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ABSTRACT

This study assessed and deliberated on the influence of liquidity regulation on financial performance of
commercial banks in Kenya. This research employed descriptive research design which is suitable for
description and measurement of phenomena with high level of accuracy. The target population was 31
commercial banks established under banking act and licensed by CBK for the period 2014 to 2018. Secondary
data was obtained and analyzed from published annual financial supervision records at the Central Bank of
Kenya, and banks end year financial to statements. Descriptive data analysis was used to determine mean,
median, tables graphs, and inferential analysis, where correlation analysis and regression analysis was
adopted. The study established that liquidity regulation has positive influence on financial performance of
commercial banks. Therefore, the study concluded that liquidity regulation has significant influence on
financial performance of commercial banks in Kenya. Commercial banks are required by regulators to hold a
certain level of liquidity assets so as they can meet their financial obligation as they arise. By commercial
banks holding adequate liquidity, they reduce possibilities of liquidity risk which have negative effect both to
individual commercial banks and financial sector as a whole. The study recommended that commercial banks
management to motivate their customers to save more money with competitive interest rates, this would
increase their liquidity and capital to lend more money hence improved profits.
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INTRODUCTION

Commercial banks play the important roles of
financial intermediation and finance services geared
towards facilitating productive economic activity.
According to (Kiganda,2014) commercial banks in
Kenya dominate the financial sector and as such the
process of financial intermediation in the country to
banks.
Commercial banks propel the entire economy of

a great extend rely on commercial

any nation by transmitting monetary policy
impulses to the economic system. During their
operation, the banks face competition and other
challenges that expose them to risks and therefore
the need for bank supervision and regulations.
plays a
determining the cost of services of banks such as if

Banking regulation major role in
interests are unregulated it will create a great
discrepancy from one bank to another. This aim is
for ensuring stability in the banking sector (Yona &

Inanga, 2014).

The Basel
(BCBS) is spearheading efforts to reform the global
banking regulatory framework (BCBS, 2010a). BCBS
announced Basel Il proposals in December 2010

Committee on Banking Supervision

which national regulators and regional supervisory
organizations are considering to evaluate its
appropriateness to conditions in their own financial
systems. The impact of financial crisis 2007-2009 on
international financial markets and the real
economy was significant. The significant effects of
global financial crisis revolved around leverage,
capital and liquidity. The existence of the credit
bubble, with

products and techniques and fair value accounting

constant innovation in financial

have to be cited in this context as additional causes
of the phenomenon according to BCBS (2010b).
Again, insufficient bank regulation is considered as
one of the main causes of the financial crisis
(Kombo, 2014). According to Financial Stability
Board (2011, global crises had to greater extent
impacted on banks across the globe. The crisis
resulted from high amount of leverage, low capital
injection and reduced liquidity by many banks.
Consequently, they could not absorb their large

business and credit losses from 2007 and many
banks collapsed (International Monetary Fund,
2010). According to (Agade, 2014) inefficiency in
the banking sector were transmitted to the rest of
the financial sector and to a great extend shrinking
liquidity and credit accessibility.

The financial markets need a strong banking system
that supports transfer and distribution of funds as
finances represent the methods and means through
which funds are sourced, managed, disbursed and
(Driga & Dura, 2014).
commercial banks in the financial markets range

utilized The function

from being intermediaries in funds allocation to

corporate governance and enhancing the
information issues between investors and
borrowers thereby boosting economic

development. Banks are required to be efficient
providing financial services that are viable within
the legal, economic and political environment
(Driga & Dura, 2014) because they are primary
financiers within the economy.

is a composite of an
health,
to meet its

Financial performance

organization’s financial its ability and
willingness long term financial
obligations and its commitments to provide services
Long-term goals

represent the results expected from focusing on

in the foreseeable future.
certain strategies which represent actions to be
taken to accomplish long-term objectives. In wide
context, financial performance refers to the extent
to which financial goals are being or has been
achieved. The results of a firm's policies are
measured against operations in monetary terms.
Measuring indicators such as ROA, ROE and ROI are
used to capture a firm’s internal efficiency.

From the Central Bank of Kenya (CBK) bank
supervision report as at December 2018, the
Kenyan banking sector is regulated by Central Bank
of Kenya (CBK), in which it comprises of 43 banking
institutions (42 commercial banks and 1 mortgage
finance company), 13 Microfinance Banks (MFBs), 3
Credit Reference Bureaus (CRBs), 9 representative
offices of foreign banks, 19 Money Remittance

Providers (MRPs),8 non-operating bank holding
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companies and 70 foreign exchange (forex)
bureaus. In this 43 banking institutions, 40 were
privately owned with Kenya Government having
majority ownership in 3 institutions. From the 40
privately owned banks, 25 were locally owned while
15 were foreign-owned. The 25 locally owned
institutions comprised 24 commercial banks and 1
mortgage finance company. Out of the 15 foreign-
owned institutions, 12 commercial banks are local
subsidiaries of foreign banks and with 3 branches of
banks. All

microfinance banks,

foreign licensed forex bureaus,

credit reference bureaus,
money remittance providers, no operating bank

holding companies and are privately owned.

Statement of the Problem

Liquidity levels of commercial banks underline its
ability to fund
obligations as they fall due. Dubai Bank and Chase

increases in assets and meet

Bank Limited were put under receivership on
August 14, 2015 and 7th April 2016 respectively due
to liquidity and governance deficiencies. The
banking sector’s overall liquidity ratio increased
from 40.4 per cent to 44.7 per cent in June 2016
and June 2017 respectively, with liquid assets
increasing more rapidly than short term liabilities.
The Central Bank’s Prudential Guideline on Risk
analysis of Assets and Provisioning requires
commercial banks to classify facilities availed to
their customers based on financial performance.
The financial performance is dependent potentiality
of the borrower and the loans are classified as
either a watch, sub-standard, normal, doubtful or
loss. The advances and loans in the normal category
decreased to KShs 1,824.7 billion in 31st December
2016, from KShs 1,840.4 billion in 31" December
2015 translating to 0.09 per cent decrease. The
normal category also accounted for 79.6 percent of
the total loans compared to 85.5 percent in 2015.
This is attributed to the deteriorating asset quality
of the banking sector. The interest rate capping law
2016,

slowdown in credit to the private sector has been

implementation in resulted in drastic
observed and posed challenges to the banking and

financial sector. This has underscored the need to

continuously monitor and assess underlying
developments, in respect of which the Monetary
Policy Committee commissioned respective studies
to inform options for effective monetary policy. A
foregoing of the above merging issues in financial
institutions, Financial regulation aims at ensuring
that financial stability is maintained and that there
is a spur at economic growth (Tobias, 2017).
Conversely, a study by KivWanyiri, Mutua and
Malenya (2016) investigated how bank regulation
affects non —performing loans and find that the
correlation is negative between the non-performing
loans and bank regulation. Kamau (2011) and
Mwega (2011) pointed in his study that economic
growth is driven by the banking sector through
efficient allocation of resources to the productive
units in an economy. Bernoulli (2011) argues that
accurate and timely measurement of risk is crucial
when assessing soundness of financial sector and
stability of entire financial system in economy. This
study assessed the influence of liquidity regulation
on financial performance of commercial banks in

Kenya.

Research Objectives

The objective of the study was to assess the
influence of liquidity regulation on financial
performance of commercial banks in Kenya. The
study was guided by the following research

hypothesis;

= Hj: Liquidity regulation has no significant effect
on the financial performance of commercial
banks in Kenya

LITERATURE REVIEW

Theory of Liquidity and Regulation of Financial
Intermediation

Farhi, Golosov and Tsyvinski (2009) developed the
theory of Liquidity and Regulation of Financial
Intermediation. The theory suggests that there are
two informational concerns: agents receive
unobservable shocks and can participate in markets
by engaging in trades unobservable to
intermediaries. Without regulations, intermediaries

are not exposed to risk sharing because of external
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factors arising from arbitrage opportunities. With
regulations in force, intermediaries are exposed to
risk sharing because of an externality arising from
arbitrage opportunities.

Farhi,(2009) cited a liquidity requirement regulation
that corrects such an externality by the interest rate
on the financial markets. They pointed out that
even if markets provide less or excess liquidity and
if liquidity cap or liquidity should be used depends
on the nature of the reactions that agent’s
experience. Again, they demonstrated that the
optimal liquidity requirement implements curbs
client allocation subject to unobservable types and
trades. Furthermore, showed closed form solutions
for the optimal liquidity requirement and benefits
of executing such requirements for the two crucial
cases. Conversely, with the existing literature, the
need for regulation is not dependent on exogenous
incompleteness of markets for overall market
reaction. It is not easy for an individual financial
intermediary to hinder an agent to enter in
contracts with other

additional risk sharing

intermediaries. Possibilities of concealment of
trades can to great extent worsen and even end risk

sharing.

Allen and Gale (2004) found that, without of
aggregate shocks and inadequacy of the markets for

Liquidity Regulations

aggregate risk, no regulation that can improve
when the market reaches equilibrium. In contrast to
the literature, Farhi,(2009) suggested that executing
liquidity regulation requirement on the minimal
(liquidity cap) or the maximal (liquidity cap) amount
of liquidity holdings of the short asset for an
intermediary. The explanation for the market
failure and externality in which intermediaries do
not internalize how liquidity provide to other
intermediaries via the possibility of trades on
private markets. Most importantly, this externality
manifest even when aggregate shocks do not exist.
Contrary to the conclusions of Holmstrom and
Tirole (1998) and Allen and Gale (2004) that the
government plays a role in regulating liquidity only
if aggregate shocks exists. They also availed a closed
form solution for the optimal regulation in two
scenarios: for a setup with logarithmic utility and
for the environment studied by Diamond and
Dybvig (1983). There were practical suggestions in
their model on implications for regulation of
financial intermediation. Numerous intermediaries
or different regions in a country, depending on the
primary nature of the shocks that the agents whom
they interact with experience, should have differ in
form of liquidity regulations.

Financial performance

A\ 4

=  Minimum liquidity Regulation

Independent Variable
Figure 1: Conceptual Framework

Liquidity is another measure that determines the
level of bank financial performance. It is defined by
the bank’s ability to fulfill its obligations, solely of
depositors (Ongore & Kusa, 2013). The global sub-
prime crisis of 2007 to 2008 underlines the need for
liguidity management in financial institutions.
Abdulla, Atheer and Delan (2017) posits that a
requirement for effective liquidity management is
to have both strong internal and external controls
systems over daily operations, it calls for having

= Return on Asset
= Return on Equity

Dependent Variable

contingency plans in place in case they face
liquidity.

According to Dang (2011) optimum level of liquidity
has strong positive relationship with bank
profitability. The uncertainty of how much and
when to withdraw is one of the major reasons of
bank runs. A study by Rochet (2008) found that
liquidity regulation minimizes cases where
depositors withdraw their money at the same time

from bank because they think it will fail. According
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to Devinaga (2010) commercial banks are required
by regulators to hold a given level of liquidity
assets. The financial ratios that are mostly used to
measure the liquidity position of a bank according
to the above author are deposit to total asset and
total loan to customer deposits. The independent
variables were liquidity is measured by aggregate of
loans to aggregate deposit ratio, credit risk
measured by total loans to total ratio of assets,
capital risk computed by total equity capital to total
ratio of assets and operation risk computed by cost
to ratio of income. The dependent variable was
return on equity. According to llhomovich (2009)
used total cash to deposit ratio to compute the
liquidity level of banks in Malaysia. Nonetheless,
the study conducted in China and Malaysia found
that there were no relationship between the
banks and the

performances of banks (Said & Tumin, 2011).

liquidity level of financial

The required minimum liquidity requirement is 20%
in Kenya. But, according to CBK Bank Supervision
Annual Report (2018), the average liquidity ratio as
at December 2018 stood at 48 percent compared to
43 percent registered in December 2017. The
banking sector average liquidity in financial year
ending the in December 2018 was above the
statutory minimum requirement of 20 percent. This
has left many financial analysts on how can banks
hold such amount of cash in a credit needy
economy such as Kenya according to (Kamau,
2009). This was attributed by the CBK to the
banking sector’s choice to invest in the less risky
government securities, whereas Ngugi and Ndung'u
(2000) as (2009)
justification that this liquidity problem is due to
banks at the
discount window, alongside the thin interbank

authored by Kamau made

restrictions put on commercial
market, a high reserve requirement and choice of
government securities. Consequently from the
above foregoing analysis, the Kenyan banking
sector gives an interesting case to assess the impact

of liquidity on profitability.

Research done in Kenya by for 43 commercial banks
which were used for the period 2010 to 2013 the

findings were asset quality and banks to total Assets
as proxies of liquidity were negatively correlated to
financial
2014).

performance and significant (Ngumi,

Empirical Literature Review
Gahuthu,(2016) studied the impact of prudential
regulations on the financial performance of
financial institutions in Kenya.The method of data
collection was mining secondary data from Sasra
data base and the analytical tool used was the
statistical package for social sciences (SPSS). The
research used comparative design and linear
to establish the

prudential requirements. The data was able to

regression model impact of
show low financial performance before legislation
and higher financial performance after legislation.
Further analysis, compared the Betas of a number
of dependent and independent variables before the
regulatory reforms and after. On comparison, all
the Betas showed that the independent variables
such as; capital, credit limit, composition of
memberships and liquidity were not strong pointers
of financial performance but after the prudential
regulations they all became strong predictors. The
study suggested that financial institutions should
stick to prudential regulations for them enjoy

benefits of increased volume of business.

METHODOLOGY

This study used descriptive research design. The
study population was 31 institutions licensed and
regulated under the Banking Act. The study used
purposive  sampling techniques, where 31
commercial banks out of 43 licensed in Kenya were
sampled. The researcher used secondary data
worksheets to obtain data on both macro-
prudential regulations and financial performance of
banks. Data was obtained from Central bank annual
reports and from banks end year financial
statements from 2014 to 2018. Data collection was
guided by

questions. To analyze the data, descriptive statistics

research objectives and research

was used. Data was coded and analyzed using SPSS
version 20 and Excel spread sheet.
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FINDINGS
The objective of this study was to assess the
influence of on financial

liquidity regulation

performance of commercial banks in Kenya. Simple

linear regression analysis was conducted to
establish  the

regulation and financial performance of Commercial

relationship  between liquidity
banks in Kenya. The R square was used to establish
contribution of liquidity regulation on financial
performance. The results were as shown in Table 1.

Table 1: Regression Results of Liquidity regulation on financial performance

Model Summary

Mode R R Adjusted R Std. Error Change Statistics
| Square Square of R Sq F Change df df2 Sig. F
Estimate Change 1 Change

1 .303° .092 .088 .6830 .092 8.728 1 153 .004

a. Predictors: (Constant), Liquidity regulation
ANOVA?®
Model Sum of Squares Df Mean Square F Sig.
1 Regression 4.072 1 4.072 8.728 .004°
Residual 71.382 153 467

Total 75.454 154
a. Dependent Variable: Financial performance
b. Predictors: (Constant), Liquidity regulation

Coefficients®
Model Unstandardized Standardized T Sig.
Coefficients Coefficients
B Std. Error Beta

1 (Constant) 1.133 .657 1.725 .087

Liquidity regulation 1.954 .661 .303 2.954 .004
a. Dependent Variable: Financial performance
The outcome established that there was a Where Y= financial performance,
statistically  significant  relationship  between B0=1.133 (constant)
liquidity regulation and financial performance of
Commercial banks in Kenya. Liquidity regulation B.=1.954
accounted for 9.2% (R® = 0.092) variations in the X,= Liquidity regulation
financial performance of commercial banks in

Replacing in the equation above, the model

Kenya. The F value was more than zero, F=8.728,
P=.004, therefore, liquidity regulation is a significant
predicator of financial performance of Commercial
banks in Kenya.

Results also showed that liquidity regulation had a
positive, linear and significant (p-value is less than
0.05) relationship with the financial performance of
Commercial banks in Kenya {regression coefficient,
B=1.954, t-test value, t=2.954 and P=0.004}. The
results were represented in the following model:

Y = B0 + B1X; +€

becomes: Y=1.133 +1.954X;

From the above equation, the constant had
coefficient of 1.133, p=0.087, this implied that in
the absence of liquidity regulation, financial
performance would be at 1.208. This performance
would be insignificant (P>0.05). On the other hand,
liquidity regulation had regression coefficient of
1.954. This held

constant, a unit increase in liquidity regulation

implied when everything is

would results to a significant increase in financial
performance by 1.954 units. This finding was in
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agreement with Ly (2015) who found that liquidity
regulation is positively associated with performance
of commercial banks. Capital regulation, official
supervision, and restriction on bank activity policies
are positively related to bank performance while
deposit insurance, private monitoring practices
have negative relationship with bank performance.
Mashamba (2018) empirical results demonstrated
that regulatory pressure stemming from Liquidity
Coverage Ratio requirement increased instead of
diminishing the profitability of banks in emerging
markets although it reduced non-performing loans.
The plausible explanation given for this evidence
was that banks in emerging markets managed their
liguidity in a manner that is consistent with
Liquidity Coverage Ratio rule hence the regulation
had no detrimental effects on banks in emerging
economies.

The study hypothesis (H,) stated that liquidity
regulation has no significant effect on the financial
performance of commercial banks in Kenya. Results
indicated that liquidity regulation has significant
influence on financial performance of Commercial
banks in Kenya. The hypothesis was therefore
rejected. The results indicated that a unit increase
in liquidity regulations would lead to 1475 units’
financial

improvement in performance  of

Commercial banks in Kenya.

CONCLUSIONS AND RECOMMENDATIONS

The study sought to assess the influence of liquidity
regulation on financial performance of commercial
banks in Kenya. Liquidity regulation was measured
using the ratio of total customer deposits to total
loan. There was significant relationship between
liquidity regulations and financial performance of
bank as Pearson

commercial indicated by

correlation coefficient. Simple regression analysis
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