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Abstract. This study examined the impact of non-performing loans on the financial 

performance of publicly listed commercial banks in Kenya, focusing on the bank 

lending rate as a mediating variable. It analyzed the relationship between non-

performing loans and banks' return on assets (ROA) and return on equity (ROE) 

through a review of empirical literature from Google Scholar and the Central Bank of 

Kenya reports.  Studies show mixed results on the relationship between non-performing 

loans (NPLs) and bank performance. Previous studies have highlighted an inverse 

relationship between non-performing loans and return on assets (ROA), as noted by 

Siddique et al. (2022) and others. On the other hand, Mrindoko et al. (2020) discovered 

a negligible negative correlation with return on assets. Generally, the literature 

suggests an inverse relationship between NPLs and bank performance, emphasizing a 

diversified loan portfolio for improved profitability.  Researchers have noted 

connections between NPLs and lending rates (Case et al., 2023; Rahmananingtyas, 

2022; Koskei & Samoei, 2024), as well as between lending rates and bank performance 

(Hania & Himel, 2023; Dondi & Mule, 2023). This hypothesis suggests that lending 

rates play a mediating role in the relationship between non-performing loans (NPLs) 

and the financial performance of commercial banks in Kenya, highlighting the need for 

additional empirical research in this area. 

 

Keywords: financial performance, non-performing loans, lending rate, return on 
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INTRODUCTION 
 

The banking sector serves as the foundation of financial intermediation, which is vital 

for the economic growth of a country(Naili & Lahrichi, 2022). The functions of 

commercial banks include: the receipt of deposits, the attraction of available resources 

from businesses and individual customers; the investment function, which provides 

loans to those in need, and the trade function that facilitates the transfer of money 

between account holders(Abimbola,2020).Banks allocate savings as productive capital 

and employ the surplus to create employment opportunities, thus fostering the 

economic prosperity of a nation(NCBA, 2022).Additionally, the banking industry must 

also focus on enhancing its credit management systems while consistently monitoring 

bank activities to ensure that operations proceed smoothly. The non-performing loan 

ratio (NPL) assesses a bank's overall strength by evaluating the quality of its assets. 

This ratio reflects the extent of non-performing credit risk present within the 

institution(Nugroho & Endri, 2022).Moreover, loans that remain unpaid for three 

months are classified as bad loans and are at risk of default thus a threat to the banking 

system (Akhter, 2023). 

 

Research by Ari et al.(2021),highlighting on the effects of non-performing loans 

(NPLs) during the global financial crisis has revealed that many countries continue to 

grapple with substantial risks associated with bad debt. This ongoing challenge 

underscores the importance of understanding the dynamics of NPLs and their 

implications for the banking sector's overall health and stability(Ari et al., 2021).In a 

focused study on Kosovo's commercial banking sector, Aliu and Çollaku(2021) 

identified an inverse relationship between NPLs and return on assets (ROA). Their 

findings suggest that as the level of non-performing loans increases, the profitability of 

banks, as measured by ROA, tends to decline. This relationship indicates that higher 

levels of bad debt can erode the financial performance of banks, making effective 

management of NPLs crucial for maintaining profitability. 

 

Similarly,Kadek et al.(2021) conducted research in Indonesia and reached a comparable 

conclusion, noting that NPLs have a detrimental effect on the return on assets of public 

banks. Their study further revealed that the capital adequacy ratio plays a mediating 

role in this relationship, suggesting that banks with stronger capital buffers may be 

better positioned to absorb the impacts of non-performing loans, thereby mitigating the 

negative effects on profitability. In the context of Bangladesh Uddin(2022) reported a 

negative correlation between NPLs and the profitability of commercial banks. This 

finding aligns with the broader trend observed in various countries, reinforcing the 

notion that high levels of non-performing loans can significantly hinder the financial 

performance of banking institutions. 

 

Conversely ,Zaid and Farooque Khan(2023) presented a nuanced perspective from 

Yemen, where they noted that while NPLs positively affect return on equity (ROE), 

their impact on ROA is minimal. This suggests that other factors may play a more 
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significant role in influencing the performance of banks in Yemen, indicating a complex 

interplay between different financial metrics and the effects of bad debt. In Ghana, 

Korankye et al. (2022) also found a significant negative relationship between bad loans 

and both ROE and ROA. Their research highlights the pervasive impact of non-

performing loans on the financial health of banks, emphasizing the need for effective 

risk management strategies to address the challenges posed by bad debt. Furthermore, 

Al Zaidanin and Al Zaidanin(2021)underscored the importance of the NPL ratio as a 

key measure of financial credit risk affecting ROA in commercial banks in the United 

Arab Emirates. 

 

In the context of East Africa, the dynamics surrounding non-performing loans (NPLs) 

have become a focal point of financial analysis and policy formulation, particularly in 

Tanzania and Kenya. Mrindoko et al.(2020) provide a comprehensive overview of the 

situation in Tanzania, noting that while the ramifications of bad loans on the financial 

performance of listed banks in Tanzanian securities exchange has been on a decline 

since 2017, the ratio of these loans has consistently remained above the critical 

threshold of 5 percent. This persistent level of NPLs raises concerns about the overall 

health of the banking sector, as it suggests that a significant portion of the loans issued 

by banks are not being repaid, which can adversely affect liquidity and 

profitability(Mrindoko et al., 2020).However, the competitive landscape of the banking 

industry in Kenya is illustrated by the NCBA (2022) banking sector report, which 

highlights the dominance of tier 1 commercial banks. These institutions collectively 

hold a substantial market share of 75.14%, indicating a concentration of financial power 

that could influence lending practices and risk management strategies across the sector. 

The competitive nature of the banking industry may also exacerbate the challenges 

posed by non-performing loans, as banks may be incentivized to extend credit to riskier 

borrowers in an effort to maintain or grow their market share(NCBA, 2022). 

 

In addition, research conducted by Kajirwa Isabwa and Wekesa Mabonga(2020) and 

Onyango and Olando(2020) reveals a negative correlation between bad loans and 

profitability, suggesting that as the volume of non-performing loans increases, the 

profitability of banks declines. This relationship underscores the importance of 

effective credit risk management and the need for banks to adopt robust strategies to 

mitigate the risks associated with lending(Kajirwa Isabwa & Wekesa Mabonga, 2020; 

Onyango & Olando, 2020). The issue of non-performing loans has not only attracted 

the attention of local researchers but has also become a significant concern for 

policymakers on a global scale(Shrestha, 2024; Siddique et al., 2022),and other scholars 

have highlighted the implications of rising NPLs for financial stability and economic 

growth. The Central Bank of Kenya's (CBK) annual report for 2024 paints a troubling 

picture, revealing an increase in non-performing loans, which rose to 15.5% in February 

2024, up from 14.8% in December 2023. This upward trend is alarming and signals a 

potential crisis in the banking sector, necessitating urgent academic inquiry and policy 

intervention. 
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A recent investigation conducted by Case et al.(2023) has shed light on the complex 

dynamics between lending rates and non-performing loans (NPLs) within the banking 

sector. Their findings reveal an inverse relationship, suggesting that as non-performing 

loans increase, commercial banks are likely to tighten their lending practices. This 

response is primarily driven by the banks' desire to mitigate the risk of defaults, which 

can have detrimental effects on their financial stability. In essence, when banks observe 

a rise in NPLs, they may become more cautious, opting to reduce the volume of loans 

they extend to borrowers in order to safeguard their assets and maintain a healthier 

balance sheet. In contrast to Case et al.'s findings, Rahmananingtyas(2022) highlighted 

a direct correlation between bank interest rates and non-performing loans. This 

perspective posits that higher interest rates can lead to an increase in non-performing 

loans, as borrowers may struggle to meet their repayment obligations when faced with 

elevated borrowing costs. The implication here is that as interest rates rise, the financial 

burden on borrowers intensifies, potentially resulting in a higher incidence of defaults 

and, consequently, a greater number of non-performing loans on banks' books. 

 

Further supporting the discourse on the relationship between interest rates and non-

performing loans ,Koskei and Samoei(2024) confirmed that the interest rates set by 

lending institutions significantly influence the prevalence of non-performing loans. 

Their research underscores the importance of interest rate policies in shaping the risk 

landscape for banks, indicating that fluctuations in lending rates can have profound 

implications for the overall health of the banking sector. Additionally, Kariuki(2023) 

emphasized the critical role that lending interest rates play in the financial performance 

of commercial banks. According to Kariuki, lower interest rates tend to stimulate 

borrowing activity, as they make loans more affordable for consumers and businesses 

alike. Conversely, higher interest rates can deter borrowing, leading to a decline in loan 

origination and potentially impacting the profitability of banks. This interplay between 

interest rates and borrowing behavior is crucial for understanding how banks navigate 

the challenges posed by non-performing loans and the broader economic environment. 

In summary, the relationship between lending rates and non-performing loans is 

multifaceted, with varying perspectives from different researchers. While Case et 

al.(2023)suggest that banks may reduce lending in response to rising NPLs, 

Rahmananingtyas(2022)and Koskei and Samoei(2024) highlight the potential for 

higher interest rates to exacerbate the problem of non-performing loans. Additionally, 

Kariuki(2023) emphasizes the critical role of lending interest rates in this dynamic. 

 

Moreover, in a study by Hania and Himel(2023) found a significant inverse correlation 

between lending rates and financial performance, indicating that higher borrowing costs 

can negatively affect a company's profitability. Their comprehensive analysis 

highlighted the importance of interest rates in the business landscape. Similarly Dondi 

and Mule(2023) confirmed this adverse effect, using a broader range of data to validate 

Hania and Himel's findings. Together, these studies emphasize the need for 

policymakers and financial institutions to consider the impact of lending rates on 

business performance, especially during economic uncertainty. Effective management 

of lending rates is crucial for creating a favorable environment for business growth. 
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This study aimed to conduct a comprehensive analysis of the current literature 

concerning nonperforming loans, lending rates, and financial performance. In this 

context, nonperforming loans are treated as the exogenous variable, meaning they are 

considered an external factor that influences other variables in the study. Financial 

performance, on the other hand, is identified as the endogenous variable, which 

indicates that it is the outcome being affected by the changes in nonperforming loans. 

Lending rates serve as the moderating variable in this analysis. This means that lending 

rates can influence the relationship between nonperforming loans and financial 

performance. By examining the interaction between these three variables: -

nonperforming loans, lending rates, and financial performance, this study seeks to 

provide valuable insights into the dynamics of the financial sector. It aims to identify 

patterns and correlations that can help policymakers, financial institutions, and 

researchers understand the implications of nonperforming loans on overall financial 

health and stability. Furthermore, the findings could contribute to the development of 

strategies aimed at managing lending practices and improving financial performance in 

the face of rising nonperforming loans. Ultimately, this comprehensive analysis will 

enhance the existing body of knowledge and inform future research in the field of 

finance. 

 

Problem Statement 

Research underscores the critical importance of effective credit risk management for 

the long-term sustainability and success of banking institutions, as highlighted by 

Kwashie et al.(2022). In the context of the Central Bank of Kenya's recent findings, the 

banking sector is facing significant challenges, particularly in terms of profitability. The 

CBK(2024) report reveals a significant decline in the financial sector's profitability, 

with a drop of KSh 13.1 billion in 2023. Profit before tax fell by 6.4%, totaling KSh 

205.0 billion, down from KSh 218.1 billion the previous year. This decline can largely 

be attributed to a substantial increase in operational expenses, which rose by KSh 13.8 

billion, far exceeding the modest KSh 0.6 billion increase in income. Moreover, the 

quality of assets within the banking sector has shown signs of deterioration. The rise in 

gross non-performing loans (NPLs) from KSh 514.4 billion in June 2022 to KSh 576.1 

billion in June 2023 indicates significant challenges in Kenya's economy and financial 

sector. This KSh 61.7 billion increase reflects concerns about borrowers' ability to meet 

debt obligations, driven by economic downturns, rising unemployment, and the 

lingering effects of COVID-19(CBK, 2023).The persistent high levels of non-

performing loans among commercial banks represent a significant challenge that 

requires urgent attention and intervention. The situation has further worsened, with the 

non-performing loan rate climbing to 15.5% in February 2024, up from 14.8% the 

previous year (CBK, 2024). 

 

The impact of non-performing loans on financial performance has been the subject of 

various studies, yielding mixed results. Some research suggests that non-performing 

loans have a negative but statistically insignificant effect on return on assets 
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(ROA)(Mrindoko et al., 2020; Uddin, 2022).In contrast, other studies have established 

a significant negative relationship between non-performing loans and overall financial 

performance(Korankye et al., 2022; Mrindoko et al., 2020).Interestingly, Zaid and 

Farooque Khan (2023) found a positive and significant correlation, indicating that the 

relationship between non-performing loans and financial performance may not be 

straightforward and could vary based on different contexts or methodologies. 

Furthermore, a considerable body of research on non-performing loans has been 

conducted outside of Kenya(Abimbola, 2020; Ozili, 2019; Ozurumba, 2016). This 

paper reviewed the existing literature concerning non-performing loans, lending 

interest rates, and the financial performance of publicly traded commercial banks in 

Kenya. 

 

Research Objectives 

This research paper examined how non-performing loans affect the financial 

performance of publicly traded commercial banks in Kenya, considering the bank 

lending rate as a mediating factor. Additionally, its aim was to explores the connection 

between non-performing loans and the banks' return on assets (ROA) and return on 

equity (ROE). 

 

LITERATURE /THEORETICAL UNDERPINNING 
 

Theoretical Underpinning 

This research is based on two primary theoretical frameworks: information asymmetry 

theory and modern portfolio theory (Maaji et al., 2023). According to Maaji et al. these 

frameworks facilitate a thorough analysis of the link between non-performing loans and 

the financial performance of commercial banks. Information asymmetry theory 

highlights how unequal access to information can lead to issues like adverse selection 

and moral hazard in the banking sector. Ngweshemi and Isiksal(2021) emphasize the 

role of portfolio theory in assessing the relationship between non-performing loans and 

bank performance, noting that optimal asset distribution depends on expected returns, 

associated risks, and portfolio size. They also stress that bank management's decisions 

on portfolio diversification significantly affect profitability .Maaji et al.(2023) further 

assert that diversifying loan portfolios across various industries and borrower categories 

is crucial for mitigating risks related to non-performing loans. 
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Figure1 

Conceptual Framework 

Source: Author 

 

Conceptual Review 

Commercial bank performance 

Non-performing loans are intricately linked to a bank's ability to meet its financial 

commitments as they arise, as well as the types of investments it draws in, as noted by 

Singh et al.(2021).In a complementary perspective, Ali and Oudat(2020) characterize 

financial performance as a comprehensive evaluation of a bank's capacity to generate 

capital revenue. Moreover, research by Siddique et al.(2022) highlights that non-

performing loans exert a considerable adverse effect on the financial performance of 

commercial banks. 

 

Profitability 

Research conducted by Korankye et al.(2022),provides a comprehensive definition of 

profitability, characterizing it as the temporal difference between total revenues and 

total expenditures. This definition underscores that profitability is achieved when a 

bank's income surpasses its costs, thereby indicating a positive financial outcome. 

Korankye et al. further notes that a significant portion of this income is derived from 

interest accrued on various assets held by the bank, as well as from the diverse service 

fees that banks impose on their customers. These revenue streams are essential for the 

financial health of banking institutions, as they contribute to the overall income that 

supports operational sustainability and growth(Korankye et al., 2022). Moreover, 
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Korankye et al. emphasize the importance of profitability as a critical metric for 

assessing a bank's overall performance. This metric serves as an indicator of the 

institution's effectiveness in managing its financial resources, reflecting how well the 

bank can generate income relative to its expenditures. A higher profitability ratio 

typically suggests that a bank is efficiently utilizing its assets and managing its 

liabilities, which is vital for maintaining investor confidence and ensuring long-term 

viability in a competitive financial landscape(Korankye et al., 2022). 

 

In a related investigation, Al Zaidanin and Al Zaidanin (2021) focused on the concept 

of return on assets (ROA) as a key measure of profitability. Their study examined the 

interplay between credit risk management and financial performance among 

commercial banks in the United Arab Emirates. By utilizing ROA, they were able to 

provide insights into how effectively banks are converting their assets into net income, 

thereby highlighting the significance of asset management in achieving profitability. 

Similarly, a study conducted by Kajirwa and Wekesa (2020) in Kenya also assessed 

bank performance through the lens of profitability. Their research aimed to evaluate 

how various factors influence the profitability of banks in the region, further 

contributing to the understanding of financial performance metrics within the banking 

sector. By analyzing profitability, these studies collectively underscore its pivotal role 

in evaluating the operational success and financial health of banking institutions across 

different geographical contexts. 

 

Return on asset (ROA) 

Research shows that Return on Assets (ROA) is a key indicator of commercial banks' 

financial performance (Kadek et al., 2021). It reflects how effectively banks leverage 

their assets to generate profits, which is crucial for sustaining profitability and long-

term viability. ROA, calculated by dividing net income after tax (NIAT) by total assets, 

illustrates a bank's profitability relative to its asset base (Shrestha, 2024). A higher ROA 

indicates better resource management and operational efficiency. Additionally, a strong 

ROA signifies effective asset management, which is vital in a competitive banking 

environment(Supriyadi, 2021). Banks with high ROA are often viewed favorably by 

investors, indicating robust financial health. However, factors like non-performing 

loans (NPLs) can negatively impact ROA, as they lead to increased provisions for loan 

losses and reduced net income (Aliu and Çollaku, 2021). High NPL levels can hinder a 

bank's ability to maintain a strong ROA. 

 

Return on equity (ROE) 

Shrestha (2024) highlights Return on Equity (ROE) as a key performance metric for 

shareholders, calculated by dividing net income by shareholder equity. A higher ROE 

indicates effective capital utilization and profit generation, making it crucial for 

investors assessing potential returns. Supriyadi (2021) notes that fluctuations in ROE 

can impact shareholder profitability expectations; rising ROE boosts investor 

confidence and stock prices, while declining ROE may raise concerns about financial 

health. Zaid and Farooque Khan (2023) further emphasize the positive link between 
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ROE and non-performing loans, suggesting that improved ROE correlates with better 

credit quality and risk management. Thus, a strong ROE not only reflects profitability 

but also indicates effective risk management, benefiting shareholders. 

 

Non-performing loans 

Akhter (2023) emphasizes that loans that remain unpaid for a period exceeding three 

months are categorized as non-performing loans (NPLs), which serve as a significant 

metric in the banking sector, reflecting a borrower's inability to fulfill repayment 

commitments. Furthermore, Akhter highlights that the standards for classifying NPLs 

can differ among financial institutions, resulting in discrepancies in both reporting and 

management practices. When borrowers default on their payments, their loans are 

classified as in default, adversely affecting their credit ratings and potentially leading 

to considerable financial losses for lenders. This classification plays a crucial role in 

the risk management strategies of banks, aiding in the evaluation of possible financial 

repercussions (Akhter, 2023). Additionally, Akhter points out that banks assess non-

performing loans through the NPL ratio, which is derived by dividing the total amount 

of non-performing loans by the total loans and advances. This ratio serves as an 

essential indicator of the quality of the loan portfolio and is closely monitored by both 

regulators and investors. A high NPL ratio may signal underlying problems in lending 

practices or the economic circumstances of borrowers, thereby necessitating further 

examination. Moreover, Singh et al. (2021) elaborate that financial institutions allocate 

loan loss provisions to mitigate risks associated with potential defaults. 

 

Lending rate 

Feyen and Zuccardi Huertas (2020) defined the bank lending rate in their World Bank 

working paper as "a weighted average interest rate charged on short-to-medium-term 

loans with fixed interest rates and with own funds to individuals and corporations" 

(p.10). This definition emphasizes the calculation of lending rates and the factors 

influencing them, noting that varying interest rates depend on loan terms, risk profiles, 

and borrower financial health. The focus on short-to-medium-term loans highlights 

their importance for individuals and businesses needing immediate financing(Feyen & 

Zuccardi Huertas, 2020).Kariuki(2023) further emphasized the significant impact of 

lending interest rates on the financial performance of commercial banks. He argued that 

lending rates influence borrowing behavior; lower rates encourage borrowing, boosting 

consumer spending and business investments, which can stimulate economic growth. 

Conversely, higher rates can deter borrowing, potentially slowing economic activity. 

 

Literature Review 

Non-performing loan and commercial Bank performance 

Korankye et al. (2022) analyzed Ghana's commercial banking sector and found a 

significant negative relationship between non-performing loans (NPLs) and key 

financial indicators like return on equity (ROE) and return on assets (ROA). This 

highlights a critical issue affecting banks' profitability globally, as increasing NPLs can 
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diminish financial returns, raising concerns for stakeholders and regulators. In a related 

study, Mrindoko et al. (2020) examined Tanzania's banking sector and noted a decline 

in NPLs exceeding the 5% industry benchmark, indicating improved loan portfolio 

quality. However, while NPLs negatively correlated with ROA and ROE, the 

relationship was statistically insignificant, suggesting other factors may mitigate their 

impact on financial performance. Contrasting these findings, Zaid and Farooque Khan 

(2023) reported a positive and significant relationship between NPLs and ROE, 

challenging the prevailing understanding of this dynamic. 

 

Furthermore, Aliu and Çollaku (2021) found a significant negative correlation between 

non-performing loans (NPLs) and return on assets (ROA), indicating that higher NPLs 

lead to lower bank profitability. This suggests that NPLs negatively impact financial 

performance by increasing loan loss provisions and reducing interest income. In 

contrast, Uddin (2022) reported a negative but statistically insignificant relationship 

between NPLs and ROA in Bangladesh, implying that other factors may influence this 

relationship or that its impact varies by economic context. Similarly, Kadek et al. (2021) 

identified a significant negative association between NPLs and ROA in Indonesian 

public commercial banks, highlighting the importance of effective risk management to 

protect profitability. Additionally, research by Do et al. (2020) in a Vietnamese 

commercial bank confirmed that high NPL levels adversely affect profitability by 

increasing operational costs and reducing lending capacity. 

 

A study in Kenya by Onyango and Olando (2020) found that non-performing loans 

(NPLs) in the commercial banking sector exceeded the 5% industry standard, raising 

concerns about financial health. Their research showed a significant negative 

correlation between NPLs and return on assets (ROA), indicating that higher NPLs 

reduce bank profitability. Kajirwa and Wekesa (2020) supported these findings, 

highlighting that high NPL levels threaten individual banks' stability and the broader 

financial system. In contrast, Siriba(2020) argued that the impact of NPLs on bank 

performance was statistically insignificant, suggesting that while NPLs are a concern, 

their direct effects may be less severe than previously believed. Siriba emphasized the 

importance of thorough credit assessments to mitigate default risks. 

 

Loan Lending rate and non-performing rate 

A study conducted by Case et al.(2023), revealed a negative correlation between 

lending rates and non-performing loans, suggesting that commercial banks tend to 

decrease their lending activities in response to rising non-performing loans in order to 

mitigate the risk of defaults. Conversely, Rahmananingtyas(2022),highlighted a 

positive relationship between bank interest rates and non-performing loans, indicating 

that higher interest rates may contribute to an increase in non-performing loans. In a 

similar vein Koskei and Samoei(2024),affirmed that the interest rates set by lending 

banks influence the levels of non-performing loans. 
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Loan Lending rate and bank performance 

In a separate investigation conducted by Hania and Himel(2023),a notable inverse 

relationship was identified between lending rates and financial performance. 

Furthermore, the research undertaken by,Dondi and Mule(2023) also focused on the 

interplay between lending rates and financial performance, revealing a significant 

negative impact of lending rates on the latter variable. 

 

METHODOLOGY 

 

The research utilized a document review methodology(Kariuki, 2023).The paper, 

focused on the analysis of published annual reports from the Central Bank of Kenya 

alongside empirical studies found in peer-reviewed journal articles. The literature 

examined primarily addressed significant constructs, including non-performing loans, 

lending rates, financial performance, return on equity, return on assets, and the 

operations of listed commercial banks. Information was sourced online, particularly 

through the Google Scholar search engine. Relevant data was gathered from the Central 

Bank of Kenya's annual reports, which were accessed and downloaded from the CBK's 

official website. Additionally, empirical data was extracted from the downloaded 

journal articles and synthesized in accordance with their findings. The conclusions 

drawn in this paper are based on the identified trends. 

 

FINDINGS 

 

The findings of this research are organized in accordance with the study's objectives. 

Initially, the investigation aimed to evaluate the effects of non-performing loans, 

lending rates, and the financial performance of publicly listed commercial banks in 

Kenya. The literature reviewed reveals a substantial negative relationship between non-

performing loans and the financial performance of these banks, as evidenced by 

multiple studies (Siddique et al., 2022; Shrestha, 2024; Onyango & Olando, 2020; 

Maaji et al., 2023; Korankye et al., 2022; Kajirwa & Wekesa Mabonga, 2020; Kadek 

et al., 2021; Aliu & Çollaku, 2021; Al Zaidanin & Al Zaidanin, 2021). Subsequently, 

the research sought to investigate the connection between non-performing loans and 

return on assets (ROA), with a significant body of evidence supporting an inverse 

relationship between these two variables (Al Zaidanin & Al Zaidanin, 2021; Aliu & 

Çollaku, 2021; Kadek et al., 2021; Kajirwa & Wekesa, 2020; Onyango & Olando, 2020; 

Singh et al., 2021). Thirdly, the study examined the link between non-performing loans 

and return on equity (ROE), with findings from Korankye et al. (2022), Maaji et al. 

(2023), and Siddique et al. (2022) indicating a significant negative correlation. 

Nevertheless, some studies presented conflicting results; for instance, Mrindoko et al. 

(2020) found a negative and statistically insignificant relationship between non-

performing loans and both ROA and ROE. Additionally, Korankye et al. (2022) 

identified a notable inverse correlation between non-performing loans and ROE, while 

Zaid and Farooque Khan (2023) reported a positive and significant effect of non-
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performing loans on ROE in the context of commercial banks in Yemen. The final 

aspect to consider is the mediating effect of lending rates on the connection between 

non-performing loans and the financial performance of publicly traded commercial 

banks in Kenya.A review of existing literature indicates a correlation between non-

performing loans and lending rates (Case et al., 2023; Rahmananingtyas, 2022; Koskei 

& Samoei, 2024). Additionally, there is evidence suggesting a link between lending 

rates and the financial performance of these banks (Hania & Himel, 2023; Dondi & 

Mule, 2023). Consequently, it is possible to formulate a hypothesis regarding the 

mediating effect of lending rates on the interplay between non-performing loans and 

the financial performance of commercial banks in Kenya. 

 

DISCUSSION 

 

Research conducted by Ngweshemi and Isiksal (2021) highlights the critical 

relationship between the ratio of non-performing loans (NPLs) within a lending 

portfolio and the overall financial performance of commercial banks. Their findings 

suggest that a diversified loan portfolio can serve as a risk mitigation strategy, 

ultimately leading to improved profitability for these financial institutions. This is 

particularly relevant in the context of the banking sector, where the ability to manage 

and minimize NPLs is essential for maintaining a healthy balance sheet and ensuring 

sustainable growth(Ngweshemi & Isiksal, 2021).In a related context, the annual report 

from the Central Bank of Kenya (CBK, 2024) presents alarming statistics regarding the 

state of non-performing loans in the country. The report indicates that the non-

performing loan rate in Kenya has reached a concerning 15%, which is significantly 

higher than the industry average of 5%. This disparity underscores the urgent need for 

commercial banks in Kenya to reassess and strengthen their credit management 

systems. By doing so, they can work towards reducing their non-performing loan ratios 

to align with the optimal industry benchmark of 5%(CBK, 2024). Achieving this goal 

is not merely a regulatory requirement; it is a strategic imperative that can enhance the 

financial performance of these banks, enabling them to operate more effectively in a 

competitive environment(Ngweshemi & Isiksal, 2021). 

 

The relationship between non-performing loans and the financial performance of 

commercial banks is characterized by an inverse correlation, as evidenced by a plethora 

of studies conducted in recent years. Research by Siddique et al. (2022), Shrestha 

(2024), Onyango and Olando (2020), Mrindoko et al. (2020), Maaji et al. (2023), 

Korankye et al. (2022), Kajirwa and Wekesa (2020), Kadek et al. (2021), Aliu and 

Çollaku (2021), and Al Zaidanin and Al Zaidanin (2021) consistently supports the 

notion that higher levels of non-performing loans are associated with diminished 

financial performance. These studies collectively reinforce the idea that effective credit 

risk management and the maintenance of a healthy loan portfolio are crucial for the 

stability and profitability of commercial banks.Therefore, the findings from 

Ngweshemi and Isiksal (2021) and the alarming statistics from the CBK (2024) serve 

as a clarion call for commercial banks in Kenya. By prioritizing the reduction of non-
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performing loans through improved credit management practices, these banks can not 

only enhance their financial performance but also contribute to the overall stability of 

the financial system(CBK, 2024).Moreover, Lending interest rates significantly affect 

the levels of non-performing loans as well as the overall financial performance of 

institutions. This relationship has been explored in various studies, highlighting the 

intricate dynamics between interest rates and loan performance metrics (Case et al., 

2023; Daniel Odhiambo Dondi, Rober K. Mule, 2023; Hania & Himel, 2023; 

Rahmananingtyas, 2022). 

 

Implication to research and practice 

The study conducted by Ngweshemi and Isiksal (2021) underscores the critical 

importance of implementing effective risk management strategies within commercial 

banks to mitigate exposure to problematic loans. This necessity arises from the inherent 

risks associated with lending practices, which can lead to significant financial distress 

if not properly managed. The authors argue that a well-diversified lending portfolio is 

essential for banks to spread risk across various sectors and borrower profiles, thereby 

enhancing their resilience against potential defaults and economic downturns. In 

addition to risk management, the study highlights the significance of financial 

performance indicators, particularly return on assets (ROA) and return on equity 

(ROE), as vital metrics for assessing a bank's overall financial health. Shrestha (2024) 

emphasizes that these indicators provide insights into how effectively a bank is utilizing 

its assets to generate profits and how well it is delivering returns to its shareholders. A 

strong performance in these areas is indicative of a bank's operational efficiency and its 

ability to navigate the complexities of the financial landscape(Shrestha, 2024). 

 

Further expanding on the relationship between lending practices and financial 

performance, Hania and Himel (2023) conducted a distinct analysis that revealed a clear 

inverse correlation between lending rates and the financial performance of banks. This 

finding suggests that as lending rates increase, the financial performance of banks tends 

to decline, potentially due to reduced borrowing activity and increased repayment 

burdens on borrowers. Similarly, research by Dondi and Mule (2023) corroborates this 

observation, uncovering a considerable negative effect of high lending rates on financial 

performance. Their findings indicate that elevated lending rates may deter potential 

borrowers, leading to a decrease in loan origination and, consequently, a decline in the 

bank's profitability.In light of these findings, the paper advocates for an empirical 

investigation into the mediating role of lending rate in the relationship between 

nonperforming loans and the financial performance of commercial banks in Kenya. By 

exploring this relationship, the study aims to provide deeper insights into how banks 

can better manage their capital in the face of rising nonperforming loans, ultimately 

enhancing their financial stability and performance in a challenging economic 

environment(Hania & Himel, 2023).  
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CONCLUSION 

 

A substantial body of research indicates an inverse relationship between non-

performing loans (NPLs) and the financial performance of commercial banks, 

suggesting that an increase in NPLs correlates with diminished profitability (Aliu & 

Çollaku, 2021; Ngweshemi & Isiksal, 2021). NPLs, defined by Akhter(2023) as loans 

that are either in default or approaching default, present considerable risks to financial 

institutions, as they can deplete capital reserves and diminish interest income. The 

escalation of NPLs compels banks to allocate more resources for loan loss provisions, 

which adversely affects their net income(Akhter, 2023). This situation underscores the 

critical necessity for robust credit risk management practices and vigilant oversight of 

loan portfolios (Aliu & Çollaku, 2021; Ngweshemi & Isiksal, 2021). 

 

In contrast, Onyango and Olando (2020) assert that a reduction in NPLs is linked to 

enhanced earnings for banks. Lower NPL levels enable banks to concentrate on more 

productive lending activities, thereby increasing interest income and fostering greater 

investor confidence, which can subsequently elevate stock prices and improve access 

to capital. This finding emphasizes the vital role of effective loan management in 

maintaining the financial stability of banking institutions (Onyango & Olando, 2020). 

Furthermore, the study by Ngweshemi and Isiksal (2021) highlights that to maximize 

profitability, commercial banks should cultivate a well-diversified loan portfolio. Such 

diversification serves to mitigate risks associated with economic downturns or sector-

specific challenges by distributing exposure across a range of industries and borrowers, 

thereby stabilizing earnings and enhancing resilience against financial shocks. 

Additionally, lending interest rates significantly influence both the levels of non-

performing loans and the overall financial performance of commercial banks(Case et 

al., 2023; Daniel Odhiambo Dondi, Rober K. Mule, 2023; Hania & Himel, 2023; 

Rahmananingtyas, 2022) 

 

Future Research 

This paper proposes for an empirical investigation on the mediating effect of lending 

rate on nonperforming loans and financial performance of commercial banks in Kenya 
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