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ABSTRACT

The profitability of commercial banks depends hbawn the net of income generating
activities and the related activities’ expense. Doighe problem of profitability and stiff
competition in the industry, commercial banks halenged their behavior of income
sources, by increasingly diversifying into non-imediation income generating activities as
opposed to the traditional inter-mediation incore@eyating activities. The objective of this
study was to establish the relationship betweendywb diversification and financial
performance of commercial banks in Kenya. Thistheen achieved through: establishing the
level of income source diversification of commefrdanks in Kenya and establish whether
product diversification improves financial positioh commercial banks. This was a census
study of all registered 43 commercial banks in Kemyd relied heavily on documentary
secondary data for 5 year study period (2008-2012¢rfindahl-Hirschman Index,
Correlations and Regression analysis were maingd wnd revealed on aggregate that all
commercial banks in Kenya are diversified with &atganks in lead while Islamic banks trail.
Further, diversification level has a positive idhce on financial performance of commercial
banks in Kenyan. This study recommended that bahksld extend their product mixes to
increase profitability through combination of traainal intermediation activities and non
interest activities. The study recommends thatnalai study should be carried out across
East Africa and beyond and see whether the sarmts@sould be replicated.

Xi



CHAPTER ONE
INTRODUCTION
1.1Background of the Study

Over the last two decades, commercial banks hawdvexy from the traditional

intermediation business model, which depends ondifference between interest
earned from loans and other investments and intgrasl on deposits, into new
noninterest banking activities. For example, thenim@rest earnings of the
commercial banks has increased from 0.77 to 2.39cest of aggregate banking
industry assets between 2007 and 2009, and incréasa 20.31 to 42.20 per cent of
the aggregate banking industry operating incoménduhe same period (DeYoung
and Rice, 2012).

Financial institutions generate increased portioh tleir income from non-
intermediation activities (DeYoung and Rice, 2042y this could be associated to
financial liberalization policies. Deregulation anew technology have eroded banks’
comparative advantages and made it easier for ank-bompetitors to enter these
markets, necessitating banks to shift their salesamd diversify towards non-interest
income sources (Montiel, 2009, Angbazo, 2007). iaigsl from USA studies show
that in 2007’s non-interest income grew rapidlyp®a large part of banks operating
profits. Non-interest income accounts for 43% ofSIA commercial banks net

operating income (Stiroh 2008).

Financial liberalization of early 2007s in Kenyaeopd the banking industry to a
number of players leading to stiff competition amgeakening of financial

performance of a number of commercial banks leadmgollapse of some. In

response, commercial banks have changed their lmehaf’ income sources by
diversifying as a possible way of improving perfamse. The Kenyan banking
industry has experienced significant changes inréitent years. Most of the banks
that used to provide traditional financing servidesve moved to provide many
additional fee-based services including those fti@dilly provided by investment
banks like initial public offerings (IPOs) undertimg or real estate activities. Banks

may even provide some insurance services througtbank holding companies that
1



may constitute a financial supermarket in whickerds can find all the financial
services they need in one place. These changes aaraeresult of the regulatory
changes in the banking industry that allowed coneiakebanks to expand into new

activities.

As Ellerton (2009) indicates, there are significestent changes in what constitutes a
core business in the banking industry and thattteegl banking is being expanded
into the new technology of investment banking. Alitbh commercial banks have
long earned noninterest income from traditionavisess such as checking accounts or
letters of credit, they have recently expanded im@w sources of noninterest income
such as insurance and mutual fund sales and loauritseation (DeYoung and
Roland, 2001). This recent trend may bring new dghoepportunities for banks and it
may also affect their risk levels. The banks’ inmeshent in noninterest banking

activities is a product diversification strategy.

Many studies have looked at the effect of suchteggia movement on bank risk.
Heggestad (2009) provided early evidence that rnerést activities do not
necessarily add to the riskiness of bank holdingmanies. Bergeret al., (2009) have
also analyzed the potential benefits and synerfiimm an expansion of banking
business into noninterest activities either frore tost perspective (as a result of
economics of scale) or from the revenue perspeééisea result of the ability of the
bank to raise more revenues from complementariiies financial services
consumption). Bergeret al., (2009) did not showt guch synergies exist. However,
Berger and DeYoung (2001) argued that banks magfliefrom their geographical
expansion either in the form of lower costs of p@dg the current financial services
or in the form of higher revenues from providingnaw bundle of services to
customers. This study seeks to establish the oektip between product
diversification involving such strategic movemerdarh traditional banking activities

to noninterest banking activities and financialfpenance.

1.1.1 Product Diversification

Diversification is one of the most strategic demisi that managements take.

Involving significant capital outflows and entryten new products and markets,



diversification has far-reaching implications fbetorganization's structure, systems,
processes, and performance (Ansoff, 1957). Accgrtinreece (2007) diversification
should enable enterprises to obtain economiesaié € scope economies by sharing
resources and diffusing capacity. In the meantiche to the shortcomings of the
external capital market, the diversification opematcould help banks develop the
ability to maximize the use of resources, such @&lyction capacity, knowledge,

management skills, entrepreneurship and marketd¢&,u2009).

Galbraith (2008) suggested that there are threestgb product diversification. They
are related, linked and unrelated diversificatMhile in un related diversification the
common features are generally limited to finance disiness management; in
related diversification, on the other hand , addail synergy are present, such as
technology know how, marketing and distribution entige, or facilities in
production. Linked diversification, involves movimgo new industries and operating
at different centers of concern in those industri¢ewever there is kind of a chain

(integration) among various businesses.

1.1.2 Financial Performance

Firm's performance is the appraisal of prescribedicdators or standards of
effectiveness, efficiency, and environmental actabifity such as productivity, cycle

time, regulatory compliance and waste reductiornrfdP@mance also refers to the
metrics regarding how a certain request is handdedhe act of doing something

effectively; of performing; using knowledge as radafrom just possessing it. It is

the result of all of the organisation's operati@ml strategies (Venkatraman and
Ramanujam, 2001).

The financial performance of commercial banks isally measured using a blend of
financial ratios analysis, measuring performanoagdide budget, benchmarking or a
combination of these methodologies. The commonutetsin, which explains most
of the financial performance discussion and re$eaix that increasing financial
performance will result in improved functions arati@ns of the firms. According to
Fitzgerald, Johnston, Brignall, Silvestro and V¢2807) there are three principal
factors to advance financial performance for finahfirms; the institution size, the

institution asset management, and the institutjperational efficiency. It is accepted
3



that “Return on Assets” and “Return on Equity” amportant measurement ratios to

determine the financial performance of banks (Aghaat al. 2007).

According to Leontiades (2009) ROE and ROA areedifft, but together they
provide a clear picture of management's effectisendf ROA is sound and debt
levels are reasonable, a strong ROE is a solicakitpat managers are doing a good
job of generating returns from shareholders' inmesits. ROE is certainly a "hint"
that management is giving shareholders more far theney. On the other hand, if
ROA is low or the company is carrying a lot of debbhigh ROE can give investors a
false impression about the company's fortunes. rRetu assets (ROA) ratio: Net
profit after taxes/Total assets. This ratio is aklted as net profit after tax divided by
the total assets. This ratio measure for the ojpgrafficiency for the company based
on the firm’s generated profits from its total dass&eturn on owner's equity (ROE)
ratio: Net profit after taxes/Total shareholderguigy. This ratio is calculated as net
profit after tax divided by the total shareholdeesjuity. This ratio measures the

shareholders rate of return on their investmettiéncompany.
1.1.3 Effect of Product Diversification on FinanciaPerformance

Research findings from developed (USA and Europadkets on impact of product
diversification on banks financial performance ehiff greatly. It worsens risk-return
trade-off in USA while it increases risk-returndeaoff in Europeans banks. Stiroh
(2008), De Young and Rice (2008), Stiroh and Run®99) indicate a worse risk-
return trade-off for U.S.A commercial banks vemgriinto product diversification.

Amit & Livnat (2008) show that product diversifitan increases risk-return trade-
off for European banks. According to Stiroh (2008iversification increases bank
revenue and reduces volatility of bank profits. Mog2009) suggest that
diversification improves cost efficiency throughver risk from diversification if it

occurs, and lowers the required risk premiums orinsared debt and other
contingent claims , such as derivative contradtsark€ial institutions may also have
higher average revenues if the institutions useesofithe gains from diversification

to make higher risk investments (Hughes and Me2@G08).



1.1.4 Banking Industry in Kenya

The Companies Act, the Banking Act, the CentrallBaihKenya Act and the various
prudential guidelines issued by the Central BankKehya (CBK), govern the
Banking industry in Kenya. The banking sector whasrhlised in 2009 and exchange
controls lifted. The CBK, which falls under the N&ter for Finance’s docket, is
responsible for formulating and implementing monetpolicy and fostering the
liquidity, solvency and proper functioning of thedncial system. The CBK publishes
information on Kenya’'s commercial banks and nonkivan financial institutions,
interest rates and other publications and guidslirganks in Kenya have come
together under the Kenya Bankers Association (KB#jich serves as a lobby for the

banks’ interests and addresses issues affectingeisbers.

As at 31st December 2009, the banking sector wagposed of 46 institutions, 44 of
which were commercial banks and 2 mortgage finaeepanies. In addition, there
was 1 licenced deposit taking microfinance ingttutand 130 foreign exchange
bureaus (CBK Bank Supervision Annual Report, 20Th)rty-five of the commercial

banks, most of which are small to medium sized,l@eelly owned. The industry is
dominated by a few large banks most of which ameidm-owned and yet some
partially locally owned. Six of the major banks disted on the Nairobi Stock
Exchange. The banks offer corporate and retail ingnervices but a small number,
mainly comprising the larger banks, offer othervems including investment

banking.

The Kenyan Banking sector has demonstrated a gadidth over the past few years.
The industry continues to offer significant profifpportunities for the major
participants. Banks generally earn their revenuem ftaking in funds and lending
them out at a higher rate. The spread between depsd loans continues to be
around 10.5%, offering much profit potential. Praffter tax of the overall banking
system increased by 41.2%, for the financial yealirey june 2012. This growth is a
continuation of the strong growth in profit aftexes that the industry has achieved

for the past several years (Banking Regulation@ungervision Agency, 2012).



1.2Research Problem

During the past three decades, a number of stdigset al., 2007; Lu and Beamish,
2001) have examined issues related to product gifieation at the corporate level,
and have argued that firms can engage in suchitedisbecause they possess a
particular set of advantages (Delios and BeamisbQ9R Pursuing product
diversification activities may enable a bank toleitpmarket opportunities and enjoy
the benefits of economies of scale or scope. Ptatlversification may also achieve
competitive advantage for banks through econonfissale and other synergies from
using the banks resources and capabilities aciiffesetht product lines (Geringeret
al., 2007). Such synergies from product diversifimaare more likely to be realized
when firms expand into related lines of businessndustries (Qian, 2007; Luo,
2007).

In the Kenyan banking sector, financial liberaliaatpolicies, deregulation and new
technology have eroded banks’ comparative advastagd made it easier for non-
bank competitors to enter these markets, necesgithainks to shift their sales mix
and diversify towards non-interest income sour8ssiks have therefore involved in
product diversification which has seen them evolfrem the traditional

intermediation business model, which depends ondifference between interest
earned from loans and other investments and iritgraisl on deposits, into new

noninterest banking activities (Munene, 2012).

Locally, studies that have been done on productrdification include: Mohamed

(2009) did a study on loan portfolio diversificatioan empirical investigation of

commercial banks in Kenya; Mwindi (2009) carried ao analysis of the application
of unrelated diversification strategy by the madrcompanies in Kenya. To the best
of the researcher's knowledge, no known study hasnbdone on product
diversification and financial performance in Kenydoreover, existing research on
management typically focuses on the product difreation strategies of companies
in developed countries (Bartlett and Ghoshal, 20@@gart, 2007); few studies have
examined the product diversification behaviors ahlks in developing countries.
This study, therefore, seeks to fill the knowledgg by examining the relationship
between product diversification and financial parfance of commercial banks in

6



Kenya. The study sought to answer the followingstjoa: What is the relationship
between product diversification and financial parfance of commercial banks in

Kenya?

1.3 Objective of the Study

To establish the relationship between product difieation and financial

performance of commercial banks in Kenya.

1.4 Value of the Study
The study would be important to the following greup

Managers: the study would be invaluable to not only to ttenlb managers but also
other managers in organizations in other industiesould help them understand the
relationship between product diversification anghaficial performance and achieve
competitive edge. The study would also highlightestimportant relationships that
require further research; this would be in the sirefarelationships between product

diversification and performance.

Researchers and scholarsThe results of this study would also be invaleatd

researchers and scholars, as it would form a basiurther research. The students
and academics would use this study as a basisifoussions on the relationship
between product diversification and financial parfance. The study would be a
source of reference material for future researcbersther related topics; it would

also help other academicians who undertake the tgpitein their studies.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

In this chapter, the researcher discussed what atitbors have found out in regard
to product diversification and financial performan©nly the issues in the objective

were addressed, critically reviewed and discussed.
2.2 Theoretical Review

The main theoretical frameworks used in divéatfon literature that have
provided arguments in favor of diversification atke resource-based view (RBV),

transaction cost economics (TCE) and portfolio tixeo

2.2.1 The Resource-based view (RBV)

The Resource-based view (RBV) provides the eariestretical arguments in favor
of diversification. Penrose (1959) points out thatany point in time a firm has
certain productive resources, which can be usexpoit productive opportunities to
allow the firm to grow successfully. Researchedeimtified a wide range of resources
that create a unique advantage for a company hynghtthem across businesses. For
example, Goold and Campbell (2008) highlighted ikaefits of sharing know-how
and tangible resources, coordinated strategiedjcakrintegration, and pooling
negotiating power. These resources allow a firrgeonerate economies of scale and
scope by increasing the efficiency in the use eséhresources (Contractor, Kundu &
Hsu, 2009). Hence, from the Resourced-Based Vidismashould try to maximize
exploiting the valuable resources it has by shattiegn across as many businesses as

possible.

2.2.2 Transaction Cost Economics (TCE)

This theory inform when firms should organize nestivaties within the boundaries
of the firm and how firms can benefit from sharingsources across different
businesses within their own firm boundaries. Theoretical framework suggests that

diversification allows firms to obtain greater merkpower by blocking out

8



competitors and through vertical integration. Mepecifically, diversified companies
are able to cross-subsidize their businesses, edhace prices, which helps raising
barriers for entry and/or squeezing competitors @uthe market (Miller, 2009).

Vertical integration allows companies to avoid nedrkosts, control product quality
and prevents its technology from spilling over tpgliers, and other intermediaries
(Penrose, 1959). Hence, from a transaction casppetive firms should diversify
whenever doing so increases their market poweroanthey can organize the

additional activities more efficiently than the rkatr or their competitors.

2.2.3 Portfolio Theory

Finally, several scholars have tried to explain temefits of diversification using

portfolio theory. Modern portfolio theory (MPT) &theory of investment which tries
to maximize portfolio expected return for a givemaunt of portfolio risk, or

equivalently minimize risk for a given level of eeqied return, by carefully choosing
the proportions of various assets. These scholauseahat the allocation of assets
across different markets with independent of cdslvd reduces the impact of
unsystemic risk resulting from external contingescin each of the various markets
(Lewellen, 2001). Hence, diversification reducemf’ exposure to risk. Leontiades

(2009) also found that diversified companies emjigher leverage and debt capacity.
2.3 Types of Product Diversification

Product diversification focuses on a firm's expansof its activities into new
products markets. According to Ramanujam & Vargdar§2009), the nature of the
organization changes when it enters new product&etsas this creates a number of
new administrative linkage mechanisms. In genefiams pursue product and
international diversification to exploit underutdid resources within the firm and to
take advantage of imperfections of markets, whiokates new opportunities for
growth (Penrose, 1959).

Several researchers argued that a firm’s diveaditio strategy can be described in
guantitative (the degree of diversification), anghlitative (the type of diversification)
terms. The degree of diversification generally refeo the dispersion of a firm’'s

assets across different markets while the typeiwdrsification refers to diversity

9



between the different businesses, in which the fsractive (Datta, Rajagopalan &
Rasheed, 2001).

In other words, the degree of diversification spledfers to dispersion of a firm’s
activity in terms of its assets or sales amongedifit markets without considering
any differences between these markets. Hence, dugee of diversification is

generally conceptualized and operationalized as rthenber and the relative
importance of the international or product marketirm is active in. The type of

diversification aims to capture the diversity amahg businesses a firm is active in.
One such distinction that is often made is theiriton between related and
unrelated diversification. Related diversificatiamvolves operating businesses in
industries that are related to each other andetbes, offers more opportunities to

share operating assets and capabilities as wefiascial resources.

Hence, firms are generally better able to enjoy neodes of scope when
diversification is related. Unrelated diversificati involves operating businesses in
industries that are not related to each otherraigttforward way. As a result firms
are not able to share most of their resources arttengifferent businesses and they

might be limited to solely share financial resogr¢&ones & Hill, 2008).

Depending on the context relatedness can referatbons aspects of a firms
businesses: product relatedness (Ansoff, 1957hntdogical relatedness (Penrose,
1959) R&D relatedness, marketing relatedness, &divey relatedness, human
resource relatedness, managerial logic relatedessyledge relatedness, cultural

relatedness and institutional relatedness (HeBBZY).

Related diversification is seen as being superrutrelated diversification. In
unrelated diversification the underlying strategys hnothing to do with securing
access to compatible technologies, products or etsrkilhe main objective is to
acquire valuable assets that will increase prdfitgb It does become very
challenging to manage a business that has beenired¢qthrough unrelated
diversification when the necessary administratikiissand knowledge do not exist.
There are very significant risks operating in aredere the detailed knowledge of

key success factors is limited (Goerzen and Begri3do).
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2.4 Determinants of Financial Performance
2.4.1 The market value of a company

Analysis of the determinants of corporate finanpeiformance is essential for all the
stakeholders, but especially for investors: comméndganks focus on maximizing
shareholder value. This principle provides a cotgdpand operational framework
for evaluating business performance. The valuehafeholders, defined as market
value of a company is dependent on several facttrs: current profitability of the
company, its risks, its economic growth essent@l future company earnings
(Chiorazzo, Milani and Salvini, 2008).

According to D'Souza and Lai (2009) financial inaliors based on accounting
information are sufficient in order to determineetiwalue for shareholders. A
company’s financial performance is directly infleed by its market position.

Profitability can be decomposed into its main conggs: net turnover and net profit
margin. Jones & Hill (2008) argues that both cafluence the profitability of a

company one time. If a high turnover means bets aof assets owned by the
company and therefore better efficiency, a highefipmargin means that the entity

has substantial market power.
2.4.2 Risk and Growth

Montgomery (2008) suggests that risk and growth teu@ other important factors

influencing a firm’s financial performance. Sincearket value is conditioned by the
company’s results, the level of risk exposure camse changes in its market value.
Economic growth is another component that helpactieve a better position on the
financial markets, because market value also taitesconsideration expected future

profits.

In the scientific literature, the mentioned factoasnumber of other variables that
have a greater or less influence on corporate ¢iaaperformance include: The size
of the company can have a positive effect on firn@erformance because larger
firms can use this advantage to get some finabeiaéfits in business relations. Large

companies have easier access to the most impdatetors of production, including
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human resources. Also, large organizations oftencgeaper funding (Morgan and
Samolyk, 2009).

2.4.3 Capital Structure

In the classical theory, capital structure is @w@nt for measuring company
performance, considering that in a perfectly coitipet world performance is
influenced only by real factors. Recent studiestraatict this theory, arguing that
capital structure play an important role in deterimg corporate performance. Stiroh
(2008a) suggest that entities with higher profitesawill remain low leveraged
because of their ability to finance their own s@s$:cOn the other hand, a high degree
of leverage increases the risk of bankruptcy of ganes. Total assets are considered
to positively influence the company’s financial foeemance, assets greater meaning

less risk.
2.4.4 Sales (turnover)

A large volume of sales (turnover) is not necelsatorrelated with improved
performance. Studies that have examined the raktip between turnover and
corporate performance were inconclusive. The méijeative of the company has
evolved over time; the need for short term prafiteplaced by the need for long-term
growth of the company (sustainable growth). Theef@ sustainable growth rate
higher would have a positive impact on performarag.the companies listed at the
stock exchange, its ability to distribute dividenidsa proof of stability. However,
until now there is no proof of a link between tfastor and profitability, since profits
can be used for purposes other than to distribidelahds (Tabak, Fazio and
Cajuerio, 2010).

2.5Product Diversification and Financial Performance h Banks

Over the last decades an extensive body of reséaxtooked at the diversification-
performance relationship without coming to an un@uwbus conclusion. Scholars
have found a linear positive relationship (Jacquemnd Berry (2009), a linear
negative relationship (Amit and Livnat (2008) a dAmear U-shaped relationship

(Ruigrok and Wagner (2009)), a non-linear inversashidped relationship (Grant,
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Jammine and Thomas (2008), a sigmoid relations@Gign{ractor, Kundu and Hsu
(2009); Lu and Beamish (2008) or no significan@atenship at all (Montgomery,
2009). The examples above as well as review papersthe diversification-
performance relationship (Grant et al., 2008; Hetnr2®07; Ramanujam et al., 2009)
indicate that the results are contradictory and thare is no consensus in the

literature.

Some scholars attempted to explain these mixedtselsy identifying a number of
contingencies, which moderate the diversificatienf@grmance relationship. Hitt,
Hoskisson and Kim (2007) found a positive moderpgffect of the level of product

diversification on relationship between internasibdiversification and performance.

Vermeulen and Barkema (2007) report a negative natidg effect of product scope
on the relationship between number of foreign <libses and profitability.
Geringer, Tallman and Olsen (2007), hint in the atasion of their study that
simultaneous high levels of product diversificationight lead to a reduction in
performance. Tallman and Li (2009) suggested a munolb additional moderating

effects but failed to find any convincing support.

Overall, the generalizability of the contingencadkthese scholars proposed turned
out to be limited. Still confronted by contradigta@mpirical findings a second wave
of researchers tried to come up with additionaltiogencies, which might matter.
These can be classified in two categories: exteowmdtingencies, and internal

contingencies.

The external factors include industry charactexssti(Montgomery, 2009),
characteristics of the economy as a whole (Chaktialgingh, & Mahmood, 2007),
differences between time period (Geringer et @07), while the internal factors
different include the firm’'s levels of R&D and asttising intensity, differences in
the firm’s ownership and managerial structure fibra et al., 2009). Although
incorporating all these contingencies has improvad understanding of the
diversification-performance relationship, it hast mesolved the ambiguity of the

direct relationship between diversification andfpenance.

13



2.6 Empirical Evidence

Acharya et al. (2007) performed one of the firsd amportant studies about
diversification on banks’ credit portfolio. Theyawzed Italian banks and found that
both industrial and sectoral diversification redudsank returns while producing
riskier loans. Busch and Kick (2009) examined ineattiversification in the German
banking industry. Goetz (2012), studies how a bamkversification affects its own
risk taking behavior and the risk taking of competinon-diversified banks. These
findings indicated that a bank’s diversifications@limpacts the risk taking of
competitors, even if these banks are not diversifyiheir activities. Fang et al.
(2011), resulted that asset diversification is eisded positively and loan

diversification negatively with bank performance.

Results of the studies provided from E.U. banks@r&l experience (Stiroh 2008a,b;
Stiroh and Rumble 2009 ) contradict to each otheterms of diversification. The
study made for Italian banks resulted that incomeerdification increases risk-
adjusted returns and found that there are limitdiversification gains as banks get
larger (Chiorazzo et al., 2008). Cotugno and S&dfa(R012), confirmed a positive
relationship between product diversification anchkbgerformance and identical

results are obtained with respect to the geograpHigersification.

On the other hand for U.S. banks Morgan and St(g09), suggested that product
diversification increases the lending capacity afiks and the banking system, but it
does not increase the profits of individual banksealuce the risk in their portfolio.
Stiroh (2008a), examined the link between diveraiion and risk adjusted
performance for small community banks and resuttest diversification benefits
within broad activity classes but not between th&tiroh (2008b) explored the link
between the growing reliance on noninterest incamned the volatility of bank
revenue and profits and results of the study fromth baggregate and bank data
provided little evidence that this shift offersdardiversification benefits in the form

of more stable profits or revenue.

D’Souza and Lai (2009) measured the efficiency ah#&la’s Big Five chartered
banks and found that banks systematically undesparbver time. Dillmann et al.

(2010), examined if monitoring abilities of Germaooperative banks and savings
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banks increase with their specialization on ceradlustry sectors and they observed
that sectoral specialization generally entailsdsettonitoring quality, particularly in
the case of the cooperative banks. Deng and Eljiag&®08), found that product
diversification is associated with bank holding g@my value enhancement and risk
reduction, increased distance between a bank hpidimpany and its branches is
associated with firm value reduction and risk iase Tabak et al. (2010), assessed
whether banks operating within the Brazilian bagksiystem concentrate or diversify
their credit portfolio and how this choice impattigir performance and risk and they
founded that Brazilian Banks’ loan portfolios ar®@mn concentrated than those of
developed countries like Germany, Italy and th8.WBebczuk and Galindo (2008),
analyzed sectoral diversification of Argentine baualad suggested that larger banks
benefit more from diversification than smaller onasd that the benefits of

diversification are greater during the downsid¢hef business cycle.

2.7 Summary of Literature Review

Diversification is particularly important for a bgngiven its nature as a financial
intermediary. Since risk management is an integgal of a financial firm’s business,
the ability to gain from diversifying risks is impgant for such firms. The reviewed
literature has shown that asset diversificationagsociated positively and loan
diversification negatively with bank performanceafg et al., 2011). Results of the
studies provided from E.U. banks and U.S. expegetuntradict to each other in
terms of diversification. The study made for Italibanks resulted that income
diversification increases risk-adjusted returns dodnd that there are limits to
diversification gains as banks get larger (Cotugnd Stefanelli, 2012). It has also
been revealed that geographic diversification isoeisted with bank holding
company value enhancement and risk reduction, asex distance between a bank
holding company and its branches is associated fivith value reduction and risk

increase (Deng and Elyasiani, 2008).

The studies reviewed above are mainly done in tbeeldped countries whose
institutions product diversifications effect ondimcial performance are different from
that of banks in Kenya. Therefore, there exist seaech gap on the relationship

between product diversification and financial perfance of commercial banks in
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Kenya. This study therefore seeks to fill this rhtteire gap by investigating the
relationship between product diversification andficial performance of commercial

banks in Kenya.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter presented the methodology that wad tesearry out this study. The
chapter presented the research design, the papulatnd data collection method and

instruments and data analysis.
3.2 Research Design

For the purposes of this study, the researcher caasal research design. A causal
research explores the effect of one thing on amathd more specifically, the effect
of one variable on another (Dooley, 2007). Accogdie Kumar (2009), causal-
comparative research attempts to identify a casatelationship between an
independent variable and a dependent variable. adseseffect research design
(causal) is chosen because it enables the resedolyeneralize the findings to a
larger population. This study therefore was ablgeaeralize the findings to all the
commercial banks in Kenya. This design was appatgriin investigating the
relationship between product diversification anthficial performance of commercial

banks in Kenya.
3.3 Population of the Study

Target population in statistics is the specific glagion about which information is

desired. According to Ngechu (2008), a populat®a well defined or set of people,
services, elements, events, group of things oréfmlds that are being investigated.
Mugenda and Mugenda, (2003), explain that the tgsgpulation should have some
observable characteristics, to which the researclbends to generalize the results of
the study. This definition ensures that populatidninterest is homogeneous. The

target population comprised of 43 commercial banksenya (see Appendix ).

The study adopted Census method and involved ajistexred 43 operational
commercial banks in Kenya as per Central Bank ofylég CBK) record for the study

period 2008-2012. However commercial banks whioh @aot operational for the
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entire 5 year period or under receivership weopped due to incomplete records or
missing data. The financial statements (secondaid) dvere obtained from individual
banks websites, CBK supervisory data bank and Nalidaily news papers (Nation

and Standard). These sources are authentic thableglsuitable and valid.
3.4 Data Collection

For the purpose of this study, the researcher mase¢d secondary data — An audited
financial statement of commercial banks. The researmainly collected quantitative
data. Secondary data involves the collection aralyais of published material and
information from other sources such as annual teppublished data. Thus in this
study the researcher used the end of year finarepalts of the banks for the last five
years specifically the balance sheets and the iacstatements. The balance sheet
provided the researcher with information regardimg total asset changes while the
income statement provided information regardingnges in net income and Equity.
Bryman and Bell (2003) further explain that secopddata is a useful quantitative
source for evaluating historical or contemporarnynfiwential or public records,

reports, government documents and opinions.

3.5 Data Analysis

Inferential statistics was used with the aid of SP@ogramme at 95%, 99%
confidence level. Herfindahl - Hirschman Index, f@tations and Regression will
mainly be used. Product diversification will be Bazad using Herfindahl-Hirschman
Index (HHI). This study adopted an Adjusted HHI agg@zh (Acharya et al. 2007;
Stiroh and Rumble 2009; Stiroh 2008) as shown;

NII NNOII
HH1= 1 - (3" + (Rar)’

Where: HHI = level of product diversification, NH Net Interest Income, NONII =
Non-Interest Income, NOI=Net Operating Income arigl 4 unit. The sum of squared
revenue is subtracted from a unit so that HHI levelreases with the level of

diversification which takes on values between 0<d30-75.

For the purpose of this study product diversifieativas denoted by HHI. From any

Kenyan commercial banks’ audited published finanstatement, there are three
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sections; statement of financial position, staterm@ncomprehensive income and
other disclosures. Income statement contains rteteist income (NII) and non-

interest income (NONII) as major revenue streamterést income components are;
loans and advances, government securities, depasits placement with other

banking institutions, and other interest incomeniterest income components are;
fees and commissions on loans and advances, aherand commissions, foreign
exchange trading income, dividend income, and othen-interest income.

Diversification level for commercial banks per yedt be calculated and averaged
for the banking sector, peer group, ownership aaith fas per CBK classification.

ROE and ROA are returns (EBIT) on equity and asssigectively.

3.5.1 Analytical Model

The regression model was as follows:

Y:ﬂ0 + ﬂl)(h +¢e

Whereby Y = Financial performance indicator asdependent variable while X1 is
the Production diversification level (HHI) as tmelependent variable amjis the Y
intercept,B; _is the coefficients and= Error term. Diversification level (HHI) will be
separately regressed against the following findng&formance measures ROA,
EBIT, NOI and ROE as shown below:

ROA = Bo+ By (HHI) + €..oovveeeeecen e, 1)
ROE = Bo+ B2 (HHI) + &.ovvovveieeeeree o, @)
NOI = Bo+ Ba(HHI) + &...oovvovvoeereein. 3)
EBIT = Bo+ Ba(HHI) + £..oovveverieernen, 4)

Where ROA is Return on assets, ROE is return oneow/requity, EBIT is earnings
before income tax, NOI is net operating income, HldHthe level of product,
diversification,fo is the y intercept anelis the error term. The F- value was used to

test for significance.
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CHAPTER FOUR: DATA ANALYSIS, FINDINGS AND INTERPRET ATION

4.1 Introductions

This chapter presents the research findings orstildy on the relationship between
product diversification and financial performandecommercial banks in Kenya. The
data was collected on a sample of 42 commercidkséor the period ranging from

2008 to 2012.

4.2 Data Analysis and Interpretation

4.2.1 Diversification

Both interest and non-interest incomes from traddi intermediating activities and
non interest activities are heterogeneous, andndiigg each component reveals

different levels of diversification as shown in T@#.2 Construction of HHI:

HHI_NONII=

1~ (o) o)+ i)+ () () -0

ARLNIE=" 1= {(L)Z + (GOVT)Z + (2)2 + (m)2 + (ONNIO)Z} ... (iif)
- NII NII NII NII NII

Where: HHI_NONII=diversification level of NONII coponents, 1 =a unit, FL=fees
and commissions on loans and advances, NONII=Nterdat Income, OF=other fees
and commissions, FOREX=foreign exchange tradingrires DIV=dividend income,
ONONII= other non-interest income, NlI=Net intere@stome, L=loans and advances,
GOVT=government securities, DP=deposit and placem@nll=other interest
income. Their diversification level are shown iblea4.2 and further demonstrated by
figure 4.2.

From the figure 4.2, profits have been increasinmereasing rate from year 2008-
2010, but increased at decreasing rate in year.30filarly (HHI_NONII) increased

at increasing rate up to the years 2010 and stadret0.70 in year 2011. However
(HHI_NII) increased in the years 2008-2010 and eased for subsequent years
(2011-2012) to 0.36. Evidently, the growth of ptefcould be associated with the

movement of diversification level of non-interestome which has been steady and
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stable. This has been hailed by Stiroh (2004) thegrsification into non-interest

income increases bank revenue and reduces vglatilhanks profits.

Therefore the stability of profits of commercialnba in Kenya could be stable
because of the stability of non-interest incomeerification level. The drastic and
sporadic reduction in diversification level in irgst income could be associated with
2008/2009 anti-economic activities (U.S.A creditrh, new Kenya’'s economic
policies, Inflation rate, and effect of post-eleas violence in Kenya). During the
period, the traditional banking generating actbstidecreased and suppressed non-

traditional income generating activities.

In order to assess the level of product diverditicaof commercial banks in Kenya,
the study assumed that commercial banks in Kengadaersified in product. The
mean diversification levels for commercial banksaading to sector, peer group, size
(assets) and faith is as shown in table 4.1, anthdu justified by figure 4.1. This
reveals varying levels of diversifications; largdH|=.46) commercial banks are
above the sectors’ level (HHI=.43), while mediumH(H.42) and small (HHI.41)
commercial banks fall below. However private amthlic banks tie up at HHI= .43
and at par with the sector while Islamic (HHI=.4@nks trail. This implies that all
commercial banks in Kenya are moderately (0.25<H}iS) diversified at aggregate

level and no extreme.

Table 4. 1: Mean Diversification Levels for the Stdy Period (2008-2013)

Period| No | Industry | Large | Medium | Small | Public | private | Islamic
2008 39 0.42 0.46 0.43 0.37 0.40 0.42 -
2009 39 0.43 0.46 0.40 0.44 0.40 0.44 -
2010 39 0.43 0.46 0.44 0.41 0.46 0.43 -
2011 40 0.43 0.46 0.43 0.42 0.46 0.45 0.41
2012 42 0.42 0.47 0.42 0.42 0.48 0.44 0.39
Mean | 39.8 0.43 0.46 0.42 0.41 0.43 0.43 0.40

Source: Research Findings
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At individual banks level (see Appendix table 4figures truncated to 2 decimal
places), apart from bank of Baroda (HHI=0.23) ahks are moderately diversified
(0.25<HHI>0.5), with Larger banks recording highiewards balanced in revenue
streams. This matches Chiarozza et al (2007) fgslion European banks where
diversification diminishes with bank size, and sop@d by MCAllister and MC
Manus (1993) with conclusion that larger banks tgreater ability to diversify risk.

The interpretation is that large banks enjoys empnof scale and could take risk
projects which medium and small could not enjoy.n@mhip does not influence
income source diversification level of commerciahks in Kenyan, since private and
public banks are at par. The Islamic banks arersified though at early phases of
market product development. Large banks may havee nmaeveloped risk
management techniques or may be involved in fundgatle different types of

activities with different distributions.

4.2 Diversification in product and Profits

Both related and non related diversification atigg income are heterogeneous and
diagnosing each component reveals different leeéldiversification as shown in
Table 4.2.

Table 4. 2: Average Diversification Levels and Prfits

2008 2009 2010 2011 2012
HHI_NONII 0.59 0.63 0.68 0.70 0.70
HHI_NII 0.34 0.43 0.45 0.42 0.36
Av. Profits( Kshs B) 0.492  0.665 0.882 1.09 1.213
Source: Research Findings
Construction of HHI: Where: HHI_NONII=diversificatm level of NONII

components, 1 =a unit, FL=fees and commissions @@nd and advances,
NONII=Non-Interest Income, OF=other fees and comsioiss, FOREX=foreign
exchange trading income, DIV=dividend income, ONGNther non-interest
income, NII=Net interest income, L=loans and adesncGOVT=government
DP=deposit ONIll=otheterast Their

diversification level are shown in table 4.2 andtar demonstrated by figure 4.1.

securities, and placement, income.
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Figure 4. 1 Average Level of Diversification for the Study Peod
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Source: Research Findings

From the figure 4.1, profits have been increasinmereasing rate from year 2008-
2012, but increased at decreasing rate in year.30@8arly (HHI_NONII) increased
at increasing rate up to the years 2008 and stadret0.70 in year 2009. However
(HHI_NII) increased in the years 2005-2007 and eéased for subsequent years
(2008-2009) to 0.36. Evidently, the growth of ptefcould be associated with the
movement of diversification level of non-interestome which has been steady and
stable. This has been hailed by Stiroh (2004) thetrsification into non-interest

income increases bank revenue and reduces vglatilhanks profits.

Therefore the stability of profits of commercialnia in Kenya could be stable
because of the stability of non-interest incomeerification level. The drastic and
sporadic reduction in diversification level in irgst income could be associated with
2008/2009 anti-economic activities (U.S.A creditrh, new Kenya's economic
policies, Inflation rate, and effect of post-eleas violence in Kenya). During the
period, the traditional banking generating actestidecreased and suppressed non-

traditional income generating activities.
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4.2 Trends of Income Sources Components and Profig008-2012

In order to establish the growth of product diviization and its relationship with
profits, annual aggregates of NII, NONIl and pfivere taken for each year as

shown in the table 4.3.

Table 4. 3: NOI, NII, NONII and Profits Trends 2008- 2012

Kshs (billion) 2008 2009 2010 2011 2012
NONII 24.3 29.9 37 49.1 51.4
NIl 48.6 59.8 74.0 98.2 102.8
NOI 72.9 91.8 112.9 149.5 166.1
PROFITS 4.92 6.65 8.82 10.9 12.13

Source: Research Findings
Figure 4. 2: NOI, NII, NONII and Profits Trends for the Study Period

NOI, NII, NONII and Profits Trends for the Study Period
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Source: Research Findings

From figure 4.2 NIl and NONII have been increasamgually and replicated by NOI,
but at varying rates for the study period (2008220INONII growth was recorded
(5.6, 7.1, and 12.1) while the growth of NIl doubld 3.3, 14 and 24.5) that of NONII
in years (2008-2012) and the increase were, 10R@N{I= 51.4-24.3), 106 %( NII=

102.8-48.6). In both cases it grew at decreasiteyira2011, 2012. The profits have

been steady and stable all through the study pefibés increase in non-interest
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income is supported by De young and Rice 2004 rigelithat financial institutions

generate increased portion of their income from-imbermediation activities.

The increase and decrease reveal the revenue sgreavth move in same direction
and can be affected by a given shock similarly.niigantly, non-interest income
begs allot on interest income generating activitieall traditional activities respond
to the same economic shocks like regional econaciiwity, then one would expect
to see a high correlation between these revenearss. It is evident that noninterest
income components are highly positively correlatétth net interest income. This is
not surprising as non-interest income are closéyned with traditional banking
operations linked to deposit-taking activities, leaand advances and further the

revenue streams co-exists a alongside each other.

These results show a relatively high degree of tpesicorrelation between
noninterest income and net interest income acrasksand thus substitution of the
revenues streams is impossible. This suggests ¢ibious diversification benefits as
growth in one type of income is typically assodiatéth similar growth in the other
type. Moreover, the correlation has been trendipgimplying less diversification
benefits as the banking industry steadily shitgévenue focus to noninterest income
sources. Results are supported by De Yong and Ri@@4) and De Young and
Roland (2006) non-interest and interest incomet&xasong rather replacing each

other.

4.4 Correlations Analysis

The table 4.5 shows varied degree of interrelabipss but all are statistically
significant at 95% and 99% levels of confidencer Hstance, there is a strong
significant positive correlation between net ingracome (r=.998, sig. =.000) and

net operating income at 99% confidence level (8bet4.5).
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Table 4. 4: Zero order Correlation of Study Variables

3

HHI | NI |NONI |[NOI |[EBIT |ROA |ROE
HII Pearson(r) 1 340%| 3797 3644 355{ .338f 335
Sig. (1-tailed) 0.017 0.009 001L 0.013 0018 100
NIl Pearson(r) 340 1 987+ 008" 073 .441% b58»
Sig. (1-tailed) | 0.017 0 0 0 0.002 0
NONII | Pearson(r) 3797 987 1 | 096" 954 412% 5B*
Sig. (1-tailed) | 0.009 0 0 0 0.005 0
NOI | Pearson(r) 364 998" 006 1 968 434 567
Sig. (1-tailed) | 0.011 0 0 0 0.003 0
EBIT | Pearson(r) 355%| 973" 954 068* 1 528+  655*
Sig. (1-tailed) | 0.013 0 0 0 0 0
ROA | Pearson(r) 338%| 441 412"  434% 0 1 | .888"
Sig. (1-tailed) | 0.018] 0.002 0.005  0.003 0 0
ROE | Pearson(r) 335%| 582" 534" 5674 6557 888" 1
Sig. (1-tailed) | 0.019 0 0 0 0 0 0

* Correlation is significant at the 0.05 level (1-&iled).

** Correlation is significant at the 0.01 level (1tailed).

Source: Research Findings

The interpretation of this high correlation is th&&nyan commercial banks rely

heavily on interest income to outdo operating esperll the variables in table 4.4

relates positively (0<r>1) and sig. <0. Thus in g@h the relationship between

diversification and financial performance measuras been positive. This implies

that with a unit increase in diversification levedsults to a corresponding increase in

financial performance measures and thus influenieancial performance of

commercial banks in Kenya. This could explain figi by Rumble and Stiroh

(2004) on USA banks that diversification and finahperformance relates positively

and cannot be substituted.

The partial correlation coefficients were companeth that of zero order correlation

coefficients in order to establish the magnitudel éme direction of change. The
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results suggest that on whole, financial performeacitange when one of the income
sources is controlled. However the degree of chamgeach variable varies. For
instance, when NONI is controlled, results will Bappressed and statistically
significant (e.g. EBIT r=.6413, ROA r=.2036, ROE3611) but the margin will be
positive, indicating that in absence of non-inteiesome source, the relationship
between NIl and financial performance will be suggsed. On the other hand, when
NIl is controlled, the results worsens and supmeéssirther (e.g. EBIT(r=-.1720,
ROA r=-.1405, ROE=-.2759) leaving negative margihus removing NIl would
worsen the state of banks profitability. This ma&gkexplanation of Rice and Roland

on why interest and non-interest have to exist@kech other.

Significantly, commercial banks in Kenya may spkogaonly in interest income
generating activities but not in non-interest ineogenerating activities because non-
interest income generating activities dependentsvile on banks inter-mediation

activities.
4.5 Regression Analysis

Regression was conducted using degree of diveatiit as a predictor of NOI (see
table 4.5).

Table 4. 5: Regression of Diversification (HHI) Leel and Net Operating Income
(NOI)

Model R R Square| Adjusted R Square| Std. Error of the Estimate

1 .406(a) .165 142 3843.70622

a Predictors: (Constant), NOI

Source: Research Findings

Adjusted R is called the coefficient of determination andstels how the profitability

of commercial banks in Kenya varied with variationproduct diversification. From
table above, the value of adjustetliR0.142. The model revealed that HHI accounts
for 16.5(R-square 0.165) percent of the variandd@i with a Pearson r =.406, F (1,
37) = 7.303, p value = .010.
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Table 4. 6: ANOVA for Product Diversification Level and Net Operating Income

Sum of Squares df Mean Squafe F Sig.
Regression 107891238.4 1 107891238.4 7.303 0.01
Residual 546640868.3 41 14774077.52
Total 654532106.7 42

Predictors: (Constant) HHI
Dependent Variable: NOI

Source: Research Findings

Table 4. 7: Coefficients for Product Diversification Level and Net Operating

Income
Unstandardized Standardizeq
Model Coefficients Coefficients t Sig.
B Std. Error Beta
1 (Constant) 10137.458 | 4659.452 2.176 .036
HHI 29358.604 | 10864.069 406 2.702 .010
Source: Research Findings
The resulting linear regression equation to es@maNOlI' = 10137.458

+29,358.604HHI.

Where: 29,358.604 = an estimate of the expectedgehan NOI corresponding to

change in HHI level; 0.010, 0.036 = p-values an@soees how significant the results

are or significant different from zero (error fagto10,137.458 = y-intercept

(constant) and represents the predicted value witéhlevel is zero. This finding

implies that for one unit increase in diversificati(HHI), we expect 29,358.604 unit

increases in net operating income (NOI) ceterigopar Alternatively, a one standard

deviation increase in HHI results t0.406 standadation on predicted NOI, ceteris

paribus.

Regression was conducted using degree of diveasiiit as a predictor of EBIT (see

table 4.8).
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Table 4. 8: Results of Regressed Degree of HHI althrnings before Interest and
Tax (EBIT) Correlation Coefficient

Model R R Square| Adjusted R Square| Std. Error of the Estimate

2 378 143 120 1459.0187

a Predictors: (Constant), NOI

Source: Research Findings

Adjusted R is called the coefficient of determination andsteis how the profitability

of commercial banks in Kenya varied with variationproduct diversification. From
table above, the value of adjustetli®0.143. The model revealed that HHI accounts
for 14.3 (R-square 0.143) percent of the variamcEBIT with a Pearson r =.378, F
(1, 37) = 6.163, p value = .018.

Table 4. 9: ANOVA for Product Diversification Level and Earnings before

Interest and Tax

Sum of Squares df Mean Square F Sig.
Regression 13118562.061 1 13118562.061 6.163 .018
Residual 78763221.706 41 2128735.722
Total 91881783.768 42

Predictors: (Constant) HHI

Dependent Variable: EBIT

Source: Research Findings

Table 4. 10: Coefficients ANOVA for Product Diversfication Level and Earnings
before Interest and Tax

Unstandardized Standardize(
Model Coefficients Coefficients t Sig.
B Std. Error Beta
1 (Constant) 3512.357 | 1768.665 1.986 .054
HHI 10237.300| 4123.853 378 2.482 | .018

Source: Research Findings
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The resulting linear regression equation to estmat EBIT =
3512.357+10237.300HHI.

Where: 10237.300= an estimate of the expected ehangEBIT corresponding to
change in HHI level; 0.018, 0.054 = p-values an@soees how significant the results
are or significant different from zero (error fagto3512.357= y-intercept (constant)
and represents the predicted value when HHI lessgero. This finding implies that
for one unit increase in diversification (HHI), veapect 10237.300 unit increases in
earnings before income tax (EBIT) ceteris parib@iernatively, a one standard
deviation increase in HHI results to 0.378 standdediation on predicted EBIT,
ceteris paribus. It reveals statistically signifitpositive linear relationship between
HHI level and EBIT. It meaning for one unit increais product diversification we

expect 10,237.3 unit increases in EBIT.

Table 4. 11: Results of Regressed Degree of HHI arReturn on Assets (ROA)

Correlation Coefficient

Model R R Square| Adjusted R Square| Std. Error of the Estimate

3 .062 .004 .023 2.49079

a Predictors: (Constant), ROA

Source: Research Findings

Adjusted R is called the coefficient of determination andsteis how the profitability

of commercial banks in Kenya varied with variationproduct diversification. From
table above, the value of adjustedli® 0.04. The model revealed that HHI accounts
for 2.3 (R-square 0.143) percent of the variand@@A with a Pearson r =.062, F (1,
42) = 0.143, p value = .007.
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Table 4. 12: ANOVA for Product Diversification Levd and Return on Assets

Sum of Squares df Mean Squafe F Sig.
Regression .888 1 .888 .143 .007
Residual 229.549 41 6.204
Total 230.437 42

Predictors: (Constant), HHI.
Dependent Variable: ROA

Source: Research Findings

Table 4. 13: Coefficients for Product Diversificaton Level and Return on Assets

Model Unstandardized Standardizeq
Coefficients Coefficients t Sig.
B Std. Error Beta
3 (Constant .686 3.019 227 .022
HHI 2.664 7.040 .062 .378 .007

Dependent Variable: ROA

Source: Research Findings
The resulting linear regression equation to estmROA = 0.686+2.664HHI.

Where: 2.664 = an estimate of the expected chand®@A corresponding to change
in HHI level; 0.022, 0.007 = p-values and meast@s significant the results are or
significant different from zero (error factor); ®8= y-intercept (constant) and
represents the predicted value when HHI level ®.zZ€his finding implies that for
one unit increase in product diversification (HHMe expect 2.664 unit increases in
return on assets ceteris paribus. Alternativelpna standard deviation increase in
HHI results to 0.062 standard deviation on predid®OA, ceteris paribus. It reveals
statistically significant positive linear relatidng between HHI level and ROA. It
meaning for one unit increase in product diveratitn we expect 2.664 unit
increases in ROA. This study therefore infers tatduct diversification improves
financial performance of commercial banks in Kenykhis result contradicts
Europeans banks findings by Merceica et al (2007hwerse relationship between

diversification and financial performance.
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Table 4. 14: Results of Regressed Degree of HHI afketurn on Equity (ROE)
Correlation Coefficient

Model R R Square| Adjusted R Square| Std. Error of the Estimate

4 .075 .006 .021 15.66437

a Predictors: (Constant), ROE
Source: Research Findings

Adjusted R is called the coefficient of determination andsteis how the profitability

of commercial banks in Kenya varied with variationproduct diversification. From
table above, the value of adjustedi®0.06. The model revealed that HHI accounts
for 6 (R-square 0.06) percent of the variance irER@th a Pearson r =.075, F (1, 42)
=4.211, p value = .007.

Table 4. 15: ANOVA for Product Diversification Levd and Return on Equity

Sum of Squares df Mean Square F Sig.
Regression 51.662 1 51.662 4.211 .00y
Residual 9078.777 41 245.372
Total 9130.439 42

Predictors: (Constant), HHI.
Dependent Variable: ROE

Source: Research Findings

Table 4. 16: Coefficients for Product Diversificaton Level and Return on Equity

Unstandardized Standardize
Model Coefficients Coefficients t Sig.
B Std. Error Beta
3 (Constant 1.068 1.1428 2.372| .012
HHI 20.315|  0.1210, 0.075 2.459| .003

Dependent Variable: ROE

Source: Research Findings
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The resulting linear regression equation to estmROE = 7.068+20.315 HHI.

Where: 7.068 = an estimate of the expected chand®QE corresponding to change
in HHI level; 0.012, 0.003 = p-values and meast@s significant the results are or
significant different from zero (error factor); B® = y-intercept (constant) and
represents the predicted value when HHI level i®.z€his finding implies that for

one unit increase in product diversification (HHMe expect 7.068 unit increases in
return on assets ceteris paribus. Alternativelpna standard deviation increase in
HHI results to 18.989 standard deviation on predid®OE, ceteris paribus. It reveals
statistically significant positive linear relatidnp between HHI level and ROE. It
meaning for one unit increase in product diveraiftn we expect 20.315 unit
increases in ROE. This study therefore infers fratluct diversification improves

financial performance of commercial banks in Kenykhis result contradicts

Europeans banks findings by Merceica et al (2007hweerse relationship between

diversification and financial performance.

4.6 Interpretation of Findings

From the study findings it was revealed that HHt@amts for 16.5 (R-square 0.165)
percent of the variance in NOI with a Pearson 06,4 (1, 37) = 7.303, p value =
.010. The resulting linear regression equationestimate; NOI' = 10137.458
+29,358.604HHI. Where: 29,358.604 = an estimatéhefexpected change on NOI
corresponding to change in HHI level; 0.010, 0.63p-values and measures how
significant the results are or significant differémom zero (error factor); 10,137.458
= y-intercept (constant) and represents the predigalue when HHI level is zero.
This finding implies that for one unit increase diversification (HHI), we expect
29,358.604 wunit increases in net operating inconNOI) ceteris paribus.
Alternatively, a one standard deviation increaseHiHI results t0.406 standard
deviation on predicted NOI, ceteris paribus.

Model 2 revealed that HHI accounts for 14.3 (R-sgqua143) percent of the variance

in EBIT with a Pearson r =.378, F (1, 37) = 6.16¥%alue = .018. Where: 10237.300=

an estimate of the expected change on EBIT correlpg to change in HHI level,

0.018, 0.054 = p-values and measures how signtffittea results are or significant

different from zero (error factor); -3512.357= ydrcept (constant) and represents the
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predicted value when HHI level is zero. This firglimplies that for one unit increase
in diversification (HHI), we expect 10237.300 umiicreases in earnings before
income tax (EBIT) ceteris paribus. Alternativelypiae standard deviation increase in
HHI results to 0.378 standard deviation on predid@&BIT, ceteris paribus. It reveals
statistically significant positive linear relatidnip between HHI level and EBIT. It

meaning for one unit increase in product diveraiftn we expect 10,237.3 unit

increases in EBIT.

Model 3 revealed that HHI accounts for 2.3 (R-squai43) percent of the variance
in ROA with a Pearson r =.062, F (1, 42) = 0.148afue = .007. Where: 2.664 = an
estimate of the expected change on ROA correspgnidinchange in HHI level;
0.022, 0.007 = p-values and measures how signtfitt@ results are or significant
different from zero (error factor); .686 = y-intept (constant) and represents the
predicted value when HHI level is zero. This firglimplies that for one unit increase
in product diversification (HHI), we expect 2.664ituincreases in return on assets
ceteris paribus. Alternatively, a one standard @M increase in HHI results to
0.062 standard deviation on predicted ROA, cetpasbus. It reveals statistically
significant positive linear relationship between IHelvel and ROA. It meaning for
one unit increase in product diversification we exp2.664 unit increases in ROA.
This study therefore infers that product diversifion improves financial

performance of commercial banks in Kenya.

Model 4 revealed that HHI accounts for 6 (R-squaf5) percent of the variance in
ROE with a Pearson r =.075, F (1, 42) = 4.211, lpevae .007. Where: 7.068 = an
estimate of the expected change on ROE correspgpridirchange in HHI level;
0.012, 0.003 = p-values and measures how signtfitt@n results are or significant
different from zero (error factor); 7.068 = y-intept (constant) and represents the
predicted value when HHI level is zero. This firglimplies that for one unit increase
in product diversification (HHI), we expect 7.068ituincreases in return on assets
ceteris paribus. Alternatively, a one standard @t increase in HHI results to
18.989 standard deviation on predicted ROE, cemmitbus. It reveals statistically
significant positive linear relationship between HEvel and ROE. It meaning for

one unit increase in product diversification we ent20.315 unit increases in ROE.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND RECOMMENDATIO NS
5.1 Introduction

This chapter presents the discussions drawn froendtta findings analyzed and
presented in the chapter four. The chapter is tred into summary of findings,

conclusions, recommendations and areas for furdssarch.

5.2 Summary of Findings and Conclusions

The main concerns was to establish the relationsatreen product diversification
and financial performance of commercial banks imy& The results reveal that
commercial banking sector in Kenya on aggregataaslerately diversified (HHI=
0.43) while at individual bank level 97% of targpbpulation are diversified
(O<HHI<1). Large commercial banks level of diveisation (HHI= 0.45) was found
to be above the industry diversification level whilslamic (HHI= 0.40) trails.
Although the HHI level varies, it reveals that coemsial banks in Kenya embrace

diversification as a strategy to improve finangatformance.

Importantly, ownership and religion seemly has fii@ae on diversification level
since private and public are at par (HHI-priva#3sHHI-public 0.43), while Islamic
banks was at HHI= 0.40, but at early stage of famrproducts development.

However, it emerged that size influences diveratfan level greatly in Kenyan
commercial banks. It reveals statistically sigrifit positive linear relationship
between HHI level and financial performance meas(OI, EBIT, ROA and ROE)
and consistent with USA study’s findings Rumbld)d@) while contrast to European
banks (Staikouras and wood 2003), hence incomecsadiversification improves

financial performance of commercial banks in Kenya.

Larger banks have greater ability to diversify r@sid should be safer in operation and
thus have lower cost of funding than smaller ortésnce, larger banks may have
relatively better profitability than smaller oné8ased on too-big-to-fail argument,

larger banks may take on riskier activity than demadnes and decrease their cost of

funding and may have developed risk managemenhigoeds or may be involved in
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fundamentally different types of activities witHfdrent distributions (McAllister and
McManus 1993).

Large banks are prone to engage in risky actiitgnisetz, 1997). Similarly larger
banks considering their capital base can diveraifg provide variety of financial
products and thus forming a financial supermariétere clients can shop at one
point and pay at premium. Diversification levelnfluenced greatly by size, however
ownership and believes seemingly have no influemcdiversification level. Further
diversification was steady, stable and less vedtil non-interest income while net
interest income diversification level was founddaeange abruptly, which may be
explained by external variables. Further the amalgsveal that non-interest income
components —fees and commission on loans and aelvame highly correlated with
interest income. The two revenue streams (intea@st non-interest income) are
highly and positively related implying that they weoin same direction and can be
affected by same shock. This is not surprising@sintermediation activities begs a
lot on intermediation or banks traditional actiegtiand thus the two streams cannot be
substituted for each other. The effective ratioimterest income to non-interest
income has been found to be 6:4, and when tiltddviar of any, similarly profits will
tilt.

5.3 Conclusion

Findings from the results of regression indicatat tlll financial performance
measures (NOI, EBIT, ROA, and ROE) reveal posiyiviglear relationship with HHI
level, implying they increase with increase in proddiversification level. ROA and
ROE shows weak positive linear relationship andrtioelel reveal HHI accounts for
little variance in ROA and ROE since ROA and ROE iatios of EBIT to Asset and
Equity respectively. Seemingly there exists a spiter positive effects resulting
through EBIT. However, ROA and ROE shows weak pasitinear relationship
since are ratios of earnings before interest ardaaAsset and Equity respectively.
NOI and EBIT are directly influenced by diversifita and changes proportionately
with change in HHI level. This is because the tweasures of financial performance
are income statement components and therefore swfilun making decision to

diversify. ROA and ROE however, are neither incostetements nor balance-sheet
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components, thus seemingly there exists a spilt positive effects resulting through
EBIT.

5.4 Recommendations

This study recommends that banks should extend preduct mixes to increase
profitability through combination of traditional termediation activities and non
interest activities. Also the study recommends thate is need to strengthen bank
product diversification policy through effective danefficient regulation and

supervisory framework.

5.4 Limitations of the Study

A limitation for the purpose of this research wagarded as a factor that was present
and contributed to the researcher getting eithadequate information. The main
limitations of this study were; some data were neaidily available. This reduced the
probability of reaching a more conclusive study.wsdger, conclusions were made
with the available data. The size of the samplddcbave limited confidence in the
results and this might limit generalizations toestlituations. Time- Due to official
duties was a major concern. The information requifer the study was very
confidential which limited its accessibility fronmé banks. Most of the information

was in very raw form and thus requiring a lot af¢ito compute it.

5.5 Suggestion for Further Research

This study has successfully examined the relatipnsétween product diversification

and financial performance of commercial banks imy& This study recommends
that a similar study should be carried out acroast RAfrica and beyond and see
whether the same results would be replicated. ,Adsstudy should also be done on
the importance of credit diversification on banlksfprmance. For further studies, it
can be studied on consumer credits, locationalitctidersification, agency theory

applications on credit diversification by using feient diversification measures.
Additionally, emerging and developed countries ¢t@ncompared in the basis of

credit diversification.
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APPENDICES

Appendix I: Summary of Product Diversification Level (2008-2012)
Table 4. 17 : Summary of HHI Level for the Study Pdod (Truncated 2 Decimals

Places)
2008| 2009, 2010| 2011, 2012

Bank of Baroda (K) Ltd 0.21 0.22 0.29 0.21 0.22
Bank of India 0.41 0.43 0.44 0.45 0.46
Barclays Bank 0.48 0.47 0.48 0.49 0.48
Commercial Bank of Africa  0.49 0.45 0.46 0.48 0.48
Chase Bank (K) Ltd 0.37 0.38 0.39 0.4 0.42
Citibank N.A Kenya 0.49 0.45 0.49 0.49 0.51
City Finance Bank Ltd 0.31 0.35 0.36 0.37 0.39
Consolidated Bank 0.5 0.55 0.56 0.5[7 0.58
Co-operative Bank 0.49 0.45 0.49 0.42 0.49
Credit Bank Ltd 0.33 0.33 0.33 0.33 0.38
Development Bank 0.29 0.32 0.38 0.39 0.39
Diamond Trust Bank 0.44 0.44 0.45 0.44 0.44
Dubai Bank Kenya Ltd 0.43 0.44 0.44 0.44 0.44
Equatorial Commer bank 0.35 0.3% 0.3b 0.35 0.85
Equity Bank Ltd 0.35 0.35 0.35 0.35 0.35
Fidelity Commercial 0.49 0.49 0.45 0.49 0.49
FinaBank Ltd 0.48 0.49 0.47 0.49 0.49
Giro Commercial 0.41 0.41 0.41 0.41 0.41
Guardian Bank Ltd 0.45 0.41 0.41 0.48 0.41
Habib Bank A.G Zurich 0.39 0.39 0.38 0.39 0.47
Habib Bank Ltd. 0.34 0.34 0.39 0.34 0.34
| and M Bank Ltd 0.49 0.49 0.49 0.38 0.49
Imperial Bank Ltd 0.4 0.43 0.42 0.41 0.4
Kenya Commercial Bank 0.46 0.46 0.46 0.36 0.46
K-RepBank Ltd 0.49 0.46 0.46 0.46 0.46
Middle East Bank 0.35 0.35 0.37 0.35 0.35
National Bank of Kenya 0.41 0.41 0.41 0.42 0.41
NIC Bank Ltd 0.4 0.41 0.45 0.41 0.41
Oriental Commercial Bank| 0.36 0.34 0.38 0.36 0.39
Paramount Universal Bank 0.24 0.36 0.37 0.36 0.38
Prime Bank Ltd 0.3 0.36 0.39 0.36 0.39
Southern Credit Bank 0.46 0.43 0.46 0.48 0.46
Standard Chartered Bank 0.46 0.46 0.43 0.46 0/48
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Trans-National Bank 0.47 0.46 0.47 0.49 0.4
Victoria Commercial Bank 0.44 0.44 0.46 0.43 0.4
Victoria Commercial Bank 0.43 0.46 0.42 0.4 0.4
First Community Bank 0 0 0 0.33 0.41
Gulf African Bank 0 0 0 0.48 0.35

Source: Research data and CBK (2008-2012)
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Appendix II: Commercial Banks

ABC Bank (Kenya)
Bank of Africa

Bank of Baroda

Bank of India

Barclays Bank
Brighton Kalekye Bank
CFC Stanbic Bank
Chase Bank (Kenya)
Citibank

10.Commercial Bank of Africa

© © N o g M w NP

11.Consolidated Bank of Kenya
12.Cooperative Bank of Kenya
13.Credit Bank
14.Development Bank of Kenya
15. Diamond Trust Bank
16.Dubai Bank Kenya
17.Ecobank

18. Equatorial Commercial Bank
19. Equity Bank

20.Family Bank

21.Fidelity Commercial Bank Limited

22.Fina Bank

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

26. Gulf African Bank
27.Habib Bank

28.Habib Bank AG Zurich
29.1&M Bank

30.Imperial Bank Kenya
31.Jamii Bora Bank
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32.Kenya Commercial Bank
33.K-Rep Bank

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

37.0riental Commercial Bank
38.Paramount Universal Bank
39.Prime Bank (Kenya)

40. Standard Chartered Kenya
41.Trans National Bank Kenya
42.United Bank for Africa

43.Victoria Commercial Bank

Source: Central Bank of Kenya

Handbook (2012)



