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ABSTRACT
The purpose of this study was to determine thetioglship between off-balance sheet
activities and solvency of commercial banks in Kenyo facilitate and to achieve the
objectives of the study, secondary data was celteétom commercial banks financial
statements. A census survey design was employed.
The findings were that there was a great variatiorsolvency of the commercial banks
dues to changes in risk averaging at -0.517 fofitteeyears. The study also found out that
liquidity which averaged at 0.373 has a less impattsolvency whereas profitability
standing at 0.469 has a moderate impact on solveh@ommercial banks. The study
therefore concludes that risks of commercial baagsa result of banks including off-
balance sheet activities in the trading operatiocseases overall risks and thus affects
solvency and stability and was found to be the ngaimtributor of bank insolvency. This is
an indication that change in solvency of commerbiahks could be accounted for by
changes in risk, liquidity and profitability.

The recommendations were that there is need fonwgial banks in Kenya to maintain
an adequate level of liquidity which depends onitistitution’s ability to efficiently meet
both expected, unexpected cash flows and collatezatls without adversely affecting
either daily operations or the financial conditioh the institution. There is need for
Commercial banks in Kenya to increase their sterhtassets it was revealed that increase
in banks liquidity positively influence the solvenof the banks. There is need for
commercial banks to decrease their operation sk aas found that risk is negatively
associated with solvency of commercial banks
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CHAPTER ONE

INTRODUCTION
1.1 Background to the study

The traditional banking business has been to makg-ferm loans and fund them by
issuing short-dated deposits, a process that ismmty described as “borrowing short
and lending long.” In recent years, fundamentalneoaic forces have undercut the
traditional role of banks in financial intermedati As a source of funds for financial
intermediaries, deposits have steadily diminished importance. In addition, the
profitability of traditional banking activities shias business lending has diminished in
recent years. As a result, banks have increastoghed to new, nontraditional financial
activities as a way of maintaining their positiafaancial intermediaries. One of these

activities has been engaging in off-balance shetetiges (Mason, 2009).

The growth off-balance sheet activities in the néqeast, that came as a response to the
need of corporate and firms for different typeggo&rantees has had conflicting impact
on financial stability and bank soundness. On st firand, diversification into non-
traditional activities has been beneficial to thanking sector specifically by
implementing an additional fee income or by conostig new technique for hedging
specific risk (Berger, 2009). On the other hand-traditional activities did influence
bank condition by increasing bank exposure to wbfie types of risk and by creating

bank incentives to more risk taking (Instefjord02Q



In economic terms, off-balance-sheet items areiicgant assets and liabilities that affect
the future rather than the current shape of a cacialdank’s financial statements and
do not appear on the banks financial statementkerahey appear as notes to the
financial statements. They directly affect futurefitability and solvency (Berger, 2009).
Consequently, efficient management of these itesreentral to controlling overall risk
exposure in modern commercial banks. An item owviggtis an off-balance-sheet asset
if, when a contingent event occurs, it moves oht® asset side of the balance sheet.
Conversely,7 an item or activity is an off-balarsteet liability if, when the contingent

event occurs, it moves onto the liability sidelod balance sheet.

Many off-balance-sheet activities involve riskstthdd to the commercial banks’ overall
risk exposure. Thus, bank management must paycpkatiattention to risk assessment
procedures and internal controls However, somdalfnce-sheet activities can hedge or
reduce the interest rate, credit, and foreign exgbaisks of commercial banks (Houpt
& Embersit, 2004). According to Hassan (2007), lidfance-sheet activities have both
risk-increasing and risk-reducing attributes. Irdiidn, off-balance-sheet activities are
now an important source of fee income for many cenwml banks. One of the most

important choices facing a commercial banks manisgéie relative scale of on- and off-

balance-sheet activities (Panayiotis, AnthanasqgBrissimis, & Mathaios, 2005). In

their study on the determinants of bank profitéilthey discovered that off-balance
sheet activities determine a great deal the ptofita and thus the main operations of
commercial banks. This is because profitabilityed@ines the growth of the commercial

banks.



1.1.1 The Off-Balance Sheet activities

Banks could engage in a variety of off-balance slamtivities which include bank

acceptances, unused commitments, financial stardtigrs of credit, performance

standby letters of credit, commercial and similattdrs of credit, securities, credit
derivatives, spot foreign exchange contracts, @sterate contracts, foreign exchange
contracts, equity derivative contracts and comnyoditrivative contracts. These different
types of off-balance sheet items present heteraysneharacteristics and thus could
impact differently bank risk taking behavior, bamsgerations which could also affect the

banks chances of survival( Nachane & Ghosh, 2002).

These off-balance sheet activities can be classifiéo two main categories, namely;

credits and loan substitutes and derivatives.

Credits and loans substitutes include bank acceesarloan commitments, letters of
credit and loans sold while derivatives includeufas, forward, swaps and options. They
both provide liquidity and hedging services to aygtionsl while the bank earns a fee
income on them.

Many questions could be asked about the relatidwdsn credit substitutes and bank
risk exposure or bank solvency. Such items areuacecof fee income, which enhances
the profitability and performance of banks, if ebimg being is held constant. Avery

and Berger (1991), conducted a study in the USfaumad that loans issued by U.S banks
under commitment appear to have slightly bettefoperance on average than other
loans, suggesting that such loans generate lile or that this risk is offset by the

selection of safer borrowers and the income geeérat



The relation between bank risk exposure and dévevgiroducts differ according to the
way such items are used. Banks buy and purchasetiees mainly to respond to the
clients’ needs or to hedge specific risk. Altermally derivatives could also be used to
speculate and to take market positions. When baekderivatives to corporations and
other commercial banks to help them in hedgingnfoiea exposure, they act as dealers
taking fees and making the difference between thidimand ask prices on purchases and
sales. Using derivatives in such a manner coulde Haath rewarding and penalizing
impact. According to Jason and Tylor (2000), thecsiative use of derivatives subject
banks to higher rather than lower risk exposureaamdlead to significant financial losses
that may threaten the solvency of commercial baKksifman (1999) pointed out that
there are several risks inherent in the growingafsderivatives. In particular, Kaufman
in his study describes how the marketability oets&xposes assets of commercial banks
to financial losses due to the changing circumstamt the market. The risks subject the
asset to market risk and warn about the “illusidriquidity which is the belief that

anything can be bought and sold at any momenitria &t a fee.

Hassan and Khasawneh, (2009) tested the impacffefesht derivatives on the riskiness
of several U.S. bank holding companies. They fouhdt among the derivatives
contracts, swaps are the major contracts thatrex@porated in market risk valuation.
Results show that such contracts are viewed agewbkcing tools. Concerning the other
types of derivatives the study shows that futufesyards, and options do not seem to
have a major effect in valuation of bank markek.ridowever, they find a significant

positive relationship between these three typeteakatives and market systematic risk.



Jay Choi and Elyasiani (1996) found that the usdavivative contracts by commercial
U.S. banks creates a significant additional potésystematic risk beyond the level that
reflects a bank’s traditional financial statemerpa@sures. Lepetit, (2007) conducted a
study concerning the risk diversification impactusing off-balance sheet items on bank
performance and return, show that European banfianehng into non-interest income
activities presented higher risk and higher insotyerisk than banks which mainly

supplied loans.

1.1.2 Solvency of Commercial Banks

Commercial banks operate by attracting depositdrs place various amounts of money
in a bank for a predetermined interest rate. Thk lz@vertises a rate that will attract the
greatest amount of deposits and once the monay deposit, the bank then advertises a
loan rate based on the risk of that money in tlememic environment (Mason, 2009).
Solvency is often referred to as solvency risk @gR@)02) and is what banks consider
long-term viability of banks to remain liquid andofitable. If a bank takes on bad loans
or its security portfolio declines in value, thés ¢apital accounts, which are designed to
absorb these losses, become stressed. If investalepositors become aware of this
problem, they may withdraw their funds and the bailkbecome insolvent and close its
doors.

In the context of off-balance sheet activities,ksahave taken to selling these products to
corporate clients with an aim of increasing theome portfolio as well as diversify
portfolio risks. As such, banks might engage intraitional financial activities that
promise higher returns but carry greater risk. v etivity that has generated particular

concern recently is the expanding role of bankdesders in derivatives products. There



is a fear that in seeking new sources of revenukerivatives, banks may be taking risks
that could ultimately undermine their solvency gussibly the stability of the banking
system (Mason, 2009)

Prices and yield on bank stocks and on large urgédsdeposits can serve as an early

warning sign of a bank headed toward insolvencyséR8002).

According to Khambata (2001), engagement in thebafdnce sheet activities also help
to improve the commercial banks’ scope of operatiand diversification of product

lines and earnings. Nevertheless, according to dass al. (1993), off-balance sheet
activities such as guarantees will increase barikk’ because the bank is obligated to
make payments in future under certain circumstgnedsch may appear to be

unfavorable to the bank. Besides, off-balance she@tities can lead to increase in credit
risk because these activities provide an oppostutatincrease leverage significantly
without additional regulatory requirements (Benn2®03). In addition, off-balance sheet
activities such as involvement in derivatives tngdimight increase interest rate and
foreign exchange exposures as well as increasedfadility of the banks, which will

indirectly, affect the banks’ profitability and sehcy in the long run.

1.1.3 Off-balance sheet activities and Solvency of Commercial banks

Off-balance sheet activities lead to commerciakisansolvency from the fact that they
increase the risks especially credit and markks risie to their nature in the sense that
they are undertaken by the banks as commitmerdsraacts whose obligations are to be

fulfilled at a future date. Though they generatmime through fees and commissions,



bank managers are taken to task to ensure thattilne generated well covers for the

risks added by engaging in the off-balance shdetites (Rose, 2002)

Karim and Chan, (2007) in their report note thatomporation of off-balance sheet
activities in valuation of credit risk of commerkcltzanks reduces and diversifies the risk
portfolio. However when distinguishing between fegsed and trading revenues, he
found that it is almost the fee based revenuesptedented the positive link with bank
insolvency.

Consequently, expansion of off-balance sheet dietsvielative to on-balance sheet assets
by the banks increases crisis probability. Durad bBozano, (2012) also concurs with
Karim and Chan, (2007) but notes that the crisisscaled off by the improved
profitability and diversified risk portfolios and all the commitments are honoured by

the banks clients’ liquidity is also improved frantreased income.

Additionally, John & Murphy (2006) found that oflance sheet activities such as
involvement in derivatives trading might increasgerest rate and foreign exchange
exposures as well as increase the volatility ofttaeks, which will indirectly affect the
banks’ profitability in the long run. As such, imder to respond to increased pressure
provided by non-banking firms and foreign commedrbanks, commercial banks are
trading in futures, options and swaps. These arfebalénce sheet activities or
instruments which have allowed banks to transferdtration of their balance sheet in
order to manage without incurring additional cdprequirements (Hundman, 2003).

However this has not stopped banks to increaseessprely the extent to which they do



business off the balance sheet. Boyd and Graha8#fE¥gue that, if account is taken of
the relative movement of bank transactions fromtmroff-balance sheet, the widely
acknowledged decline in the share of intermediatiptraditional figures is turned into a
moderate increase.

1.1.4 Commercial Banksin Kenya

The Kenyan banking industry is one of the broadest most developed in sub-Saharan
Africa with 49 financial institutions, comprising34commercial banks, 1 mortgage
finance company and five deposit-taking microfirentstitutions (Central Bank Annual
Supervision Report, 2012). These institutions, glatith the Kenya Post Office Savings
Bank, make up Kenya’s formal banking sector angdes@2.6 percent of Kenya's adult
population, according to Financial Access househmldvey Beck, Fuchs, Getenga,
Getenga, Gatere, (2010Kenya’s financial sector is mostly dominated bymenercial
banks, though the level of bank penetration i$ lsw. Commercial Banksire licensed
and regulated pursuant to the provisions of thekBanAct and the Regulations and
Prudential Guidelines. By December 2012 there wi&eegistered commercial banks

(Central Bank, Financial Stability Report, 2012).

While the commercial banks have faced difficult®eer the years for a multitude of
reasons, the major cause of serious financial pmblcontinues to be directly related to
credit standards for borrowers, poor portfolio rrelenagement or lack of attention to
changes in the economic circumstances and conyagetiimate (Central Bank Annual
Supervision Report, 2012). The credit decision &hbe based on a thorough evaluation

of the risk conditions of the lending and the ch#astics of the borrower.



Foreign owned banks are be viewed as likely souotdmancial vulnerability due to

their exposure to foreign finance, though stressstand financial soundness indicators
showed that the foreign banks operating their slidnseés in Kenya were stable and
sound as there was no evidence that the shargeffiobanks (in terms of core capital)

changed fundamentally between 2007 and 2010.

Commercial banks in Kenya shift to non-interestome as banks in Europe, the USA
and or India. This has redefined the current aedftiture of banking, with far reaching
implications on bank resource allocation for bamlpesvision and risk management.
There is mixed literature about the effect of dtdbi fee based activities on profitability
and risk profile of banks in Kenya. Bank size sedamsletermine expansion into fee-
based services. If fee based income lowers vailavli bank profits, this may suggest
advantages for mergers and acquisitions and a rwweeate universal bank models.
According to Rudi (2000), who concentrated morghanshift in banking regulation and
supervision the shift, will complicate the wholenking industry as new rules will have

to be devised.

1.2 Research problem

In today’s highly competitive market, commerciahka may turn to off-balance-sheet
activities to earn increased fee income to offgeliding profitability on their traditional

intermediation business. They seek to provide ttiegnts with a fuller range of financial
services, giving them added flexibility in tappiogpital and credit markets by allowing
them to better hedge their exposures. AccordinBdnok for International Settlements,

derivatives allow credit risk to be more easilynsgerred and potentially more widely



dispersed across the financial market (Bank foertrdtional Settlement, Consultative
Document, 2007). Further banks regulators are dimed with a question of

diversification of revenue by engaging in off-balansheet activities and whether the
diversification delivers benefits for banks and makem resilient to adverse effects on

income and bank earnings shocks. (Vallascas, 2011).

Various studies have concluded that the relatidawden a bank’s level of off-balance-
sheet activity and its risk position is unequivocel the larger the off-balance sheet
activity is, the lower its risk position should Bdevertheless, recent bank failures suggest
that the off-balance-sheet activity -risk relatismot so clear.

There is conflicting evidence on whether the engaage in off-balance sheet activities

has an effect on bank stability.

In Europe, Mercieca, (2007) investigates whetherabserved shift to off-balance sheet
activities improves performance of small Europegedit institutions. Using a sample of
755 small banks for the period 1997-2003, the sfodpd no direct relationship between
trading in off-balance sheet items and performaoceommercial banks within and

across business lines and an inverse associatiored® non-interest income and bank

performance.

In the US, Stiroh, 2004 investigating if non-intgrancome as a result of engaging in off-
balance sheet activities is the answer for reduoireg-reliance on interest income, finds
that the shift to noninterest income for US banksassociated with higher risk and
reduced risk-adjusted returns. In particular tneifigs indicate that in terms of bank risk

and return, there is a clear negative associatawden non-interest income shares and

10



profits per unit of risk. Trading activities appearbe the biggest drag on profit per unit
of risk and suggest that continued expansion mamaitely lower risk-adjusted returns,
while fiduciary income is associated with highepoffir per risk and more stable net
income growth.

In Malysia, Karim and Chan (2007) conducted a sttalyanalyze how the off-balance
sheet activities of the locally-owned commerciatkmaffect the banks' performance in
terms of banks' exposure to various types of risksk's profit, and the banks' leverage.
The results indicate that the relationship betwten off-balance sheet activities and
interest rate risk, unsystematic risk, and overak of the banks is insignificant.
Nevertheless, the results indicate that marketigskignificantly influenced by the off-
balance sheet activities. In terms of banks' peréorce, it is found that the stock return is
negatively related to off-balance sheet activitidoreover, there is no significant
relationship between off-balance sheet activitiesl aeturn on equity, leverage, and

liquidity ratio.

Since no study has been conducted in Kenya onfteet ®f off-balance sheet activities
on the operations of Commercial banks there isaviedge gap which will be filled by
this study. Coupled with the fact that the existiitgrature seems to be conflicting there
is need to find out whether off-balance sheet da/are worth it for commercial banks
or are a major cause of their non-performance aihgré. This study will seek to fill that

knowledge gap.

11



1.3 Objective of the study
To determine the relationship between off-balanbeet activities and solvency of

Commercial banks in Kenya.

1.4 Valueof the study

The results of this study will be useful to thddaling;

Commercial banks in Kenya-It will seek to provideetul information on proper
utilization and management of the contingent assets liabilities to maximize the
profitability and liquidity of commercial banks ikenya. Bank managers can be in a

better position to hedge the various risks assediaith off-balance sheet activities.

Banking Sector-The information will also spreadotber areas of the banking sector in
order to improve the performance of the bankingigtdy as a whole. Banks will also be
able to effectively manage their assets and ernbatghere is maximum utilization of the
contingent assets and liabilities. This will beotgh increased income from the off

balance sheet activities.

Corporations-Corporate managers and directorsusél the information to maximize on

the offers given by commercial banks to enhanddirtgafor their corporations. This will

in turn help in the growth of the economy.
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CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter covers the studies of other scholahe area of study. This area of study is
of critical role especially to bank managers andhagers of corporations dealing with
Commercial banks and therefore various scholare lmeen interested in this area to
unravel why off-balance sheet activities had inseglatremendously in the recent past

and how they affect banks operations.

2.2 Theoretical review

This chapter reviews the various theories that stppe proliferation and use of off-

balance sheet activities by Commercial banks

2.2.1 Diverdification Hypothesis

Financial institutions in recent years have indreglg been generating income from “off-
balance sheet” activities and fee income. Albertamzl Gambacorta (2006) as cited by
Uzhegova (2010) noted that the decline in intemestgins, has forced banks to explore
alternative sources of revenues, leading to diffeasion into non-traditional financial
operations. The concept of revenue diversificatalows the concept of portfolio theory
by Harry Markowitz (1952), which states that indivals can reduce firm-specific risk
by diversifying their portfolios. The proponentsin€ome diversification or product mix
for banks argue that diversification provides dktand less volatile income, economies

of scope and scale, and the ability to leverageageamal efficiency across products

13



(Choi and Kotrozo, 2006). Chiorazzoet al (2008)eddihat as a result of trading in loan
commitments and letters of credit, as part of th&ructuring of commercial banks in
Ghana lead to increase in the efficiency and mbility of the banks due to increased
income and decreased portfolio risk. They furthguad that the diversified portfolio

reduces total risks because income from non-int@#ities is not correlated or at least
perfectly correlated with income from fee basedvécets and as such diversification

should stabilize operating income and give riseatanore stable stream of profits

(Uzhegova, 2010).

The opposite argument to diversification to nomitianal banking activities is that it
leads to increased agency costs, increased organaacomplexity, and more so
banking risks. Kotrozo and Choi (2006) mentionedt tHiversification to off-balance
sheet activities resulted in increased credit asll market risk for commercial banks in
the Philipines. They further argued that the besefi the diversification, being increased
income will only be felt by the banks only if thecome generated is consummerate to
the risks associated with engaging in the off-bedasheet activities. As such, the benefits
of diversification and performance of banks wowddamble an inverted-U in which there
would be an optimal level of diversification beyomdich benefits would begin to

decline and may ultimately become negative.

2.3 Empirical review
This chapter reviews the literature of other awthar the relationship between off-

balance sheet activities and performance of comaidranks.

14



2.3.1 Off Balance Sheet activities and Risks of Commercial banks

Financial risk in a banking organization is podgipithat the outcome of an action or
event could bring up adverse impacts. Such outcaoekl either result in a direct loss
of earnings / capital or may result in impositidnconstraints on bank’s ability to meet
its business objectives. Such constraints posgkaad these could hinder a bank's ability
to conduct its ongoing business or to take bepéfipportunities to enhance its business.
Commercial banks are exposed to a variety of resk®ng them; interest rate risk,
foreign exchange risk, political risk, market rifiguidity risk, operational risk and credit

risk (Wolfe and Sanya, (2010)

As the growth of the off-balance sheet activitiesréased over the recent past, so have
the banks’ off-balance-sheet risks. There is a ngereeral concern that a number of the
off-balance sheet activities may have the effeatarfcentrating risks within the banking
system as a whole which were previously more widdigpersed. This applies
particularly to foreign exchange and interest r&gk. At the same time, it is recognized
that, while some banks will have increased thek profiles, other banks, as well as bank
customers, now have considerably greater opporesnid limit and control their overall

risk exposures and to reduce their cost of borrgwin

A study by Boyd and Graham (1986) examined thesrasbsociated with diversification
of banks into non-bank activities for the period7194983. Their study concluded that
non-bank activities were positively related to tiek of the banks during the period
1971-1977. They highlighted that the level of agsttan between risk of failure and non-

bank activities increases when there is no tiggtulation on non-bank activities. As a

15



result, the positive relationship between the tadables disappears when there are more

stringent rules and regulations.

According to Yusuf et al., individual types of risksociated with most off-balance-sheet
business are in principle no different from thossogiated with on-balance-sheet
business. It therefore suggests that off-balaneetshisks cannot and should not be
analyzed separately from the risks arising frombalance-sheet business, but should be
regarded as an integral part of banks’ overall pisKiles. Approaching off-balance-sheet
activities in this way has the additional meritre€ognizing their value when they serve
to hedge risks present within the balance shedtb&@ance-sheet risks can be analyzed
from two angles which are mostly influenced by lbéftance sheet activities namely;

market or position risk and credit risk.

Hassan (1993) examined the relationship betweehadéince sheet activities and market
risk of large commercial banks of the United Statds found that off-balance sheet
activities contribute to the overall diversificatiof the bank portfolio risk. Nevertheless,
off-balance sheet items do not influence the marik&tof banks and this may be due to
the reason that off-balance sheet items are noheecn of well-diversified stockholders.

Since the off-balance sheet items were developeshdet the demands of corporate and
commercial banks treasurers facing volatile finahcharkets and helping them hedging
specific market risk this has led to the conclusibat increasing the scale of off-balance
sheet items does not increase market risk andftnerthe overall risk exposure and solvency
of the bank is not affectedChaudhry (1994) investigated the impact of offaoake sheet

activities on commercial banks’ exposure to mabaed risk in the United States by
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utilizing a two-stage model. He found that larganks are more efficient in interest rate

risk management process as compared to the sroabsr

Bennet (2003) claims that off-balance sheet aatvilead to credit risk since these
activities provide an opportunity to increase lexgr significantly without additional

regulatory requirements. Banks that limit risk byintaining reasonably matched off-
balance sheet portfolio still retain significanuaterparty credit risk in off-balance sheet
transactions. Cates and Davis, (2005) suggestthdit risk exposure due to off-balance
sheet activities can be transferred to other asdetsmmercial banks. As an example, if
a bank buys an option, interest rate risk can beiaed but credit risk can eventually
increase. Of the activities that are likely to cdmitte significantly to credit risk exposure,

loan commitments may be the largest contributors.

Hundman, (2003) was of the view that large bankd te use off-balance sheet activities
to a greater extent than small ones. And that thaseks with a greater proportion of
credit risk exposure are more likely to use offanale sheet activities than banks with
small proportions of credit risk exposure. The dredk equivalent of off-balance sheet
activities almost certainly understates the truell®f off-balance sheet assets and their
ability to generate income in commercial banks. Aindas also researched and found
that only activities that regulators think entagrsficant credit risk exposure are reported
in the financial and management reports of comraktoanks (Thomas and Jeffrey,

2007).
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Khambata, (2001) compared the Japanese banks hatiunited States and European
banks. They found similar results that, the loamiitments are the largest source of
credit risk among the traditional off-balance shiestruments. In addition, they found

that the Japanese banks used fewer off-balance ststeiments as compared to the
banks in the United States and Europe, indicatingt tJapanese banks are more

conservative and risk averse as compared to theiéameand European banks.

2.3.2 Off Balance Sheet activitiesand Liquidity of Commercial banks

Liquidity is a commercial banks’ capacity to regdineet its cash and collateral
obligations at a reasonable cost. Maintaining aeadte level of liquidity depends on
the institution’s ability to efficiently meet bo#txpected and unexpected cash flows and
collateral needs without adversely affecting eitlag@ily operations or the financial
condition of the institution(Gatev, Schuermann, & Strahan, 200&).bank’s liquidity
exists in its assets readily convertible to cagt;aperating cash flows, and its ability to
acquire funding through deposits, borrowings, aayuital injections. When a bank suffers
from liquidity problem it is said to have liquiditysk. (Gatev et al., 2007). For all banks,
the immediate and dire repercussions of insufficibquidity makes liquidity risk

management a key element in a bank’s overall riakagement structure.

In a study on US commercial banks, Insterfjord @0fbund that thesupplement of
liquidity generated from the off-balance sheet\atitis could have multiple impacts on the
banks operations. This liquidity could be reinvdst@o new assets and new loans in a way

that enhance the diversification of the bank’s agsetfolio, or it could be used to acquire
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and to invest in new risky projectinsterfjord, (2005) also examined the effect &f o
balance sheet activities on liquidity and leveraggéio of commercial banks by
investigating the impact of off-balance sheetivities on banks’ current and liquidity
ratio. The liquid asset ratio is used to measueelitfuidity of the banks. It is computed

by dividing total liquid assets by total liabilie

Doran (2004), conducted a study on Japanese conain®anks to measure bank’s
liquidity and leverage, debt to equity ratio iscudhted by dividing total liabilities by

shareholders’ equity. The effect of off-balance eshactivities on the liquidity and

leverage ratio of the locally-owned commercial mamkas investigated by studying the
impact of off-balance sheet activities on the bafhgsidity ratio. The liquid asset ratio

was employed to measure the liquidity of the banksle the debt to equity ratio is used
to measures the banks’ leverage. Results indithtgdhe off-balance sheet activities do
not have a significant impact on the banks’ levereggios in term of debt to equity and
liquidity ratio and thus the liquidity of the ban& not affected. Thus the commercial
banks would still remain solvent despite the inseen the scale of off-balance sheet

activities.
2.3.3 Off Balance Sheet activities and Profitability of Commercial banks

The fee and commission income is the income chabogeithe bank for services such as
account management, payments, asset managemeimanoci&l advisory. Thus banks
earn a fee income from trading in off-balance slassets and liabilities. With this notion
in mind and holding other factors constant reseachave indicated that an increase in
off-balance sheet items in the banks’ operationddcéead to extra income and thus

increased profitability.
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Stiroh (2004) examined the relationship betweensttede of the off-balance sheet items
and the volatility of bank revenue and profit andrid that bank’s non-interest income is
more volatile than the traditional income and thisrdittle evidence of diversification
effects of non-interest income on bank’s revenud profit, even though there is a
correlation between the growth rates of net interesome and non-interest income.
Further, he found that non-interest income actsitand risk-adjusted profits are not
related. In addition to the analysis done on thksriassociated with the off-balance sheet
activities, empirical investigation has also beemeal on the changing patterns of the

structure of banks’ income with the inclusion of-bflance sheet activities.

Davis and Tuori (2000) analyzed the structure afkisaincome in Organization for
Economic Cooperation and Development (OECD) coesitfor the period 1979-1995,
using data on bank profitability. They found eviderof changes in the income structure
from interest income to non-interest income, widpid growth of off-balance sheet
activities in most of the European Union countriesaddition, their results indicate that
larger banks tend to maintain high levels of naesest income and thus higher

profitability.

2.4 Chapter Summary

The above chapter reviewed the relevant literatureelationship between off-balance
sheet activities and operations of commercial bafhks study analyzes the effect of off-
balance sheet activities of commercial banks, henlianks’ performance in terms of
banks’ exposures to various types of risks, bapksfit, and the banks’ leverage and

liquidity. Most studies indicated that indicate ttlihe relationship between off-balance
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sheet activities and total risk, interest rate ,riaskd market risk of the banks are
insignificant and that there is no significant telaship between risk of failure of banks
and the non-banking activities.

However, no study has been done in Kenya and tinéty svill seek to fill that knowledge

gap.
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CHAPTER THREE
METHODOLOGY

3.1 Introduction

This chapter outlines the general methodology taded in this study. It specifies the
research design, target population and data calegrocedures, instruments and data

analysis procedures.

3.2 Research Design

The research design employed in this study wasigése survey method. According to
Kothari (2004), descriptive research attempts tgcdbe systematically a situation,
problem, phenomena and provides information abloaitcurrent condition between the

variables under study.

Census survey design was employed with a focusuantgative characteristics, reason
being the commercial banks in Kenya a few and tberechoosing a few may not be
representative of the population. The basic idehirad survey methodology is to
measure variables by collecting secondary data fitbe financial statements of
commercial banks and then to examine relationship®ng the variables. In most

instances, surveys attempt to capture attitudextbteqms of past behavior.

3.3 Target Population

Borg and Gall (2000) define the target populatiorthee universe of a study as all the
members of a real or hypothetical set of peoplents/or objects to which an investigator

wishes to generalize the results of the reseanattystMugenda and Mugenda (2003)
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define the population as an entire group of indigid, events or objects having common
observable characteristics. The target populatiaa #2 Commercial banks registered in

Kenya. (Appendix B).

3.4 Data collection

Secondary data was used in the study. Secondamyigddata that already exists and had
been collected or even analyzed for other purpotiesr than the purpose of the current
study. The data was in form of numerical valueipsaand percentages depending on
each variable under studgecondary data was used in the study and was &dréom
audited financial statements of commercial bankee financial statements included annual
reports, balance sheets, Income statements arddlise statements of commercial banks in
Kenya. These reports were accessed from the corah8anks Websites, Kenya Bankers
Association and Central Bank of Kenya as well aslipbed reports from newspapers. The
period of study was from 2008-2012 covering fivange And in some instance the researcher

approached the particular commercial bank to adtessissing reports to fill the gaps.

3.5 Data analysis and presentation

Data analysis is the process of systematically cbéay, arranging, organizing, and
breaking data into manageable units, synthesizirgg data, searching for patterns,
discovering what is important and what is to bered.

Solvency of commercial banks was measured usinguhent ratio which was derived
by dividing the current assets and current liabgit Ratios for the five years were

derived.
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Risk was measured using the standard deviatioheofdturns from the time series data
gathered. This was monthly data and annual stardkarition was calculated from the
same data collected from the income statement.

For liquidity, liquidity ratio was calculated foh¢ period under study and an annual ratio
was generated for each of the five years. Liquiditiyo was calculated from all liquid
assets divided by the total assets of the bank.

Profitability ratio used Return on Assets ratio gvhiwas calculated by dividing net
income and total average assets. This was calduletieg annual data to generate ratios

for the five years.

The researcher observed the behavior of each sé thariables at each scale of the off-
balance sheet activities on an annual basis.

The data obtained above was then be regressedsati@current ratio obtained for each
bank for the five years to determine whether theeru ratio is driven by any of the
variables. This was to help determine whether tdadesof the off-balance sheet activities
has any impact on the operations and soundnes$g dfanks through the impact on the
variables that drive solvency of the commercialkdsan

Interpretation and analysis of data was done usiegcriptive analysis, correlation
analysis and regression analysis. The data wasctetl, coded and entered into the

computer, after which analysis will be done.

3.5.1 Operationalization M odel
The following multiple regression model will be dse

Y = Bo + Blyl +p2y2 +P3x3 + €
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Where,

Y = Solvency of commercial banks

X1 = Risk of commercial banks

X, = Liquidity

X3 = Profitability

Bo = the constant

13 = regression coefficients or change in Y by eacnge iny
€ = error term

The operationalization of variables will be as shawthe below table.

Type of
Objective Variable Indicators Scale Toolsof analysis | Analysis
To examine the Solvency of| - Risks Nominal | Frequency Descriptive
relationship between| Commercial| - Liquidity Ordinal | distribution
off-balance sheet banks - Profitability Tables &
activities and percentages
solvency of

commercial banks in

Kenya
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CHAPTER FOUR

DATA ANALYSIS, FINDINGS AND PRESENTATION

4.1 Introduction

This chapter presents the research findings torméete the relationship between off-
balance sheet activities and solvency of Commetiaaks in Kenya. The effect of off-
balance sheet activities on risks, liquidity anafpability of commercial banks was
observed taking into account the value of off-beéasheet items in the commercial
banks financial statements. The study was conduotedcommercial banks where
secondary data from the period of 2008 to 2012 wegasl in the analysis. The regression
analysis was done for the five years period. Outhef42 commercial banks data was

obtained for 32 commercial banks, this being 76%.
4.2 Regression Analysis
4.2.1 Regression Analysis 2008

Table4.1: Modd Summary

D

Model R R Square Adjusted R Square Std. Error @&ktimate

1 857 735 17 1.99461

Source(Author, 2013)

Adjusted R is called the coefficient of determination it shdwow change in the
independent variable results to changes in therdkgre variable. From data, the value of
adjusted R is 0.717. This implies that, there was a variatwin71.7% of amount
solvency of the commercial banks dues to changesknliquidity and profitability at

95% confidence interval, this is an indication thdt7% of change in solvency of
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commercial banks could be accounted for by chamgesk, liquidity and profitability.

The study also found that there is a strong pasitelationship between risk, liquidity

and profitability and solvency of commercial bards shown by correlation coefficient

of 0.857.

Table 4.2: Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1 | (Constant) .506 .205 1.159 .330
Risk -.390 724 -.368 -.937 418
Liquidity 789 182 -.750 -2.275| 107
Profitability .607 410 991 2.386 .097

Source(Author, 2013)
The established regression equation was for ye&Xi8 2
Y = 0.506 - 0.390X+ 0.789% + 0.607%

From the above regression model holding risk, tdgyiand profitability

to constant

zero, the solvency of commercial banks would stan®.506, a unit increase in risk

would lead to decrease in solvency of commerciakbdy 0.390 units, a unit increase in

liquidity would lead to increase in solvency of aomercial banks by 0.789, also a unit

profitability would lead to increase in solvencyaimmercial banks by a factor of 0.607.

4.2.2 Regression Analysis 2009
Table4.3: Modd Summary

Model

R

R Square

Adjusted R Square

%)

Std. Error eBbtimate

1

972

.945

891

.88133

Source(Author, 2013)
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Adjusted R is called the coefficient of determination it shdwow change in the
independent variable results to changes in therdkgre variable. From data, the value of
adjusted R is 0.891. This implies that, there was a variatwn89.1% of amount
solvency of the commercial banks dues to changesknliquidity and profitability at
95% confidence interval, this is an indication ti&%1% of change in solvency of
commercial banks could be accounted for by chamgesk, liquidity and profitability.
The study also found that there is a strong pasitelationship between risk, liquidity

and profitability and solvency of commercial bards shown by correlation coefficient

of 0.972.

Table 4.4: Coefficients

Model Unstandardized Standardized t Sig.

Coefficients Coefficients
B Std. Error Beta

1 (Constant) .639 .396 3.133 .052
Risk -.400 .884 -.823 -4.792 .017
Liquidity 138 193 1.00 6.448 .008
Profitability 173 .085 .545 2.984 .058

Source(Author, 2013)

The established regression equation was for ye&Xig 2

Y =0.639 - 0.400X+ 0.138%+ 0.173%

From the above regression model holding risk, dgyiand profitability to constant
zero, the solvency of commercial banks would stan®.639, a unit increase in risk
would lead to decrease in solvency of commerciakbdy 0.400 units, a unit increase in
liquidity would lead to increase in solvency of aoercial banks by 0.138, also a unit

profitability would lead to increase in solvencyaimmercial banks by a factor of 0.173.
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4.2.3 Regression Analysis 2010
Table4.5: Modd Summary
Model R R Square Adjusted R Square Std. Error @Bbktimate

1%

1 95F .905 811 2.01670

Source(Author, 2013)

Adjusted R is called the coefficient of determination it shdwow change in the
independent variable results to changes in therdkgre variable. From data, the value of
adjusted R is 0.811. This implies that, there was a variatwn81.1% of amount
solvency of the commercial banks dues to changesknliquidity and profitability at
95% confidence interval, this is an indication ti&t1% of change in solvency of
commercial banks could be accounted for by chamgesk, liquidity and profitability.
The study also found that there is a strong pasitelationship between risk, liquidity

and profitability and solvency of commercial bards shown by correlation coefficient

of 0.951.

Table 4.6: Coefficients

Model Unstandardized Standardized t Sig.

Coefficients Coefficients
B Std. Error Beta

1 (Constant) .569 .388 4.479 .021
Risk -.866 .020 -1.276 -5.23( .014
Liquidity .050 .929 755 3.459 041
Profitability 517 .105 1.044 4.173 .025

Source(Author, 2013)

The established regression equation was for yé€Hi8 2

Y = 0.569 - 0.866 X+ 0.050 %+ 0.517X%
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From the above regression model holding risk, tdgyiand profitability to constant

zero, the solvency of commercial banks would stan®.569, a unit increase in risk
would lead to decrease in solvency of commerciakbdy 0.866 units, a unit increase in
liquidity would lead to increase in solvency of aoercial banks by 0.050 , also a unit
profitability would lead to increase in solvency admmercial banks by a factor of

0.517.

4.2.4 Regression Analysis 2011
Table4.7: Moded Summary

Model R R Square Adjusted R Squars

A1

Std. Error eB&timate

1 .803 .644 .589 .62024

Source(Author, 2013)

Adjusted R is called the coefficient of determination it shdwow change in the
independent variable results to changes in therdkgre variable. From data, the value of
adjusted R is 0.589. This implies that, there was a variatiwfn58.9% of amount
solvency of the commercial banks dues to changesknliquidity and profitability at
95% confidence interval, this is an indication t&# 9% of change in solvency of
commercial banks could be accounted for by chamgesk, liquidity and profitability.
The study also found that there is a strong pasitelationship between risk, liquidity
and profitability and solvency of commercial bards shown by correlation coefficient

of 0.803.
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Table4.8: Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1| (Constant) 419 158 .638 .569
Risk -.488 .235 -.655 -1.569 215
Liquidity .383 377 404 1.130 341
Profitability .640 123 .094 226 .836

Source(Author, 2013)

The established regression equation was for ye-r8®@

Y =0.419 - 0.488 X+ 0.383 X%+ 0.640%

From the above regression model holding risk, dgyiand profitability to constant
zero, the Solvency of commercial banks would stan@®.419, a unit increase in risk
would lead to decrease in Solvency of commerciakbady 0.488 units, a unit increase
in liquidity would lead to increase in Solvencyagmmercial banks by 0.383, also a unit

profitability would lead to increase in Solvencyaaimmercial banks by a factor of 0.640.

4.2.5 Regression Analysis 2012
Table4.9: Model Summary

v

Model R R Square Adjusted R Square Std. Error @eBktimate

1 .864 147 .694 91671

Source(Author, 2013)

Adjusted R is called the coefficient of determination it shdwow change in the
independent variable results to changes in therdkgre variable. From data, the value of

adjusted R is 0.694. This implies that, there was a variatwn69.4% of amount
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solvency of the commercial banks dues to changesknliquidity and profitability at
95% confidence interval, this is an indication tl&& 4% of change in solvency of
commercial banks could be accounted for by chamgesk, liquidity and profitability.
The study also found that there is a strong pasitelationship between risk, liquidity
and profitability and solvency of commercial bards shown by correlation coefficient

of 0.864.

Table4.10: Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1| (Constant) .304 .188 .964 406
Risk -.449 .094 -.571 -1.53¢ 222
Liquidity 504 917 493 1.637 .200
Profitability 410 442 041 113 917

Source(Author, 2013)

The established regression equation was for ye&sr2 2

Y =0.304 - 0.449 X+ 0.504 %+ 0.410 %

From the above regression model holding risk, dgyiand profitability to constant
zero, the solvency of commercial banks would stan®.304, a unit increase in risk
would lead to decrease in solvency of commerciakbdy 0.449 units, a unit increase in
liquidity would lead to increase in solvency of aomercial banks by 0.504, also a unit

profitability would lead to increase in solvencyaaimmercial banks by a factor of 0.410.
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CHAPTER FIVE

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction

From the analysis and data collected, the follownigcussions, conclusion and
recommendations were made. The responses were bagbe objectives of the study.

The researcher had intended to determine the oedtip between off-balance sheet

activities and solvency of Commercial banks in Keny

5.2 Summary of Findingsand Interpretation

The study was undertaken in order to provide aebethderstanding of whether off-
balance sheet activities have an influence on solvef commercial banks. The factors

that influence solvency of commercial banks i.eksj liquidity and profitability were

analyzed over five years.

Below table provides a summary of the results

Table5.1:Summary of results

Summary of regression results

Risk Liquidity| Profitability

Coefficient of

determination(R Correlation

square) coefficient | Constant| X1 X2 X3
2008 72% 0.857 0.506| -0.390 0.789 0.607
2009 89% 0.972 0.639| -0.400 0.138 0.173
2010 81% 0.905 0.569| -0.866 0.050 0.517
2011 59% 0.803 0.419| -0.488 0.383 0.640
2012 86% 0.694 0.304| -0.449 0.504 0.410

Source(Author, 2013)

From the findings on the adjusted R squared thdystaund that there was a great

variation on solvency of the commercial banks diseshanges in risk averaging at -

33




0.517 for the five years. The study also foundtbat liquidity which averaged at 0.373
has a less impact on solvency whereas profitabslignding at 0.469 has a moderate
impact on solvency of commercial banks. The studrdfore concludes that risks of
commercial banks as a result of banks includingoafaince sheet activities in the trading
operations increases overall risks and thus affsotgency and stability. This is an
indication that change in solvency of commerciahksacould be accounted for by

changes in risk, liquidity and profitability.

The study found that a unit increase in risk wolddd to decrease in solvency of
commercial banks, a unit increase in liquidity wbidéad to increase in solvency of
commercial banks, and also unit profitability wodkhd to increase in solvency of
commercial banks. The study also found that theas & negative relationship between
solvency of commercial banks and risk. This is emidin the negative ratios from the
results. The study also found that there was atipegielationship between solvency of

commercial banks and profitability and liquidity thie banks.

From the data collected it was observed that tHebafnce sheet items traded by
commercial banks in Kenya are letters of creditargntees and acceptances, these
forming 80% of the off-balance sheet items and rést being forward contacts and
performance bonds forming 20%.

The data also indicated that small and medium dosetks shy away from off-balance
sheet items and only trade at low volumes. Thidcdcbe due to the risk inherent in the

off-balance sheet items especially due to defguttustomers.
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The relationship between risks and solvency of cencral banks in the study indicate
that as the risks of a bank increase the solvericgommercial banks decrease as
indicated by the negative values. The risk factumerent in the off-balance sheet
activities trading causes this phenomena. Thushdly Hassan (1993), who examined
the relationship between off-balance sheet ams/iind risk of large commercial banks
of the United States is confirmed by this studyhas found that off-balance sheet
activities contribute to the overall increase imtfwio risk and the more they are used in

the banks trading activities the higher the risk.

This study therefore concurs with most of the stadionducted which conclude that
risks associated with off-balance sheet activéieesa major contributor to bank failure.
Profitability and liquidity are positively correled to solvency of banks. In increase in
profitability and liquidity increases solvency ddriks as indicated in the above results.
However this study contradicts some of the varistuslies done ealier especially in the
US and UK mostly on profitability and liquidity. €hvarious studies indicate that the
liquidity and profitability as a result of off-balae sheet items has no impact on solvency

of banks.

5.3 Conclusion

Solvency of commercial banks is a complex phenomersowhen it occurs in one bank
can collapse the whole banking system due to bamk rAs such care should be taken by
commercial banks in the trading activities to eedimat the banking system is stable and
sound. From the analysis above it is evident that aff-balance sheet activities of

commercial banks influence the solvency of comna¢dganks in Kenya. Thus there is
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need for bank managers to be able to strike a balaetween the risk which was seen as
the main contributor and the gains that are ackigx@n engaging in off-balance sheet
items. Special attention should be paid on thediskrsification aspect of the banks risk
portfolio and establish whether the risk inhereanengaging in off-balance sheet items
lead to reduction or increase in the portfolio riBkirther risk being the major factor in
stability of banks should be critically managed anodels developed to cope with the

negative effects of risks.

5.4 Recommendations

There is need for commercial banks in Kenya to taainan adequate level of liquidity
depends on the institution’s ability to efficienttyeet both expected and unexpected cash
flows and collateral needs without adversely aifecteither daily operations or the
financial condition of the institution. There isetefor Commercial banks in Kenya to
increase their short term assets it was reveakdintbrease in banks liquidity positively
influence the solvency of the banks. There is feedommercial banks to decrease their
operation risk a s it was found that risk is negdyi associated with solvency of

commercial banks.
5.5 Limitations of the study

Secondary data is easy to collect. However thefdats problems of accuracy and could
be outdated to. Though the financial statementb&mks are published the data posted
on the website of banks was sometimes found toifferidg from what was presented
during the annual general meeting for barksase in point was Paramount Bank which
the researcher dropped from the list of data c@tédue to inconsistency of the financial

statements posted on their website.
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Further getting the financial statements from badkectly was difficult due to the
confidentiality with which banks conduct their affa Some staff could not provide the
information without consultation and this led tdayes in gathering the data. This applied
to banks whose financial statements were not iir thebsites or on any other public
domain.

Time was also a limitation especially on data atie and analysis. More time was
needed to be able to collect data from all the @¥®roercial banks as out of the 42 only
26 have their financial statements posted on thweibsites. The researcher therefore
would have been able to establish whether the r@ngiwould have changed the

findings.

5.6 Areasfor Further research

There is need to conduct a study on the relatipnsbiween off-balance sheet activities
and market risk of large commercial banks in Kerijlaere is need for a study to be
conducted to investigate the impact of off-balaskeet activities on commercial banks’
exposure to market-based risk in Kenya utilizingva-stage model. There is need to
conduct a relationship between the scale of thdalfince sheet items and the volatility
of bank revenue and profit. The study can alsoXteneled to micro-finance institutions
and establish whether the same results will be rgéee Further analysis could be
performed on risks and off-balance sheet items dterchine the percentage of risk

contributed by the non-traditional activities.
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APPENDICES

APPENDIX A

Al: Research Instrument

Introduction letter
Dear Respondent,
| am an MBA student at the University of NairobmIcurrently undertaking my research
project entitled “An Investigation into the relatghip between off-balance sheet

activities and insolvency of Commercial Banks innk@". | will be required to collect

the necessary secondary data from all the regtstenmmercial banks in Kenya.

Being one of the said banks, am therefore requesty kindly facilitate the collection of
the required data by availing all the necessargnomal data that may be useful in the

research.

Please note that the information sought is purelydcademic purposes and will be
treated with utmost confidentiality.

I look forward to your co-operation.

Yours faithfully,

Dainah W. Maina
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APPENDIX B

LIST OF COMMERCIAL BANKS

ABC Bank (Kenya)

Bank of Africa

Bank of Baroda

Bank of India

Barclays Bank

CFC Stanbic Bank

Chase Bank (Kenya)
Citibank

. Commercial Bank of Africa
10. Consolidated Bank of Kenya
11.Cooperative Bank of Kenya
12.Credit Bank
13.Development Bank of Kenya
14.Diamond Trust Bank

15. Dubai Bank Kenya

16. Ecobank

17.Equatorial Commercial Bank
18. Equity Bank

19. Family Bank

20.Fidelity Commercial Bank Limited
21.Fina Bank

22.First Community Bank
23.Giro Commercial Bank
24.Guardian Bank

25. Gulf African Bank
26.Habib Bank

27.Habib Bank AG Zurich
28.1&M Bank

29.Imperial Bank Kenya
30.Jamii Bora Bank

31.Kenya Commercial Bank
32.K-Rep Bank

33.Middle East Bank Kenya
34.National Bank of Kenya
35.NIC Bank

36. Oriental Commercial Bank
37.Paramount Universal Bank
38.Prime Bank (Kenya)

39. Standard Chartered Kenya
40. Trans National Bank Kenya
41. United Bank for Afric&’
42.Victoria Commercial Bank
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