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Abstract

In Kenya, the use ofredit Reference Bureaus to mitigate credit risks inew concept. The purpose of this
study was to carry out an analysis on the conibbubf credit reference bureaus in preventing ¢redks in
Kenya'’s financial sector. This study also soughtet@luate the extent to which credit reference duse
regulation has been implemented by commercial banksto establish any challenges facing creditreefze
bureaus in Kenya. In chapter three, the case sayiyoach using descriptive design that investigabed
concept of applying credit reference bureau in ihevention of credit risks was used. Questionsaand
interviews as instrument of data collection werediusData was analyzed by SPSS computer program and
presented by use of tables, percentages and fighregyression relationship was generated to shavektent to
which each dependent variable was influenced bynithependent variable. This was shown by the odefit of

the independent variable in each case. A correlaimalysis was also performed to find how the éem are
related to each other in the model. The researdinigs in chapter four found out that the CredifeRence
Bureaus concept contributes towards reduction etlitrrisks and that implementation of Credit Refies
Bureaus regulation has gained general acceptamstastially in Kenya. The study also revealed thak of
awareness and non-compliance are currently thernchjallenges of Credit Reference Bureaus reguldtion
Kenya. In chapter five, the study recommends thatGredit Reference Bureaus regulation be extetmexd
sectors that handle credit transactions. Thereeésl ior our present Credit Reference Bureaus fintimk with
other regional Credit Reference Bureaus firms iheptcountries. The study further recommends that
membership to the Credit Reference Bureaus shaulthdndatory and enforceable and awareness campaigns
sensitize the public and companies that offer tteainsactions should be carried out by the stdkiehs.
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1.1 Introduction

Historically, the concept of credit reporting ageisowas born in the 1860s in the US, when merchaadgded to
keep track of their customers, especially thospaufr credit risk. Names were usually compiled stsli these
were the first "credit bureaus." With the advantéohnology and further growth of commerce, comgsihat
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dealt with collecting credit data began to takepghaSullivan et al, (2003), http://www.creditrepaim. In
Africa, the concept ofCredit Reference Bureaus has had its practicevinsidected countries by multilateral
companies through private credit bureaus such agpiscan which operates in Botswana, Namibia andnRava
while Kutz Univar, operate in Tanzania, Kenya arghbda. http://www.ehow.com.

In Kenya, before the publication of the Bankingddit Reference Bureau) regulations 2008 and tlemsing of
the first Kenya's credit bureau, Credit ReferencecBus Africa Ltd in February 2010, Kutz Univar &am was
operating in the country. In Kenya, Credit Refegmureaus concept was given a statutory basis aegal
recognition by the Banking (Credit Reference BujeRegulations, 2008 published in July 2008 and cantte
operation on 2nd February 2009. According to ttguleions, which provide for the licensing and swisson
of Credit Reference Bureaus by the Central Banklogsed user group for credit information sharing fo
institutions licensed under the Banking Act wasated. A closed user group refers to clientele tunstins
licensed under the Banking Act, namely, commetualks, mortgage finance companies and non-bankdiala
institutions. The Regulations outline the respoitités of financial institutions and Credit Refeiee Bureaus as
well as provide for the oversight of Credit RefererBureaus by Central Bank of Kenya. The Regulation
compel the sharing of information on both non-perfimg loans as well as on performing loans. Cutyent
Central Bank of Kenya has since licensed one Crediierence Bureaus, Credit Reference Bureau Africa
Limited, while three other applications from MetobpCredit Reference Bureau Limited, Compuscan Kenya
Limited and Credit Check Limited are at variousgst of being licensed. There are 44 licensed couniater
banks under the banking Act in Kenya currently.

The Kenyan Banking (Credit Reference Bureau) Reiguigs, 2008 states that the main role of CreditRafce
Bureau is to provide credit histories to finandredtitutions as to be able to make lending decsimnorder to
prevent credit risks. As a result, Jappelli anddPag (1999) say that credit bureaus assist in rgaknedit
accessible to more people, and enable lenderswsiddsses reduce financial risks. They add thalitdoereaus
allow borrowers to take their credit histories fr@me financial institution to another, thereby nmakiending
markets more competitive and in the end, mitigasslit risks and make credit more affordable. Jdpped
Pagano, (1999, further, asserts that sharing ofnmdtion between financial institutions in respettustomer
borrowing behaviour, has a positive economic impact

1.1.1 Sharing of information

According to Central Bank of Kenya, the introduatiof Credit Reference Bureaus in our financial koage is
an effort to encourage sharing of information bstitations so as to reduce the incidences of sdatdults by
bank customers as well as minimize the incidendesoa-performing loans. Credit information sharingl
allow banks to distinguish between good and badolears. Information sharing will also present custos
with the opportunity to negotiate a for good cradims when one has a good credit record. This sdeat the
introduction of Credit Reference Bureaus will irgate a culture of observing credit terms. SMEsiadividual
borrowers stand to benefit greatly from the intretthn of Credit Reference Bureaus since they wéllable to
use their credit histories as collateral unlikehia past when they were constrained from accessadjt due to
lack of physical collateral. This information wile exchanged by banks on a monthly basis.

This is indicative that sharing of information beem financial institutions through Credit RefereBegeau is
very essential in the management of credit riskdés Study therefore seeks to carry out an in-deptiysis on
the contribution of credit reference bureaus inigating credit risks in Kenya'’s financial sectorthvspecific
case study on commercial banks.

2. Literature Review

2.1 Credit Reference Bureau

According to Smith, (1998) the application of thee@it Reference Bureaus concept is enforced thré&uigtate
Bureaus and Public credit registers where lendamstrinformation about borrower. Smith adds thatefine
and truthfulness of the data reported by lenderedit bureaus is enforced invariably by threatgrdeviants
that they will be excluded from access to the commtata base. According to Smith, (1998) privateshus are
profit oriented venture created by the initiatiieemtrepreneurs or a coalition of lenders. He stdbat credit
reference agencies such as such as Duns & Bradstréee US, can be regarded as voluntary inforomati
sharing mechanisms, insofar as they draw a largi#gopf their data from lenders and suppliers, whoeturn
obtain preferential access to their data. Alvard@®99) defined Public credit registers as datebaseated by
public authority and managed by central banks. rTdeta are compulsorily reported by lenders, whemtbbtain
a return flow of data for use in their lending déens. Alvarado indicates that special public reggexist for
specific classes of debt contracts or securities:iristance, in many countries lease registersrdetite real
collateral assisting housing mortgage loans. Tyfyicéhese registers for special classes of dele hang
initiated the creation of modern public credit stgis managed by central banks, which record baanksl and
lines of credit (Alvarado, 1999). Smith (1998) irates that PCR differs from private bureau in tR&R
universally covers all financial institutions andembership is compulsory for all lenders under ratguy
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jurisdiction of the CBKS. However, he says PCR doascover all loans; there is a threshold belovicivithey
don't cover. Private bureau cover all amountsoaik but may only be patronage by lenders whogothpay
membership fee.

According to Carolina, (1999), the type of inforiat shared in both types of bureau is mainly “bfack
information i.e. negative information i.e. defauttsarrears and not white information i.e. positinfrmation.
In addition, the use of Credit Reference Bureatsrels to sharing information merged from other sesirsuch
as criminal records, tax records etc. Carolina atldsin some case, all these data of informatiooompiled
together and used to assign credit scores of benolbased on statistical risk analysis.

Trivelli, (1999) concluded that one of the challeago effective use of credit reference bureahésnegative
effects on banks’ profits. He argues that giving puvate information hands over potentially valleabsset to
the competitors. He also says the liabilities ah#-border borrowing which account for debt owedoteign
lenders may not be captured by the local credéregfce systems bureau hence posing another barienedit
bureau application. Pagano and Jappelli (1993pestg that this problem can be mitigated if bartares
information across boarders Trivelli, (1999), atsgrees and adds that the design of credit infoomatystem
can mitigate adverse effect of handing over privatermation to competitors. Other issues suchnasease in
lending to safe borrowers may fail to compensatedduction in lending to risky types of borrow&adilla and
Pagano (1997). Padilla and Pagano, (1997), founhthati Credit reference bureau can have a negaffeet of
sharing information about borrowers’ quality tyfBesides, the problem of threshold amount limitrapublic
credit register and the threat of infinite memory the credit reference systems has posed som&ichas
Bolton (1990) ,Penati (1998). According to Jappeld Pagano (1999), the possibility of collusioncoddit
bureau members create barriers to new entrantpaliegnd Pagano, (2000) and Hleifer, (1998) obsdimat
strict privacy protection laws in some countrid®IFrance, prevent development of private crediebus. The
use of sophisticated technological systems, acaegrtti Bizer, (1992), also pause potential challerdiin all
in my view these challenges can only be mitigatgddund regulatory management of he financial seatd
the use of credit reference bureau by all lenders.

In their research on Commercial Banking Crises émya: Causes and Remedies, Nelson M. Waweru artdrVic
M. Kalani (2009) concluded that many of the finahadnstitutions that collapsed in 90s were due ¢m-n
performing loans. On the causes, they found out ¢im@ major cause was due to lack of regulateditcred
reference bureaus in the country. Earlier stud@wedn this area limited themselves in credit nsknagement
within the individual financial institutions anddked the concept of information sharing found inBC&ncept.
This is true for research works by Ndegwa, S. (2@0iLSystematic and Business risks, Mwirigi, P,2Q06) on
Assessment of Credit Risk Management Techniquegtaddy Microfinance in Kenya and many othersolwhi
never touched on credit risk mitigation through GRBlowever, much of the previous research in CRBzli
foreign as has been observed by the reviewedtlitera

2.2The need for sharing of information to mitigatecredit risks

Giesecke (2004) defines credit risk as the distiviuof financial losses due to unexpected chamngése credit
quality of counterparty in a financial agreemerduders at al (2006) states that credit risk isriglethat the
promised cash flows from loans and securities bglfinancial institution may not be paid in fullhis means
that borrowers may default in interest and principayment, hence causing financial loss to the it
institutions.

According to Petersen, (1994), the data neededries credit applications and to monitor borrowames not
freely available to banks. When a bank does noe lsch information, it faces “adverse selection™rapral
hazard” problems in its lending activity.

Adverse selection arises when some information tiveuborrowers’ characteristics remain hidderhmlender
(hidden information), and can lead to an ineffitialocation of credit, Moral hazard arises instéammn the
lender’s inability to observe borrower’s actionatthffect the probability of repayment. This credtee danger
of opportunistic behaviour or moral hazard by teertwer and informational disadvantage by the Heakiing
to inefficient allocation of credit. Hogen et alo@L 258) suggest that Mitigation of credit risksthie core
business in the banking business. According to Edb®&alton and April Wright International Journ&lBank
Marketing (2003) there is need to have appropriatess management mitigation strategy in orderettuce risk
of loan default because a financial institutiovigbility is weakened by the loss of principal antérest. Eagles
and Bosworth (1998) adds that if mitigation of dtetk are not addressed, the institution will undinancial
losses, incur costs taken to recover the capitaslatand fail in its social role of providing loamo members of
society to improve their living standards.

2.3 Methods of mitigating credit risks by banks

Banks have their own methods of mitigating creiiks. According to Damiano Brigo and Massimo Masett
(2006), Banks generally charge a higher interdsttborrowers who are more likely to defaultragtice they
call risk-based pricing. This is because they m@rsfactors relating to the loan such as loan psep credit
rating, and loan-to-value ratio. Banks may alsaewstipulations on the borrower, called loan comsawhich
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are included in the loan agreements. According amnétt, et al, (2006), such covenants include ireqents
for borrowers to periodically report their finanicieonditions, refrain from paying dividends, repuasing
shares, borrowing further, or other specific, védum actions that negatively affect the companinarfcial
position or may require the lender to repay thenlmafull, at the lender's request, especially éntain events
such as changes in the borrower's debt-to-equity oa interest coverage ratio.

Cornett, et al, (2006 ) adds that lenders and Hwriders may hedge their credit risk by purchasiregic
insurance or credit derivatives. These contradssfier the risk from the lender to the seller (igguin
exchange for payment. Lenders can also reducdt cigdby reducing the amount of credit extendeither in
total or to certain borrowers. Garp Risk Review)y(zAugust 2007) Related SSRN Research Paper.

De Servigny, Arnaud and Olivier Renault (2004) t#zat where borrowers face a high degree of uasyatic
credit risk called concentration risk, lenders oaguce this risk by diversifying the borrower podtcording to
Franken, Karmann and Scholtens, (2004), many govents establish deposit insurance to guarantee bank
deposits of insolvent banks. Such protection dismges consumers from withdrawing money when a li&nk
becoming insolvent, to avoid a bank run, and erages consumers to holding their savings in the ibgnk
system instead of in cash.

3. Methodology

3.1 Research Design

The research design adopted in this study was e stagy approach using descriptive design thatsiigyated
the concept of applying credit reference bureahénprevention of credit risks. This type of destivie research
was used because it gives a systematic collectidnaaalysis of data in order to answer questiome&ming
current status of a program, proposal or activétyt & Mugenda et al (1999).

3.2 Population and sample

The population of the study consisted of all tleetised commercial banks in Kenya and the credireate
bureau under the Banking Act. According to the @drBank of Kenya, there were 44 licensed banksare
credit reference bureau in Kenya as at 30th Fepr2@t1.

3.3 Sampling and sampling techniques

A sample of 9 banks was selected using stratife@alom sampling procedures based on their size amgtéy
terms of capitalization as per the Central BanKefiya rankingsaind the one and only licensed credit reference
bureau then was purposively selected for the stldye researcher used purposive method to select 30
respondents for the research and was composednkfrbanagers, credit managers, credit analyses emdrs
staff of credit reference bureau as shown by th#et88.1 below. All these respondents were from the
headquarters of their institutions based in Nairsbére they are in position to have the informateeded by
the study.

Table 3.1 Sample Design

Respondent’s Categories Sample Size
Bank managers 9
Credit managers 9
Credit analysts 9
CRB Africa Itd Senior managers 3
TOTAL 30

Source: Researcher, 2014.

3.4 Research Instrument (Tools)

To collect primary data, the researcher used cquastires and interviews. Besides, secondary dateodrer
sources like annual publications, brochures, jdsrnenonthly publication, and library books were dise
Interview schedules were also carried out with eesignts and this data collection tool enabled ésearcher to
obtain more authentic information beyond the litiitas of questionnaires.

3.5 Data Collection Procedures

With the help of research assistants the reseavi$itzd the institutions and administered the tjoesaires and
conducted interview schedules. Arrangements werdenwith the assistance of public relations offictrs
administer questionnaires to top management sfaffnaximum of three hours period was given to the
respondents to answer the questions before coltetiiem.

3.6 Instrument validity

Validity is concerned with the question of whether an instrum@asures what it intends to measure Nachmias,
C. & Nachmias. D. (1996). To ensure validity, gimstaire was prepared in conjunction with literatueview
and based on the research objectives and questisnsontent validity was pre-tested by a pilotdstuand
discussed with the supervisor, colleagues, expegtnresearchers and professional bankers. Completed
guestionnaires were collected directly from resgonsl which enabled any clarification of any isstiest
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respondents needed clarified.
3.7 Reliability of instruments
Reliability is the degree to which an instrumentas@es accurately what it claims to measure. Adaegrtb
Powell, (2004) reliability is always contingent time degree of uniformity of the given characterstin the
population. This implies that the more heterogesebe population is in regard to the variable iegiion, the
more reliable the instrument is likely to be. Isessing reliability of the data, internal consisiemethod using
Cronbach’s alpha was used whose alpha values ebt#idicated a coefficient of approximately 0.7 avidch
was considered acceptable.
3.8 Data analysis
The data from the respondents was edited, codedadiietl according to their themes and analyzed total
scores, frequencies, and percentages using SPSSutynprograms and results presented in tables;hags,
bar graphs and figures.
3.8.1 Regression model
The study examined the contribution of credit refee bureaus preventing in credit risks in Kenyiancial
sector. The relationship between the variablesstated using a mathematical function.
Y =f(X 1 Xzngq X4)
Where Y was the dependent variable andX$, X; and X; are the independent variables
Credit risks was represented by Y
Therefore, an analytical model of a linear multigression equation of the form shown below wasldped.
Where:
Y=0 X1 +B2Xo+BsX3 +e
Y= Credit risks
a = Autonomous factors
%= Screen credit applications
%= Monitoring borrowers
%= Credit risk hedging
B, = Coefficient for Screen credit applications
B, = Coefficient for Monitoring borrowers
Bs= Coefficient for Credit risk hedging
¢ = Error term - Captures all relevant variables mmuded in the model because they were not
observed in the data set
This regression relationship showed the extenthihveach independent variable as influenced tipemgent
variable. This was shown by the coefficient of ihgependent variable in each case. A correlati@lyais was
also performed to find how the variables are reléteeach other in the model.

4. Findings
Table 4.1: Model Summary
Model R R Square Adjusted R Square Std. Error of tke
Estimate
1 90F .811 .798 .88195

Source: Research Data, 2014

Adjusted R squared is coefficient of determinatidmich tells us the variation in the dependent \@eaue to
changes in the independent variable, from the figsliin the above table the value of adjusted Rreguaas
0.798 an indication that there was variation of878.on the credit risk due to changes in screenneglitc
applications, monitoring borrowers, and credit ris&kdging at 95% confidence level. R is the coriatat
coefficient which shows the relationship between gtudy variables, from the findings shown in tigl¢ above
there was a strong positive relationship betweerstady variables as shown by 0.901.

Table 4.12: ANOVA

Model Sum of Squares | df Mean Square F Sig.

1 Regression 0.042 2 0.021 3.064 .018
Residual 7.824 24 0.326
Total 7.866 26

From the ANOVA statistics in table above, the psssal data, which is the population parameters, ehad
significance level of 0.018 which shows that théadis ideal for making a conclusion on the popalas
parameter as the value of significance (p-valgelgss than 5%.
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Table 4.13: Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
(Constant) .510 440 1.159| -000
Screening credit applications -.226 129 -.026 51.[7.018
Monitoring borrowers -.247 125 -262 -1.9Y6 .043
Credit risk hedging -.276 .185 -.183 -1.4p1  .042

Source: Research Data, 2014

The established regression equation was

Y =0.510 - 0.226 X-0.247 X - 0.276X%

From the above regression equation it was revetilatl holding screening credit applications, moritgr
borrowers and credit risk hedging to a constanb,zeredit risk in the banks would stand at 0.510urit
increase in screening credit applications would leea decrease in banking credit risk by a facfd.226, unit
increase in monitoring borrowers would lead to dase in banking credit risk by factors of 0.247 and
increase in credit risk hedging would lead to daseein banking credit risk by a factor of 0.276is8hows that
there was negative association between bankingitcrist and screening credit applications, moniigri
borrowers and credit risk hedging. The study fotimat all the sign value for all the variables, dredsk,
screening credit applications, monitoring borrowensd credit risk hedging were found to significgntl
influenced by information sharing through crediference bureaus. All the p-value for all the indejent
variable was found to be less than 0.05 indicatirag they were statistically significant.

4.5 Conclusion

The study revealed that the concept of Credit Refex Bureau and its usage in the financial ingbitst
contribute significantly towards credit risk mitigan. This is in line with the banking (CRB) regtidan 2008,
which stated that Credit Reference Bureau reduams default rates as borrowers seek to proteat ribitation
collateral. These findings also conquered with Rete (1999) and Nelson et al (2009) who stated Ghatlit
Reference Bureau operates as a borrower discipli@wice and contributes positively towards mitigatiof
credit risks.

The study findings showed that over 93% of the cemnuial banks have been registered with the Credit
Reference Bureaus firm licensed so far. In addjtitbe study showed that 33% other players suchigkeii
Education Loans Board that manage credit haveralgistered with Credit Reference Bureaus firm, tbutery
little extent meaning that whereas commercial bamge to a large extent impressed the Credit Redere
Bureaus regulation and joined Credit Reference &isgother players that handle credit transacti@ve not
impressed and joined the Credit Reference Buredabss is in line with Smith (1998) who said that
implementation of Credit Reference Bureaus regutais enforced through private credit bureaus whenders
remit information about the borrowers. There Crdriiference Bureaus regulation should extent teeators
that handle credit transactions, such as mobilepamies because it's present application is limitefinancial
sector under the Banking Act. This will enable gigant impact on its contribution.

That Credit Reference Bureaus firms in Kenya shéinldwith other regional Credit Reference Burefiuss in
other countries in order to monitor loan defaulteiso move from one region to another. This is doe t
globalization and regional blocs that are formipgike the East African Cooperation. Membershiph® Credit
Reference Bureaus should be mandatory and enfdecaad should not be left optional to some playens
handle credit transactions. The stakeholders ligtitute of bankers should amount awareness campad
sensitize the public and companies that offer trednsactions on the importance of Credit RefezeBiareaus
on the prevention of credit risks.
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