(p=0.704), 36.334(p=0.000) and -9.814(p=0.352)

respectively. Hence a unit change in standard deviation in asset quality causes 1.463 standard
deviations in profitability significantly. R-Square results were 0.63, 0.665 and 0.161 for
profitability, total income and liquidity models respectively. This implies the models are stable
and valid for prediction at 63%, 66.5% and 16.1% respectively. In conclusion different factors
contribute to NPAs at different levels, corporate governance significantly affect total income,
have mixed effect on liquidity and significantly affect profitability. Asset quality and capital
adequacy should be carefully evaluated and efficiency enhanced. The study will be significant in
the management of financial institutions. Policy makers and regulators may use it. It can also
form a basis for further research.
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WORKING DEFINITIONS OF TERMS

Corporate governance

Corporate governance is the process and structure used to direct and manage business affairs of
the company towards enhancing prosperity and corporate accounting with the ultimate objective
of realizing shareholders long-term value while taking into account the interest of other

stakeholders.

Non-performing assets
An asset becomes non-performing when it ceases to generate income for the bank, usually after a

period of more than 90 days.

‘Out of Order’ status
An account should be treated as ‘out of order’ if the outstanding balance remains continuously

in excess of the sanctioned limit, usually after a period of more than 90 days.

‘Overdue’
Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the date

fixed by the bank.

Income recognition — Policy

This policy defines which income should be recognized or form part of the banks’ income.
Reversal of Income

If any advance, including bills purchased and discounted, becomes NPA as at the close of any

year, interest accrued and credited to income account in the corresponding previous year, should

be reversed or provided for if the same is not realized.

xii



Asset Classifications

Banks are required to classify non-performing assets further into the following categories based
on the period for which the asset has remained non-performing and the realisability of the dues:
Normal (Standard); Watch; Sub-standard Assets; Doubtful Assets; Loss Assets.

Normal (Standard) - Well documented facilities granted to financially sound customers where no
weaknesses exist.

Watch - Principal and interest is due and unpaid for 30 to 90 days for term loans. These are
facilities which exhibit potential weaknesses but are not past due.

Substandard - Principal and interest is due and unpaid for more than 90 to 180 days for term
loans. Paying capacity of the borrower is deteriorating.

Doubtful - Principal and interest is due and unpaid for more than 180 to 360 days for term loans
collection being highly questionable and improbable.

Loss - Principal and interest is due and unpaid for more than 12 months for term loans. Loans

considered uncollectible.

Stakeholders

These are the individuals, organizations or societies that have interest in the bank.

Fund-based advances
These are advances where funds are disbursed immediately after sanction. They include

overdrafts, term loans, demand loans, cash credits.

Non-fund based advances
These are advances where funds need not necessarily be disbursed on sanction. These are off-
balance sheet items or contingency liabilities. They include; letters of credit, guarantees and

acceptances.
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CHAPTER ONE
INTRODUCTION

This chapter presents the background of the study, statement of the problem, objectives of the

study and hypotheses, justification and scope of the study as well as the conceptual framework.

1.1 Background of the Study

Corporate governance is a set of decisions and actions used to direct and control an organization.
It consists of relationships between, and accountability of, the organization’s stakeholders, as
well as the laws, policies, procedures, practices, standards, and principles which may affect the
organization’s direction and control (Cadbury, 1992). It also covers reviewing the organization’s
practices and policies on ethical standards and principles, and organization’s compliance with its
own code of conduct. Corporate governance has become one of the most topical issues in the
modern business world today. Spectacular corporate failures, such as those of Enron, WorldCom,
the Bank of Credit and Commerce International (BCCI), Polly Peck International, and Baring
Bank, have made it a central issue, with various governments and regulatory authorities making
efforts to install stringent governance regimes to ensure the smooth running of corporate
organizations, and prevent such failures (Al-Baidhani, 2014). Lack of stringent Corporate
Governance mechanisms coupled with national economic downturn; customer failure to disclose
vital information during the loan application process; lack of an aggressive debt collection policy
are perceived as the main factors contributing to the non-performing debt problem in Kenya
leading to poor bank performance and their failures. The import of this argument is that, the loan
facilities granted are not serviced or repaid as per the terms and conditions agreed upon. A
corporate governance system is defined as a more-or-less country-specific framework of legal,
institutional and cultural factors shaping the patterns of influence that shareholders (or
stakeholders) exert on managerial decision-making. Corporate governance mechanisms are the
methods employed, at the firm level, to solve corporate governance problems (Basuony et al,
2014). Its elements are asset quality, capital adequacy and efficiency resulting from bank and

regulator processes (Muhammad ef al.2011).

In Kenya stringent measures on Corporate Governance became more pronounced and

conspicuous after and during the Kenya banking and economic crisis of 1996-2002. Over the
1



period banks collapsed, merged or went into receivership, hence loss of jobs, loss of public trust
and confidence as well as public apathy. Lack of stringent corporate governance have had
serious effect on the performance of these banks due to non-performing asset portfolios. The
banking system required a new set of guidelines, accounting and disclosure norms in order to
cope with these changes, according to the Economic Review (2002, June) and the Kenyan
Banker (2002, no.13). George (1996) asserts that, because banks are closely intertwined
financially with each other through lending to and borrowing from each other, holding deposit
balances with each other, and the payments clearing system, a failure of any one bank is believed
to be more likely to spill over to other banks and to do so more quickly. Thus, the banking
system is seen as more susceptible to systemic risk, the probability that cumulative losses will
occur from an event that ignites a series of successive losses along a chain of institutions or
markets comprising a system. A default by one bank on an obligation to another bank may
adversely affect that bank's ability to meet its obligations to other banks and so on down the

chain of banks and beyond (Nelson ez a/.2008).

Non-performing assets indicate an advance for which interest or repayment of principal or both
remains overdue for a period of 90 days or more. An advance/loan is treated as non-performing
when it fails to satisfy its repayment obligations. Thus, non-performing assets are loans in
jeopardy of default (BIS, 2005). Higher non-performing assets resulted in many bank failures
(Nayak et al, 2010). Nelson ef al. (2008), explain that many financial institutions that collapsed
in Kenya since 1986 failed due to non-performing loans. From the study national economic
downturn; customer failure to disclose vital information during the loan application process; lack
of an aggressive debt collection policy were perceived as the main factors contributing to the non
performing debt problem in Kenya. Twenty years after independence in 1983, the stage was set
for Kenya's first post-independence banking crisis when several indigenous banks developed
acute liquidity problems. In spite of efforts by Treasury and Central Bank to bail out the ailing
institutions, one institution was closed in December 1984. This crisis and failure exposed the
inadequacy of the safety-net and failure resolution mechanisms existing at the time, which
precipitated amendments to the Banking Act in 1985 to expand the safety net and improve the
bank failure resolution mechanism. The Deposit Protection Fund Board (DPFB) was established
as a deposit insurance scheme to provide cover for depositors and act as liquidator of banks

which could not be salvaged. The same amendments gave Central Bank of Kenya the
2



responsibility of risk minimization through enhanced prudential regulation, supervision and
surveillance. The function of curator and revival of ailing institutions was also entrusted to the
Central Bank. In a study of national banks that failed in the mid 1980°s in USA, the then
Controller of the Currency, Joseph (1988), found out that, the consistent element was the failure

of the banks management systems for controlling loan quality and transaction risk.

In Kenya and especially in the past three decades, poor loan management has been pin pointed as
the major factor in the burgeoning local bank failures. George et al (1998) note that to overcome
deficiencies in systems and procedures that spawn poor loans, banks must develop a credit
culture supported by well-conceived management strategies for controlling credit risk. It must
establish its priorities with respect to the market place and create value addition in terms of credit
quality, while designing its credit risk management strategy. Shepheard ef a/ (1998), argue that
banks now appreciate that there is an expected loss or average likelihood of a loss to any
particular class of borrowers, a loss that is seen as a cost of extending credit and is usually

reflected in the credit spread.

Muhammad ef al (2011), argues that poor corporate governance of the banks can drive the
market to lose confidence in the ability of a bank to properly manage its assets and liabilities,
including deposits, which could in turn trigger a liquidity crisis and then it might lead to
economic crisis in a country and pose a systemic risk to the society at large. Michael (2010),
states that though Southwest Florida’s community banks performed better in the quarter ended
June 30 than in earlier periods, non-performing loans still represent a major impediment to their

survival and ability to grow.

Hippolyte (2005), states that simulated results show that macroeconomic stability and economic
growth are associated with a declining level of non-performing loans, whereas adverse
macroeconomic shocks coupled with higher cost of capital and lower interest margins are
associated with a rising scope of non-performing loans. Historically, the occurrence of banking
crises has often been associated with a massive accumulation of non-performing loans which can
account for a sizable share of total assets of insolvent banks and financial institutions, especially
during episodes of systemic crises. More recently, the apparent association between non-

performing loans and banking crises was further corroborated by the 1997 East Asian financial



and banking crisis which left the four countries severely affected, with a more than threefold
increase in their volume of non-performing loans in the period leading up to the crisis. For
instance, in Indonesia where over 60 banks collapsed during the crisis, non-performing loans
represented about 75% of total loan portfolios (Caprio ef al, 2002). The banking crisis which
affected a large number of Sub-Saharan African countries in the 1990s was also accompanied by

a rapid accumulation of non-performing loans.

Non-performing loans generally refer to loans which for a relatively long period of time do not
generate income; that is the principal and/or interest on these loans has been left unpaid for at
least 90 days. Alan (2004) noted that since 2002 the Government of Kenya has sought to initiate
reforms in a wide range of areas in light of problems in the financial sector that concern the
government and undermine the prospects of achieving its main objective for the economy. Such
symptoms he said include: An excessive ratio of non-performing loans in some major banks;
persistence of wide interest rate spreads and a high cost of credit; insufficient quantities of credit
and poor quality credit assessments; weak legal arrangements creating long delays in contract
enforcement etc. Jevans (2010), points out that the Kenya banking sector is reeling from an
escalating stock of non-performing loans. The Kenyan banking sector was in the 80’s and 90’s
saddled with a momentous Non-Performing Loans (NPLs) portfolio. This invariably led to the
collapse of some banks. One of the catalysts in this scenario were “Serial defaulters”, who
borrowed from various banks with no intention of repaying the loans. Undoubtedly these
defaulters thrived in the “information asymmetry” environment that prevailed due to lack of a

credit information sharing mechanism.

Commercial banks are the foundation of the payment system in many economies by playing an
intermediary role between savers and borrowers. They further enhance the financial system by
ensuring that financial institutions are stable and are able to effectively facilitate financial
transactions. As at 31" December 2011, the banking sector in Kenya comprised of the Central
Bank of Kenya, as the regulatory authority, 44 banking institutions (43 commercial banks
(appendix-I) and 1 mortgage finance company - MFC), 4 representative offices of foreign banks,
6 Deposit-Taking Microfinance Institutions (DTMs), 118 Forex Bureaus and 2 Credit Reference
Bureaus (CRBs). Out of the 44 banking institutions, 31 locally owned banks comprise 3 with
public shareholding and 28 privately owned while 13 are foreign owned. The 6 DTMs, 2 CRBs

and 118 forex bureaus are privately owned. The foreign owned financial institutions comprise of
4



9 locally incorporated foreign banks and 4 branches of foreign incorporated banks (CBK annual
report 2011). Each of these financial institutions desire to maximize profits as consistent

increment in profitability is associated with stability.

Overall, the banking sector in Kenya is controlled by five banks namely, KCB, Equity, Co-
operative, Barclays and Standard Chartered, which together account for 50% of the entire
sector’s asset base (Think Business May 2012 Vol 1, no. 3). The Banking sector is an
indispensable financial service sector supporting development plans through channelizing funds
for productive purpose, intermediating flow of funds from surplus to deficit units and supporting
financial and economic policies of government. The importance of bank’s stability in a
developing economy is noteworthy as any distress affects the development plans (Rajaraman et
al 2002) thereby the economic progress (Thiagarajan, et al, 2011). The stability of banking hence
is a pre-requisite for economic development and resilience against financial crisis. Like any other

business, success of banking is assessed based on profit and quality of asset it possesses.

Even though bank serves social objective through its priority sector lending, mass branch
networks and employment generation, maintaining asset quality and profitability is critical for
banks survival and growth. A major threat to banking sector is prevalence of Non-Performing
Assets (NPAs). NPAs represent bad loans, the borrowers of which failed to satisfy their
repayment obligations (Siraj et al 2012). Michael et al (2006) emphasized that NPA in loan
portfolio affect operational efficiency which in turn affects profitability, liquidity and solvency
position of banks. Batra (2003) noted that in addition to the influence on profitability, liquidity
and competitive functioning, NPA also affect the psychology of bankers in respect of their
disposition of funds towards credit delivery and credit expansion. NPA generate a vicious effect
on banking survival and growth, and if not managed properly leads to banking failures. Many
researchers including Chijoriga (2000) and Dash et al (2010) showed the relationship between
bank failures and higher NPAs worldwide. In Kenya, commercial banks play an important role in
mobilizing financial resources for investment by extending credit to various businesses and
investors. Lending represents the heart of the banking industry and loans are the dominant assets
as they generate the largest share of operating income. The liberalization of the Kenya banking
industry in 1992 marked the beginning of intense competition among the commercial banks,

which saw banks extend huge amounts of credit with the main objective of increasing
5



profitability. Some of the loans were “political loans” granted with little or no credit assessment;

other loans were made to insiders, all of which subsequently became non-performing.

The low quality loans led to high levels of non-performing loans and subsequently eroded profits
of banks through loan provisioning some of which appeared out rightly political. Commercial
banks adopt different credit risk management policies majorly determined by, ownership of the
banks (privately owned, foreign owned, government influenced and locally owned), credit
policies of banks, credit scoring systems, banks regulatory environment and the caliber of
management of the banks. Expanding lending in the short-term boosts earnings, thus the banks
have an incentive to ease their credit standards in times of rapid credit growth, and likewise to

tighten standards when credit growth is slowing (Rajan 1994).

Banking sector remained stable in 2003 and reported improved performance resulting from lower
bad debts charge, reduced operation costs and significant inflow of foreign deposits into local
banking system. Two financial institutions were placed under statutory management and one
under liquidation in 2002/03. Central Bank Act was amended to allow formation of a Monetary
Policy Committee (MPC) in 2004 and transferring powers from the Minister to Central Bank of
Kenya, to develop risk management guidelines to cover the most common types of risk and to
vet Board of Directors, senior management and significant shareholders. The banking sector
remained stable in 2005/06 but two financial institutions; Daima Bank Ltd and Prudential
Building Society were closed and assets and liabilities of two others were acquired. Commercial
Bank of Africa acquired the assets and liabilities of First American Bank Ltd and East Africa
Building Society (Central Bank Annual Supervision Report, 2006). In 2006, banking sector
remained stable while financial performance improved significantly as evidenced by impressive
growth in institutions balance sheets and pre-tax profits. One bank was put under statutory

management following heighted adverse publicity related to its alleged malpractices.

Non-performing loans decreased due to enhanced corporate governance and risk management as
well as enforcement of strict provisioning by the central bank of Kenya. Establishment of credit
bureaus continued to receive emphasis from the central bank of Kenya to encourage sharing of
information (Central Bank Annual Supervision Report, 2006). In 2007, non-performing loans

decreased attributable to government of Kenya reduction of non-performing loans in one leading
6



bank, recoveries and write-offs in a number of other banking institutions. Two commercial banks
were licensed that are Sharia compliant i.e the First Community Bank and Gulf Bank (Central
Bank Annual Report, 2008). The main challenges to commercial banks in their operations are the
disbursement of loans and advances. There is need for commercial banks to adopt appropriate
credit appraisal techniques to minimize the possibility of loan defaults as this may lead to
adverse effects such as the depositors losing their money, lose of confidence in the banking

system, and financial instability (Central Bank of Kenya, 1997).

The Basel Committee on Banking Supervision states that “effective corporate governance
practices are essential to achieving and maintaining public trust and confidence in the banking
system, which is critical to the proper functioning of the banking sector and the economy as a
whole’’. A close examination of the failed banks identified the following weaknesses which were
common in most of them; large credit exposures, lending to connected parties, poor or absence
of a credit policy, incompetent management coupled with ineffective boards, foreign exchange
exposures and an absence of or inadequate risk management frameworks (Caleb et al 2011). It
must further be noted that Banks are highly leveraged institutions, funding their assets largely
from customer deposits and must therefore be accountable to their depositors “ibid”. Weaknesses
in the Kenya banking system became apparent in the late 1980s and were manifest in the

relatively controlled and fragmented financial system.

Differences in regulations governing banking and non-bank financial intermediaries, lack of
autonomy and weak supervisory capacities to carry out the Central Bank’s surveillance role and
enforce banking regulations, inappropriate government policies which contributed to an
accumulation of non-performing loans, and non-compliance by financial institutions to
regulatory requirements of the 1989 Banking Act among others posed a challenge to the Kenya
banking system. Many banks that collapsed in the late 1990°s were as a result of the poor
management of credit risks which manifested in high levels of non-performing loans (Central
Bank Supervision Report, 2005). It is also important to note that the health of the financial
system largely depends on their capacity to identify and measure, monitor and control their risks.
Banks face a wide range of complex risks in their day to day operations, including risks relating
to credit, liquidity, exposure concentration, market risks, settlement, and internal operations. The

nature of banks’ business particularly the maturity mismatch between their assets and liabilities,
7



their relatively high gearing and their reliance on creditor confidence creates particular

vulnerabilities.

The Central Bank of Kenya was established in 1966 through an Act of Parliament - the Central
Bank of Kenya Act of 1966, out of a desire to have an independent monetary and fiscal policy. In
addition to performing the duties of traditional commercial banks, the Central Bank of Kenya has
the special responsibility of ensuring price stability by preventing inflation, creating monetary
policy and supervising other commercial banks. The Central Bank of Kenya Act of 1966 set out
objectives and functions and gave the Central Bank limited autonomy. Since the amendment of
the Central Bank of Kenya Act in April 1997, the Central Bank operations have been
restructured to conform to ongoing economic reforms (The CBK website). Section 4 of the
Central Bank of Kenya Act states the core mandate of the Bank as follows: The principal object
of the Bank shall be to formulate and implement monetary policy directed to achieving and
maintaining stability in the general level of prices; The Bank shall foster the liquidity, solvency
and proper functioning of a stable market- based financial system; and Subject to (1) and (2), the
Bank shall support the economic policy of the Government, including its objectives for growth
and employment. CBK remains the single most important regulator on commercial banks. It
directs and controls commercial banks and financial institutions to adhere to the market
requirements and demands. Other regulators include the Ministry of Finance, Capital Markets

Authority (CMA), Kenya Revenue Authority and Insurance Regulatory Authority etc.

Until fairly recently, corporate governance was not a topic that attracted much public attention.
However, recent events, such as the Enron scandal and other corporate governance failures
including events that led to the recent financial crisis, have made corporate governance a major
topical issue. The recent events have highlighted the important role that corporate governance
plays in a modern financial sector and the economy at large. The Bank of Zambia has been
periodically reviewing the Banking and Financial Services Act (BFSA) to bring it up to date with
international standards and current global practices. One of the areas the Bank has continued to
strengthen on the corporate governance provisions is to ensure that the board of directors and
senior management of banks and financial institutions conduct the affairs of their institutions

prudently (Caleb, 2011).



The global financial crisis brought out some very important lessons. We should not think of more
regulation but better regulation (Njuguna, 2011). Better regulation entails; 1) A regulatory regime
that can readily identify weaknesses and emerging vulnerabilities, i1) A regulatory regime
capable of analyzing risks and so adequately pricing risks, iii)A regulatory regime that provides
appropriate incentives (penalties) to induce prudent behavior in the market place, iv) A

regulatory regime that encourages innovations and strong institutions to develop.

Objectives of Financial Sector Regulation (Nzomo, 2009) include: Customer Protection to
ensure, Market failures are corrected, Information asymmetry between suppliers of financial
products and consumers is redressed, Transparency to ensure full, plain, adequate and
comparable information about prices, terms and conditions of financial products, Choice to
ensure fair, non-coercive practices in selling financial products and services and collection of
payments, Redress — inexpensive and speedy mechanisms to address complaints and resolve
disputes, Maintaining financial stability because financial sector: affects long-term economic
growth through its effect on the efficiency of intermediation, allows for monitoring of the users
of external funds, affecting thereby the productivity of capital employed, impacts the volume of
saving, which influences the future income-generating capacity of the economy, affects the
stability of the whole economy. Principles of financial sector regulation “ibid” include; Clear
Objectives — The regulator should have a clear mandate set out in its enabling legislation;
Independence and Accountability - Decisions by the regulator within its sub-sector should not be
subject to undue influence from the Minister or any other parties. Adequate Resources - The
regulator must have adequate funding, preferably through industry levy, so as to ensure
independence and enable the industry have a role in checking the regulator’s spending; Effective
Enforcement Powers — The regulator must be able to take enforcement measures against all the
players that it is required to regulate, Comprehensiveness of Regulation — Regulation should be
comprehensive and not leave any regulatory gaps; Cost-Efficient Regulation — The direct cost of
regulation in terms of levies and fees as well as indirect compliance costs should be reasonable
and not an undue burden on the regulated institutions, Market Developments and Industry

Structure should mirror the sectors being regulated.

According to the Central Bank Annual Supervision Report, 2000, on the basis of sectoral

distribution of gross loans, loan accounts and non-performing loans; during the year ended 31st
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December 2010, over 70% of the sector’s numbers of loan accounts were in personal/household
sector which also accounted for over 28% of the banking sector credit and 31% of the NPLs.
Trade, Manufacturing and Real Estate sectors accounted for about 44% of the sector’s credit and
45% of NPLs (The Banking Supervision Annual Report 2010). On asset quality, gross non-
performing loans (NPLs) declined by 5.1 percent from Ksh. 60.7 billion in December 2009 to
Ksh. 57.6 billion in December 2010, resulting to an improvement in the ratio of gross non-
performing loans to gross loans from 8.0 per cent in December 2009 to 6.3 percent as at

December 2010.

The decline in gross NPLs was partly attributable to recoveries and the improved credit appraisal
monitoring standards and robust domestic economic growth. Over the same period, the total non-
performing loans, net of interest in suspense dropped by 6.2 percent from Ksh. 50.9 billion in
December 2009 to settle at Ksh. 47.7 billion in December 2010. As a result, the asset quality,
which is measured by the ratio of net non-performing loans to gross loans improved from 3.2
percent in December 2009 to 2.1 percent in December 2010. Bad debts charge increased by 28
percent from Ksh. 8.6 billion in December 2009 to Ksh. 11.0 billion in December 2010 due to
bad debts arising from the normal course of business. While the commercial banks have faced
difficulties over the years for a multitude of reasons, the major cause of serious financial
problems continues to be directly related to credit standards for borrowers, poor portfolio risk
management or lack of attention to changes in the economic circumstances and competitive

climate.

Understanding the corporate governance of banks is especially important because of the systemic
risk that banking activity poses for the economy at large as evidenced by the U.S. savings and
loan crisis in the 1980’s, the Asian financial crisis in the 1990’s and the more recent subprime
mortgage crisis (Alexander 2006). Notwithstanding, the economic relevance of banks and of
corporate governance within banks, corporate governance issues related to banks have been
overlooked by prior research, which tends to focus on firms in the non-financial sector (Handley
et al. 2001, Adams et al 2003). Most studies on corporate governance exclude banks from their
samples and have exhibited mixed results regarding the role of corporate governance measures in
explaining financial performance and accounting outcomes. Further, banks are considered by
many to be extremely complex and opaque which may result in information asymmetries that
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intensify agency problems (Morgan 2002). Few empirical studies have specifically investigated
the corporate governance structure of banks and its association with performance. Typically,
prior studies focus on one dimension of corporate governance (e.g., board independence) and
examine its relationship with some outcome variable (e.g., stock return) or an accounting
measure (e.g., total accruals). Studies by Angela (2010), Caleb (2011) and Larcker et al. (2007)
have not delved specifically on internal factors contributing to poor performance of commercial
banks. For this reason, information on the same among commercial banks in Kenya is lacking.
The findings of this study are important in the management of internal factors affecting banks

and financial institutions.

Further, studies particularly focusing on Kenya, have not covered effect of asset quality, capital
adequacy and efficiency on total income of commercial banks due to NPAs. Efforts by
Kabigting, et al (2011) Adebolaa et al. (2011) Rezaee (2008) Caleb (2011), Kundu (2010)
emphasized determinants of NPAs, corporate governance and earnings management. The studies
further focused on relationship between corporate governance reforms and performance of
banks, reasons for NPAs and consequences of NPAs. They left out effect of asset quality, capital
adequacy and efficiency on total income due to non-performing asset portfolios. It remains
unknown the state of the same among commercial banks in Kenya. This study brings to light the
perils of operating banks without clear policies and procedures to manage non-performing assets

and to advice on how better and improved lending practices can lead to enhanced incomes.

The studies have also not covered effect of asset quality, capital adequacy and efficiency on
liquidity of commercial banks due to NPAs. The work of Tracey et al. (2011), Sethi et al (2007),
Batra (2003), Klein (2013), Zeng (2012) and Abel (2011) dwelt on the background of NPAs and
how NPA contribute to performance of banks. They fail to focus on effect of asset quality,
capital adequacy and efficiency on liquidity of banks due to non-performing asset portfolios.
Information is unavailable on the same among commercial banks in Kenya. This study shows

that the soundness and integrity of any bank depends on its liquidity position.

Information is also lacking on effect of asset quality, capital adequacy and efficiency on
profitability of commercial banks due to NPAs. Studies by Zeng (2012), Olweny and Shipho
(2011), Bloem et al. (2001), Mileris (2015), Onuko, Muganda and Osiega, (2015) and Klein
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(2013) delved into economic downturn and loan portfolio, trends of NPAs, bank specific factors
and profitability, determinants of bank asset portfolio and determinants of NPAs in Islamic
Banking. The studies did not cover effect of asset quality, capital adequacy and efficiency on
profitability. For this reason information on the same is still la