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ABSTRACT

The purpose of the study was to examine the role of loan targets and moral hazard on
performance of loans of commercial banks in Uganda. The objectives were to examine the
relationship between loan targets and performance of loans of commercial banks in Uganda, to
examine the relationship between moral hazard and performance of loans of commercial banks
in Uganda and to examine the effect of loan targets and moral hazard on performance of loans
of commercial banks in Uganda. The information sharing theory guided the study. This study
adopted a cross-sectional research design which aimed at data collection for two or more
variables examined at a single point in time in order to detect variable patterns of association.
The study was in selected commercial bank branches of Uganda, the data was collected from
160 respondents using closed ended questionnaires. Data analysis was conducted using the
Statistical Package for the Social Sciences (SPSS), where information was gathered to generate
descriptive and inferential statistics. The data collected revealed that loan targets had a
significant positive effect on performance of loans, moral hazard also had a significant positive
effect on performance of loans and both loan targets and moral hazard had a significant positive
effect on performance of loans. The study recommends that commercial banks should devise
mechanisms that loan targets within the acceptable standards to increase Loan Performance,
banks should also set specific targets for improvement and banks should use analytics to

analyze the lending process and portfolio performance.

xi



CHAPTER ONE

INTRODUCTION

1.1 Background of the study

Loan performance refers to rate of profitability or rate of return of an investment in various
loan products. Thus broadly, it looks at the number of clients applying for loans, how much
they are borrowing, timely payment of installments, security pledged against the borrowed
funds, rate of arrears recovery and the number of loan products on the chain (Abdifatah, 2019).
Loan performance of commercial banks is measured in terms of loan defaults of borrowers
(Obae and Jagongo, 2022). The increasing amounts of Non-Performing Loans which have to
be provided for in the financial institutions income statements or written off impact on the
performance of the banking sector. Mabvure et al., (2012) state that high incidences of non-

performing loans can potentially cripple the country’s financial sector.

A number of banks particularly in some parts of the world, still suffer from high levels of non-
performing assets (International Monetary Fund, 2020; European Central Bank, 2020).
According to Ari et al., (2020), persistently high non-performing loans ratios were a concern in
several European economies after the Global Financial Crisis (GFC). The average for 2021
based on 113 countries was 6.05%, the highest value being 58.96% in San Marion and the
lowest value of 0.23% in South Korea (Global economy, 2022).

Non-performing loans are high in Sub Saharan Africa (SSA) compared to other regions in the
world. The IMF report of (2021) noted that the risk of an non-performing loans surge was
particularly elevated in the Sub Saharan Africa (SSA) region. Within this group of Sub Saharan
Africa (SSA) countries, the median non-performing loans ratio was 12.4% in 2018, with the
highest ratios generally observed in the Central African Republic and Ghana. Banks that have
high non-performing loans tend to display performance indicators denoting lower profitability,
capital, higher funding costs and provisions (International Monetary Fund, 2021). In Kenya,
non-performing loans s have increased from 12.7 % in 2019 to 13.1 % in 2020 (Central Bank
of Kenya, 2020).

In Uganda, according to the Bank of Uganda Annual reports performance of loans as indicated
by nonperforming loans has been fluctuating partly driven by the slowdown in economic
growth and shocks to households and businesses from the COVID-19 pandemic and

geopolitical tension. The nonperforming loans were recorded at 3.4% in 2018, 4.7% in 2019,
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6.0% in 2020, 4.3% in 2021 and 5.3% in 2022.According to the Bank of Uganda Annual
Supervision report 2021, the aggregate portfolio-at- risk ratio deteriorated from 6.3 percent in
December 2020 to 10.1 percent in 2021. The arrears rate increased from UGX 764.5 billion in
2020 to Ush.941.5 billion in December 2021 then to Ush.1.05 trillion in March 2022 as reported
in the BoU Quarterly Financial Stability Review, 2022.

Loan targets are set by commercial banks in a bid to improve the performance of loans.
Covaleski et al., (2006), inferred that targets play a particularly critical role in the evaluation
of performance due to the fact that bonuses are often tied to targets. Without setting targets for
the performance of the firm, it is difficult to make sense of performance reports, scorecards and
other measures of firm performance (Ihrig, Ishizaka, and Mohnen, 2017). Dinh and Nguyen
(2019) concluded that leadership skills, promotion policy and training program were the most

affecting factors towards credit officers’ performances at Commercial Banks.

Moral hazard problems within the banking sector led to a higher loan growth rate and a larger
number of non-performing loans (NPLs). This is due to moral hazard amongst all parties
involved in banking transactions, most commercial banks engage in transactions that put banks
at risk of incurring bad debts which if incurred reduces Loan Performance (Selene, 2017). The
losses incurred on loans directly affect Loan Performance (Ssekiziyivu, Mwesigwa, Mayengo,
& Nkote, 2017). Muiruri, Ndegwa and Gweyi (2021) conceptualized moral hazard using loans
diverted from its original use which this study adopted as diversion of funds. Mahlangu and
Chowa (2022) note that NPLs are caused by moral hazard and imprudent lending practices by
bank employees and owners. Shingjergji (2013) and Waweru and Kalani (2009) indicated that
NPLs are caused by moral hazard and imprudent lending practices by bank employees and
owners. Muiruri, Ndegwa and Gweyi (2021) revealed that moral hazard related determinants
and level of bad debts have a positive and significant relationship. This showed that moral
hazard may or may not have an effect on loan performance that this study sought to examine

how moral hazard affects performance of loans in commercial banks in Uganda.

The study was guided by information sharing theory which proposes that enhanced transparency
and communication among lenders can mitigate moral hazard by improving risk assessment
and monitoring practices. In relation to loan targets, effective information sharing mechanisms
can help banks maintain loan quality while pursuing growth objectives, reducing the likelihood

of moral hazard-induced loan defaults and enhancing overall performance of loans.

The literature, however, is very scarce concerning the relationship between loan targets, moral

hazard, and their impact on performance of loans. Previous studies have been conducted globally
2



by researchers such as Njeru, Mohhamed, and Wachira (2017); Abdifatah (2019); Muiruri,
Ndegwa, and Gweyi (2021); Cincinelli and Piatti (2017); Shahidul and Nishiyama (2019); Agaba
et al. (2022); Kham (2020); Nakayiza (2013), among others. However, significant gaps remain
regarding the contextual and conceptual coverage of these studies, with some focusing solely on
loan targets and performance of loans or moral hazard and performance of loans separately. These
gaps highlighted the need for further research to bridge the gap and provide a more combined
understanding of how loan targets, moral hazards, and performance of loans interact. This study
therefore aimed to address these gaps in the literature by exploring the relationship between loan

targets, moral hazard and performance of loans in commercial banks in Uganda.

1.2 Statement of the problem

Although commercial banks’ primary business is extending loans to customers, their overall
loan performance in Uganda has been declining drastically as a result of rise in burden of high
levels of bad debts in these banks. According to Bank of Uganda Report (2015 - 2021), the
non-performing loan ratio has been fluctuating over the years between 3.4% to 10.7%.
According to the Financial Stability Report (2022), non-performing loans (NPLs) started to
rise, with the Supervised Financial Institutions’ aggregate stock of non-performing loans
growing by 9.5% to reach UGX 1.0 trillion in the quarter ended March 2022, compared to a
reduction of 4.3% in the previous quarter. These non-performing loans may eventually have to
be written off which will lead to increased expenses and losses or even bankruptcy. The arrears
rate increased from UGX 764.5 billion in 2020 to Ush.941.5 billion in December 2021 then to
Ush.1.05 trillion in March 2022 (BoU Quarterly Financial Stability Review, 2022). The
aggregate portfolio-at-risk ratio deteriorated from 6.3% in December 2020 to 10.1% in 2021
(BoU Annual Supervision report 2021). The above deteriorating trend has resulted in several
bank failures of once leading banks such as Crane Bank in 2016 after incurring a sharp increase
in NPLs of 122.9% from Shs19.36bn in 2014 to Shs142.3bn in 2015 (Senyonyi, 2017).
Commercial banks’ loan performance has also been declining because of the existence of moral
hazard and poor loan targets. This study therefore sought to examine the role of loan targets

and moral hard on performance of loans of commercial banks in Uganda.

1.3 Purpose of the study

The purpose of the study was to examine the role of loan targets and moral hazard on

performance of loans of commercial banks in Uganda.



1.4 Objectives of the study

i.  To examine the relationship between loan targets and performance of loans of
commercial banks in Uganda
ii.  To examine the relationship between moral hazard and performance of loans of
commercial banks in Uganda
iii.  To examine the effect of loan targets and moral hazard on performance of loans of

commercial banks in Uganda.

1.5 Research questions

i.  What is the relationship between loan targets and performance of loans of
commercial banks in Uganda?
ii.  What is the relationship between moral hazard and performance of loans of
commercial banks in Uganda?
iii.  What is the effect of loan targets and moral hazard on performance of loans of

commercial banks in Uganda?

1.6 Scope of the study

1.6.1 Conceptual scope

The study focused on performance of loans in commercial banks measured by non-performing
loan ratio, Loan Portfolio Growth rate, Arrears rate, loan recovery and Portfolio at risk (Agaba,
2022), loan targets measured by Loan Volume, Number of active borrowers, Loan Portfolio
Growth rate and Loan Value (Wanjiru, 2000), moral hazard measured by Diversion of funds

and information sharing (Muiruri, Ndegwa and Gweyi, 2021).

1.6.2 Time scope

The study was carried out between January 2023 and January 2024.

1.6.3 Contextual scope

The study was conducted in Kampala district at the different branches of the commercial banks.
The branches were chosen because this is where the key documents/records on performance of

loans were kept and it is where the key credit decisions are taken.
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1.7 Significance of the study

The study provides the policy and decision makers like Bank of Uganda with an insight on

what measures they can apply to achieve better performance of loans.

Managers and Directors will greatly benefit from this research as it tackles a field which
presents one of the biggest challenges in the administration and management of commercial

banks through the recommendations.

Sub Saharan Africa (SSA)

The study findings may also be of practical significance to both academicians and general
practitioners by providing a better insight into the understanding of the role of loan targets and

moral hazard in improving performance of loans to avoid losses in commercial banks.

The findings may also add to the pool of knowledge on the shelves of university libraries and act

as a ground for further research in the same areas.

1.8 Conceptual framework

Loan targets
Loan Volume

Number of active borrowers

Loan Portfolio Growth rate

e Loan Value
Performance of loans
| Non-performing
- loan ratio
Moral hazard e Arrears rate
¢ loan recovery
e Diversion of funds o| o Portfolio at risk

e Information sharing

Source: Wanjiru (2000), Muiruri, Ndegwa and Gweyi (2021), Agaba (2022), Mwembe (2019),
Mbogo (2018), Abdifatah (2019), Mohammad (2014), Rukundo (2018) and modified by the
researcher.



1.8.1 Description of the models.

The conceptual framework indicates that loan targets and moral hazard constitute the
independent variables. On the other hand, performance of loans is the dependent variable. The
study was guided by the assumption that both loan targets and moral hazard influence
performance of loans in commercial banks in Uganda. This is because banks thrive on their
ability to generate income through their lending activities which depend on the loan targets and

management’s capacity to manage moral hazard well.

Banks which have set loan targets in form of loan volume, number of active borrowers, loan
portfolio growth rate and loan value are able to determine the performance of their loans basing
on their rate of recovery, non-performing loans ratio, portfolio at risk and arrears rate. Banks
which take time to assess the moral hazard while disbursing loans are able to understand the
extent to which all the information is shared and whether the purpose of loan has been fulfilled
since this in turn affects the performance of loans. Therefore, a comprehensive approach to
loan targets and moral hazard is likely to reduce the level of non-performing loans in a

commercial bank.



CHAPTER TWO

LITERATURE REVIEW

2.0 Introduction
This chapter provided an overview of existing theories and models underpinning loan targets,

moral hazard and performance of loans.

2.1 Theoretical review
The study was explained by information sharing theory. The sharing of information minimizes

the bank's evaluation of credit applicants and lessens competition among banks since they do
not fear getting an adverse selection of applicants anymore. Credit information availability is
critical to both borrowers and lenders since it helps them make informed decisions on who
should get the loan and how much (Boyd and Hakenes, 2013). Information sharing reduces
banks screening intensity and it softens competition between banks because they no longer fear
to get a negative selection of applicants since their competitor has already picked all cherries

(Boyd and Hakenes, 2013).

Information sharing theory assumes that all credit information is available and shared to all
players. This is only possible with the advancement in technology but illiteracy and ignorance
amongst players may hinder effective credit information sharing. This theory was relevant to
this study in that it unearths the hidden actions of borrowers including complete, recent,
accurate and timely information about the financial capacity of potential borrowers. The theory
also indicated that if banks can put in place measures to access full information of the client,

this will reduce risk of loan default which can improve Loan performance of the bank.

Moral hazard refers to the risk that a party to a transaction has not entered into the contract in
good faith, has provided misleading information about its assets, liabilities or credit capacity,
or has an incentive to take unusual risks in a desperate attempt to earn a profit before the
contract settles (Mirrlees, 1999). In relation to asymmetric information, moral hazard may
occur if one party is insulated from risk and has more information about its actions and
intentions than the party paying for the negative consequences of the risk (Einav and
Finkelstein, 2011). In such a situation each party may have the opportunity to gain from acting
contrary to the principles laid out by the agreement. For instance, lenders may be shielded by

borrowers from the consequences of poor decision-making in lending. The borrower may not



act prudently in the view of the lender. This includes investing funds in projects different from
the intended or spending funds recklessly leading to default. According to Koo (2011) some
borrowers tend to divert the funds to risky investments once they are granted the loans. People

are apt to take undue risk if they don’t have to bear the consequences (Shaila, 2012).

In my opinion, a party can enter into a contract with goals and objectives which may be
different from the other but cannot disadvantage the other because each of them enters into
contract freely without undue influence. This theory was relevant since having the necessarry
information about borrowers helps lenders to disburse loans to various customers without
worrying about their ability to pay or their credit history. In so doing, lenders shield themselves

from accumulating non-performing loans.

2.2 Performance of loans
Loan performance refers to the response in paying back the total amount of money given out

as loans in different loan products, to the different types of borrowers (Abdifatah, 2019).
Rukundo (2018) also defines loan performance as the measurement of the returns on loans
issued by financial institutions in form of loan premium repayment, interest repayment as well
as other costs and charges. It is greatly interpreted as the ability to attain increase of loans
turnover, client goal attainment, client affordability to repay/service, loan recovery/collection
rate, arrears rate, loan loss rate, portfolio risk and the ultimate reduction in non- performing

loans (Mohammad, 2014).

Loan performance relates to the performance in terms of whether the customer is
paying in time or is in default, and more generally in terms of meeting their obligations in terms
of principal or interest payment or any other obligations defined in the Loan Contract /
agreement. (Taylor, 2019). Smooth performance of loans advanced to borrowers can be greatly
put at risk by the failure of borrowers to fulfil their contractual obligations within the stipulated

dates.

Cyclical profitability challenges in some commercial banks are amplified by the large stock of
NPLs. A rising share of non-performing loans in the loan portfolio of banks reflects greater risks
affecting both the liquidity and the profitability of banks, as a sizeable part of assets are not
generating revenue. Moreover, it represents a deterioration of bank balance sheets. Particularly,
a deterioration of banks’ asset quality is not only financially destabilizing for the banking system

but may also reduce economic efficiency and cause a decline in economic activity. The



minimization of non-performing loans is necessarry to restore confidence in the banking system

and foster financial stability (Cincinelli and Piatti (2017).

Effective management of the loan portfolio and the credit function is fundamental to the bank’s
safety and soundness not only because loan portfolio constitutes the largest asset and main
source of revenue but also because it is the main cause of bank losses and failures (Bhat, Tariq

and Ahmed, 2020).

Worldwide, poor Loan Performance has been at the heart of many commercial banks’ failures
around the globe and this has seen the collapse of several commercial banks worldwide
including Northern Rock Bank in United Kingdom (O'Connell, 2017; Congdon, Eisenbeis,
Kaufman, & Llewellyn, 2009), Anglo Irish Bank in Ireland which had NPLs worth €87 million
(Carswell, 2013; Chu, 2014), Pioneer Mutual Bank in Scotland (Williams, 2021), Twiga
Bancorp in Tanzania (Tanzania Invest, 2018; Kajubi, 2019).

Abdifatah (2019) studied credit risk management and loan performance in commercial banks
in Mogadishu Somalia and the data collected reveals that risk identification had a significant
effect on loan performance while risk assessment also had significant effect on loan
performance and risk monitoring had an insignificant effect on loan performance (0.087). The
study findings imply that credit risk management has an effect that is paramount on loan

performance in Mogadishu Somalia.

Kham (2020) studied credit management practices and loan portfolio performance of
commercial banks in Uganda: a case study of Centenary Bank and findings revealed that credit
appraisal practices significantly and positively affect loan portfolio performance in Centenary
Bank, findings revealed that credit monitoring practices significantly and positively affect loan
portfolio performance in Centenary Bank, the findings also revealed that credit recovery
procedures significantly and positively affect loan portfolio performance in Centenary Bank.
He also considered Risk on Portfolio, Client Affordability to repay, non- performing rate and
Loan loss rate as measures of performance yet this study seeks to use non-performing loan

ratio, Arrears rate, loan recovery and Portfolio at risk as measures of loan performance.

Agaba, Tamwesigire, and Eton (2022) studied the credit Risk Management Practices and Loan
Performance of Commercial Banks in Uganda and noted that found a significant relationship
between credit risk identification and loan performance; credit risk assessment and loan
performance; credit risk monitoring and loan performance; and credit risk control and loan

performance. The study also found that some commercial banks did not have experts to
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accurately predict credit risks nor evaluate the consequences of the decisions taken by loan

officers.

Kisaka (2016) studied effect of credit rating practices on loan book performance of commercial
banks in Kenya and the results indicated a positive relationship between credit rating practices
and performance of the loan book in commercial banks of Kenya. The regression analysis
revealed that all credit rating variables had positive impacted on the performance of the loan
book of commercial banks in Kenya. The most influential variable was the capacity to pay loan
followed by credit reference report. Historical background, collateral for the loan and credit
rationing were also considered important in credit risk assessment by the commercial banks.
The study concluded that credit rating practices are a predictor of loan book performance of

commercial banks in Kenya.

That observed, the following studies over the years tried to trace the topic of performance of
loans in their respective perspectives and contexts though they left certain areas of the practice

unstudied like loan targets and moral hazard which this study sought to examine.

2.3 Loan targets

At present, the use of performance targets seems to be ubiquitous; however, a high proportion
of organizations have reported to be dissatisfied with their targets arguing that this management
tool is not generating the expected results (Marchetti & Brewer, 2000). Many commercial
banks provide performance targets to motivate workers and managers. This leads to
classic tradeoff performance targets yield more effort, but possibly at the expense of
distortions to the type of effort. One commonly described concern involves intertemporal shifts
in the quality and quantity of effort in order to hit period-end targets (Cao et al. 2018). Credit
officers at the banks are assessed based on the quality and quantity of lending and these
evaluations are conducted monthly. Targets are mainly used for motivating specific behaviors,
establishing expectations, evaluating and rewarding performance (therefore the success and
failure of a commercial bank depend much on its employees’ performance (Franco-Santos &

Bourne, 2008).

Organizational behavior researchers, for example, have looked at the impact of assigned targets
(i.e., targets set by superiors, also known as assigned goals) on performance for over 30 years.
One of their main findings has been that people perform better when they are assigned specific

and difficult targets than they do when they are assigned easy targets or “do your best” type of
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targets (Locke and Latham, 1990). This prediction has been proved to be so strong within the
organizational behavior literature that the use of performance targets is now regarded as an
important aspect of motivation theory and management education (Ambrose and Kulik, 1999).
Nevertheless, this area of research is far from being conclusive as there are numerous gaps that
remain to be addressed. Furthermore, not all the management literature is in favor of the use of
performance targets for managing employees’ performance. For instance, quality management
research is very critical with the use of targets for motivation and performance management

purposes (Deming, 1990).

Quality management researchers and consultants such as Deming (1990) suggest that business
goals are necessary for management (constancy of purpose and continuous improvement).
However, performance targets established for employees without a road map have effects

opposite to the effects sought.

Based on his research and that of his colleagues, Latham (2004) suggests that for specific and
challenging targets to be effective the following conditions must exist and if these conditions
are not there, targets may generate unintended consequences; employees have control over the
actions associated with their performance targets, employees have the ability and knowledge
to attain their targets. if they do not have the ability and knowledge to attain their targets,
learning targets or “do your best” type of targets can be used instead of specific outcome targets,
employees are committed to attain their targets, especially if their targets are difficult,
employees receive feedback on their progress towards targets and employees performing low-
complexity tasks that do not require strategy or behavioral routines to be acquired need less

involvement in target setting.

2.4 Moral Hazard

Moral hazard is the risk that one party has not entered into the contract in good faith or has
provided false details about its assets, liabilities, or credit capacity (Prescott and Townsend,
2014). It occurs when one party incurs a greater risk knowing that it is protected,
and another party will bear the expense (Machina and Viscusi 2013; Cumming and Johan
2013). The underlying cause of moral hazard is information asymmetry, which occurs
when the risk-taker in a transaction has relatively more information than the party liable
for the risk’s consequences. More specifically, moral hazard occurs when the party with more
information has an incentive to behave inappropriately towards the party with less information

(Gupta and Arushi, 2022).
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The moral hazard principle suggests that if the bank is under distress, its management would
attempt to offset the losses by increasing lending to maximize its prospects of recovery. Bank
managers can be forced to relax their criteria or accept riskier applications to increase loan
growth, thus raising their overall risk exposure. This behavior could also be motivated if the
bank is under the implicit assumption that it would be supported by the government even if it
incurs losses with additional risky lending. If taking on more risk finally pays off, the
shareholders will receive the gains, while depositors will bear the brunt of any

potential losses.

Moral hazard cannot be directly observed; nonetheless, it can be inferred from the banks’
conduct. Excessive risk-taking in lending is one of the key indicators of the moral hazard
problem according to Jensen (1976). However, there is a certain level of risk involved in every
loan given by the bank; thus, in this study, moral hazard was identified by observing the lending
behavior of the banks when they are under pressure of a high level of impaired loans (Gupta

and Arushi, 2022).

2.5 Loan targets and performance of loans

Target setting is an important topic in business studies and important to researchers because it
establishes an inextricable link between the profit-building activities of the organization and
financial outcomes (Hartmann & Schreck, 2018). Apart from performance evaluation, targets
also play a role as a decision-making tool in planning and coordination of resources (Van
Dooren, Bouckaert, and Halligan, 2015).

The loan performance of commercial banks vastly depends on the success and failures of loan
officers’ achievement of loan targets. If they fail, commercial banks also fail with them
especially for group -based lending therefore, Tracking the loan targets can improve the
performance of loans by highlighting areas that need attention and then measuring the results

of any changes.

Loan volumes and non- performing loans levels are related variables. Aggressive loan growth
may increase non-performing loans levels and bank risk (Bhowmik and Sarker, 2021) while
non -performing loans levels affect negatively loans growth (Tolo and Viren, 2021). Keeton
(2009) attributed faster loan growth to increased loan losses and supply shifts resulting in an
increased willingness of banks to lend. As a result, banks tend to increase lending through a
reduction in borrowing interest rates and minimizing the interest rates charged on loans by

lowering the minimum credit standards for most loans.
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Foos et al. (2010), find that loan growth is a determinant of loan losses, bank profitability, and
bank solvency. In particular, they point out that loan growth leads to an increase in loan loss
provisions during the next three subsequent years, to a decrease in relative interest income, and
to lower capital ratios. Barajas, Giovanni and Levchenko (2007) noted that in periods that are
marked by an increase in loans, there is always some kind of a system distress. Flaidroo (2012)
noted that there is a powerful negative correlation between a bank’s credit risks and lending
growth. However, they also maintained that there is a powerful relationship that exists between
lending growth and the level of equity, deposit ratio and liquidity of any bank. It is important
to mention that the existing literature on the subject fails to show the connection that exists

between loan growth and performance of loans of commercial banks.

Banks with good loan performance and loan growth convey an expectation of better financial
performance. Loan growth for banks with poor performance may be an indicator of even worse

performance as the bank could be ever greening its loan portfolio.

Sinkey and Greenawalt (2011) noted that there is a great positive relation of the average of
previous loan growth to the concurrent loan loss rate. In a previous study, Salas and Saurina
(2002) noted that loan growth of banks dealing with savings is positively related to loan losses
three to four years ahead. The duo noted that the relationship was not only positive but also
significant. In another study, Foos et al, (2009) observed that a bank’s loan growth can lead to
an increased loan loss provisions during the subsequent three years resulting in reduced

profitability.

In a recent study, Labonne and Lame (2014) examined the relationship between loan growth
and bank capital requirement in the French banking sector. Data from the French banking sector
between years 2003 and 2011 that was combined to provide information on bank-level bank
lending survey responses. The findings revealed that on average, more capital means an
acceleration of credit but the elasticity of lending to capital depends on the intensity of the
supervisory capital constraint. It also showed that when banks are constrained credit growth is

more sensitive as the share of nonperforming loans rises.

Kiama (2017) studied effect of loan portfolio growth on financial performance of commercial
banks in Kenya and noted that growth in loan portfolio had a negative effect on financial
performance of commercial banks in Kenya. The effect was significant. The effect of loan
growth on the financial performance of commercial banks in subsequent years was found to be

adverse.
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Wu et al. (2022) studied the effect of increased competition in the Vietnamese banking sector,
finding that loan growth negatively impacts non-performing loans but positively impacts return

on assets.

The results in most studies have been mixed, with some papers finding that target-setting
improves performance without discernable side-effects on other dimensions of performance
(Propper et al. (2010)), while others find that incentives lead to distortions in behavior and/or
reporting of results (e.g., Gulati et al. (2016)). Therefore, this study sought to examine the

relationship between loan targets and performance of loans in the Ugandan context.

2.6 Moral hazard and performance of loans
Due to asymmetric information amongst all parties involved in banking transactions, most

commercial banks engage in transactions that put banks at risk of incurring bad debts which if
incurred reduces Loan Performance (Selene, 2017). Since the losses incurred on loans directly
affect Loan Performance (Ssekiziyivu et al, 2017), commercial banks should devise
mechanisms that handle credit risk exposure within the acceptable standards to increase Loan

Performance (Serwadda, 2018).

Shingjergji (2013) and Waweru and Kalani (2009) indicated that non-performing loans are
caused by moral hazard and imprudent lending practices by bank employees and owners. Bank
management might engage in insider lending and charging exorbitant interest to risky

clientele in order to maximize return which promotes moral hazard.

Following Thomas and Thakur (2020) and Zhang et al., (2016), the moral hazard principle
suggests that management would attempt to offset losses by increasing lending to maximize
their prospects of recovery. Bank managers can be forced to relax their criteria or accept riskier
applications to increase loan growth, thus raising their overall risk exposure. This behavior
could also be motivated if the bank is under the implicit assumption that it would be

supported by the government even if they incur losses with additional risky lending.

Gupta and Arushi (2022) carried out a study of banks’ systemic importance and moral hazard
behavior: a panel threshold regression approach and in their analysis, the loan growth ratio
raises NPLs with a relatively higher value when banks are experiencing prior sizable loan losses
as compared to when banks are relatively safe, indicating moral hazard behavior in the Indian

banking industry. Dayong et al., (2014) studied non-performing loans, moral hazard and
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regulation of the Chinese commercial banking system and the empirical results suggest that a
higher non-performing loan ratio can trigger a moral hazard problem, which will then cause

further deterioration of the loan quality and potential instability.

Cincinelli and Piatti (2017) empirically tested the hypothesis that the supervisory activity of
the Italian banking authority through credit risk sanctions was effective in providing incentives
for banks to limit their risky lending strategy. Banks, with significant previous losses and
significant levels of gross non-performing loans, can reduce the NPLs ratio temporarily by
making additional loans due to the dilution effect. However, bank managers may have to accept
riskier positions to obtain additional loans potentially generating higher future losses. The

empirical results show that banks may be affected by moral hazard problems.

When banks are faced with an increase in the number of impaired loans, the banks either adopt
safe lending practices or indulge in risky lending activities with the expectation of high returns
to maximize their prospects of recovery. It is expected that a systematically important bank,
under the impression of government support in times of distress, may indulge in riskier lending
activities whereas a least systematically important bank might adopt a safe lending path. Bruche
and Llobet (2011) noted that banks maximize their prospects of recovery when they are
threatened with bankruptcy may act differently and skew their asset portfolios toward risky
assets. Thus, the lending choices made by banks are a key indicator for spotting moral hazard

behavior in bank’s lending decisions (Gupta and Arushi, 2022).

Acharya et al. (2015) emphasize a trade-off between two types of moral hazard. If leverage is
too low, debt holders lack incentives to monitor managers’ behavior because the debt is safe;
otherwise, if leverage is too high, managers will probably substitute safer assets for riskier ones

at the expense of debt holders.

A finding shared by the above studies is that the level of impaired loans can be an important
determinant of bank management behavior. It could be argued that the level of NPLs could

help in detecting the presence of moral hazard in the banking sector.

2.7 Loan targets, moral hazard and performance of loans

Banks with higher non-performing loans ratios tend to adopt a more aggressive and riskier
lending approach that eventually worsens the NPL ratio. If the banks indulge in risky lending
when it’s already beyond the threshold level of NPL, it would depict the problem of moral
hazard (Gupta and Arushi, 2022).
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The moral hazard problem implies that a borrower has the incentive to default unless there are
consequences for his future applications for credit. This result from the difficulty lenders have
in assessing the level of wealth borrowers will have accumulated by the date on which the debt
must be repaid, and not at the moment of application. If lenders cannot assess the borrower’s
wealth, the borrower will be tempted to default on the borrowing. Forestalling this, lenders will
increase rates, leading eventually to the breakdown of the market. Alary and Goller (2013) and
Knight (2013) developed a model in which the performance of a loan depends on the quality
of the borrower and on her effort. Initially, each bank possesses private information on the
quality of a borrower. As in after extending a loan to a borrower, a bank can exploit its private
information on his quality and threaten to withhold credit to extract rents from him (hold up).
Anticipating that the returns of his effort will be (partially) appropriated by the bank, the
borrower has then a reduced incentive to exert effort ex ante. In turn, this worsens his

repayment performance.

Banks can tackle this incentive problem by committing ex ante to sharing one with another
their proprietary information about borrowers’ quality. Expecting that this information pooling
will promote competition among lenders; borrowers will be reassured that no hold up will be
possible and will step up their effort, lowering delinquency rates (Greuning and Bratanovic,

2012).

2.8 Literature gaps
The literature reviewed above highlights that numerous scholars have investigated loan targets,

moral hazard, and loan performance, revealing several gaps. Firstly, while studies have
extensively examined the impact of loan targets on financial outcomes and loan performance,
there is a notable lack of research specifically addressing how these targets interact with moral
hazard issues within banks in Uganda. The influence of loan target-setting on the tendency for
moral hazard remains insufficiently explored in this context. Secondly, existing literature tends
to concentrate either on loan targets or moral hazard in isolation, failing to fully show their
relationship and impact on loan performance. Thirdly, although some studies have explored the
relationship between loan volume and non-performing loans, there is no consensus on whether
aggressive loan growth mitigates moral hazard within commercial banks. Moreover, much of
the existing literature derives from studies conducted in other countries, with limited research
focused specifically on Uganda. Future research efforts could address these gaps to offer a more
comprehensive understanding of how loan targets, moral hazards, and loan performance interact

and influence Uganda's commercial banking sector.
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CHAPTER THREE

METHODOLOGY

3.1 Introduction
This chapter presented a detailed analysis of the methodology designed for investigating loan

targets, moral hazard and performance of loans in commercial banks in Uganda. The chapter
provided an outlay of the research design, study population, sampling design, data sources, data
collection instruments, reliability of the data collection instrument, measurement of variables,

data analysis and expected limitations.

3.2 Research Design
The study adopted a cross-sectional study design which allows researchers to compare many

different variables at the same time (Institute for Work and Health, 2015). The study adopted
a quantitative approach since it involved theory testing and was made of variables which were
measured in numbers and they were later analyzed with statistical tools like correlation and

regression.

3.2 Population of the study
The population of the study was 109 commercial bank branches in Kampala District (Bank of

Uganda/ Supervision Report 2023). The researcher was prompted to choose this area because
the operations of commercial banks cover almost all the parts of the district and as such expects

a variety of responses.

3.3 Sampling size and sampling technique
According to the Krejcie and Morgan (1970) table, the sample size was 86 branches in central

Uganda. Simple random sampling was used to select the 86 branches by writing the name of
the branches on piece of paper and folding and thereafter pick one after the other without
replacement; in total 2 questionnaires were administered per branch to managers and heads f
credit. The unit of analysis was the branches in Kampala District and the unit of inquiry were
the managers and heads of credit who were purposively selected because of their knowledge

about the loan performance.
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3.4 Data sources
Primary data was collected using self-administered questionnaires that were distributed to

respondents. This source provides firsthand/primary data directly from respondents through
questionnaires (Kumar, 2011). Much of the conclusion was based on this source because it

provided raw and rich data directly from the targeted respondents.

3.5 Data collection instrument

The researcher used a questionnaire with structured close ended questions employing the Likert
scales. The close-ended questions guided the respondents’ answers within the choices given.
Sutrisna (2009) and Marshall and Rossman (2010) point out that, questionnaires are appropriate
for studies since they collect information that is not directly observable as they inquire about
feelings, motivations, attitudes, accomplishments as well as experiences of individuals.
Questionnaires have the added advantage of being less costly, using less time as instruments of

data collection and useful in obtaining objective data.

3.6 Measurements of variables

Table 3.6 shows the variables and their indicators.

VARIABLES

INDICATORS

SOURCE

Performance of Loans

Non-performing loan
ratio

Arrears rate

loan recovery
Portfolio at risk

Agaba (2022), Mwembe
(2019), Mbogo (2018),
Abdifatah (2019),
Mohammad (2014),
Rukundo (2018)

Loan Volume

N £ . . )
Loan Targets b;lrfrl:)t\)}:err(; Yitzhaky and Bahli (2021);
Loan Portfolio Yiming (2018)
Growth rate
Loan Value
Moral Hazard Diversion of funds Mahlangu and Chowa,
Information Sharing (2022)
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3.7 Ethical Consideration

To be ethical, a letter from the Makerere University Business School was obtained to introduce
the researcher to respondents in order to give them a clear picture regarding the purpose of the
study being conducted. Additionally, the researcher first asked for permission from the bank
managers so as to allow research to be conducted in the selected banks. The respondents were
informed of what was expected of them, how the data will be utilized, any potential negative
effects, and benefit of the study. There was voluntary participation and confidentiality was
assured by not revealing the names of the respondents anywhere in the report. After data
analysis, the names of the banks were not indicated anywhere in the report. Instead, identical
initials or letters were assigned to each bank so that they were not recognized. The data

collected from each bank was aggregated and presented as a whole picture, not to a specific

bank.

3.8 Reliability and validity of the measurement instrument

The research instrument that the researcher used was questionnaires. Questionnaires were
cross examined for approval by the supervisors to ensure that the information they would
generate was appropriate and reliable.

Validity is the extent to which an instrument measures what it is supposed to measure and
performs as it is designed to perform (Babbie, 2010). Validity is important in collecting
dependable information. The questionnaire was pre-tested by the supervisors before the actual
time of data collection to give an opinion of whether the items in the questionnaire were
relevant to the study variables and if they could be used to answer the specific objectives. To
ensure validity in this study the researcher used content validity index to assess validity of the
research instrument using the content validity index by calculating the ratio of total items
marked valid by the supervisors to total items in the instrument as shown below

CVI = Number of items considered valid on the draft

Number of items on the draft instruments

- 48
54
=0.889
From the expert judgment, the instrument was considered valid when the generated coefficient
was found to be greater than 0.70 as recommended by Amin (2005).

Reliability is the degree to which an instrument produces consistent data over time and that the

collected data will represent the phenomena being studied as well as a representation of the
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whole population under study (Babbie, 2010). If a researcher administers a test to a subject
twice and gets the same score on the second administration as the first test, then there is

reliability of the instrument (Mugenda and Mugenda, 1999).

To ensure the reliability of the data collection method, the researcher conducted a pilot study
thereby distributing five sample questionnaires to the targeted population after which relevant
adjustments were done to the instrument. The test re-test technique was used to estimate the
reliability of the instrument. This involved administering the same test twice to the same group
of respondents who had been identified for this purpose. The inconsistencies were rectified and

the tool retested to achieve the desired reliability.

Cronbach’s alpha test was done where responses were entered into a Statistical package for
Social Scientists (SPSS version 29) and all the variables that have an alpha value greater than
0.70 will be considered reliable for the study as suggested by George & Mallery (2003) that

the Cronbach’s alpha value greater or equal to 0.70 is considered acceptable for the study.

In this study the computed Cronbach alpha values for the dependent and independent variables
were above 0.70 which indicates that the items under each variable were consistent as shown

below in Table 3.8.

Table 3.8: Reliability test results

Reliability Analysis Cronbach's Alpha No. of Items
Loan Targets .870 13
Moral Hazard 738 12
Performance of loans .869 24
Overall Cronbach’s Alpha 938 54

3.9 Normality test

To test whether the data was normally distributed, the study used two statistical tests of
normality, that is the Kolmogorov-Smirnov and Shapiro-Wilk were performed on the study
variables. The findings as seen in Table 3.9 show that p-values are greater than 0.05 both in
Kolmogorov and Shapiro-Wilk, thus implying that the assumptions of normality were satisfied

in this study.
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Table 3.9: Results of Kolmogorov and Shapiro-Wilk tests

Tests of Normality
Kolmogorov-Smirnov? Shapiro-Wilk
Statistic df Sig. Statistic df Sig.

Performance of loans .074 160 .031 928 160 .000
Loan Targets 128 160 .000 .888 160 .000
Moral Hazard .102 160 .000 .905 160 .000
Loan targets and moral .091 160 .002 .864 160 .000
hazard

a. Lilliefors Significance Correction

Source: Primary data

3.10 Data processing, analysis and presentation

The data collected was edited for completeness and consistence to ensure correctness of the
information given by respondents. Statistical package for Social Science (SPSS) Version 29
was used for data entry and analysis of the study variables. Analysis of data included
descriptive statistics by Pearson’s correlation coefficient for establishing the relationship
among study variables and a regressions analysis in order to determine the relationship between

loan targets, moral hazard and performance of loans in commercial banks in Uganda.
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CHAPTER FOUR

PRESENTATION AND INTERPRETATION OF FINDINGS

4.1 Introduction

This chapter presents field findings and their interpretation. The findings include the

demographic characteristics of the respondents, descriptive statistics and inferential statistics.

4.2 Rate of Response

The study targeted a sample of 86 where the sample respondents were drawn from 86
commercial bank branches in Central Uganda and it was aggregated. A total of 160
questionnaires from 80 branches were effectively filled in for analysis translating to 93%
response rate as indicated in Table 4.2 below. The selected commercial bank branches had the
best performance thus the respondents were deemed instrumental in providing the required

information.

Table 4.2: Response Rate of the branches

Targeted Acquired Response Rate

86 80 93%
Source: Primary data

4.3 Demographic Profile of Respondents

The study considered the importance of analyzing the characteristics of a study population as
it helps in data interpretation. The respondents were asked about their gender, age, level of
education, duration and current position with the bank. These variables were deemed important

in the interpretation of the data. The findings are shown in table 4.3.
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Table 4.3 Demographic characteristics

Gender Frequency Percentage (%)
Male 67 41.9
Female 93 58.1

Total 160 100

Age (Years) Frequency Percentage (%)
20-29 89 55.6
30-39 57 35.6
40-49 13 8.1

50 and above 1 0.6

Total 160 100
Education Frequency Percentage (%)
Diploma and certificate 8 4.4/5.0
Degree 105 65.6
Masters 27 16.9
Professional course 20 12.5
Total 160 100
Duration Frequency Percentage
Less than a year 34 21.3
Between 1-3 years 60 37.5
Between 3 — 5 years 31 19.4
Above 5 years 35 21.9
Total 160 100
Occupation Frequency Percentage (%)
Branch manager 7 44

Head of credit 14 8.8
Business development officer 17 10.6
Credit officers 122 76.3
Total 160 100
Number of employees at the

branch Frequency Percentage (%)
Upto5 25 15.6

6-10 75 46.9
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10-15 47 294
Above 15 13 8.1

Total 160 100
Period of existence Frequency Percentage (%)
Less than 5 years 25 15.6

6 — 10 years 40 25.

10 — 15 years 61 38.1
Above 15 years 34 213
Total 160 100

Source: Primary data

The findings in table 4.3 revealed that there were more female respondents 93(58.1%)
compared to male respondents 67(41.9%). The explanation for the dominance of females over
the females could be the skills’ gap between the female and male employees within the banking

space.

According to table 4.3, the majority of the respondents were between 20 and 29 years and these
on average constituted 89(55.6%) of the sample, these were closely followed by respondents
between 30-39 years who accounted for 57(35.6%) of the total sample. Furthermore 13(8.1%)
of the respondents were between 40 - 49 years and 1(0.6%) of the total respondents were 50

and above.

In terms of the level of education attained, the results in table 4.3 indicated that majority of the
respondents had attained a Bachelor’s degree as represented by 105(65.6%) of the respondents.
This was followed by respondents with a Master’s degree represented by 26(16.3%) of the
respondents, this was followed by 20(12.5%) who had a professional course. Respondents
having attained a Diploma constituted 7(4.4%) of the respondents while those that had a
certificate. This generally implied that the interviewed staff were educated enough and
qualified to handle loan targets and moral hazard related matters with the ability to effectively

comprehend and answer the research tool.

Majority of the respondents had been working with their respective Commercial Banks for 1
to 3 years and these constituted 60(37.5%) of the respondents, 35(21.9%) of the respondents
had worked with their respective Commercial Banks for more than Syears, 34(21.3%) of the

respondents had worked for less than a year while 31(19.4%) of them had worked for 3 -5
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years. The implication of this is that most of the respondents had enough exposure and
experience while working with commercial banks thus were found resourceful and

knowledgeable about the study.

Since the selection criterion of the respondents was founded on the managerial and operational
roles and responsibilities that were critical in influencing loan targets, moral hazard and overall
performance of loans, other respondents who were not branch managers, heads of credit or
business development officers constituted the highest number of respondents indicated by
122(76.3%) of the respondents. Other respondents selected were the business development
officers who were 17(10.6%), then heads of credit who were 14(8.8%) and finally branch
managers who were 7(4.4%). Generally, other respondents constituted the highest number of
respondents given their ability to make better decisions concerning loan targets, so these
provided the required information when it comes to the relationship between loan targets, moral
hazard and performance of loans of commercial banks in Kampala.

In table 4.3 above, majority of the branches had between 6 to 10 employees 75 (46.9%),
followed by 47 (29.4%) who had between 10 to 15 employees, then 25 (15.6%) who had
between 0 to 5 employees and finally 13 (8.1%) who had less than 10 employees at the branch.
This implies that for any branch to function well, an average of 6 to 10 people is needed.
Lastly, majority of the branches have existed for 10 — 15 years (61%), then those of 6 — 10
years 40 (25%), followed by those that have existed for more than 15 years which were 34
(21.3%) and finally 25(15.6%) have existed for less than 5 years. This indicates that majority
of branches have been in operation for more than 10 to 15 years and can be able to improve
their performance of loans since they have taken time to study the business environment in the

banking industry.
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4.4 Correlations Analysis

The study further sought to establish the correlation between the independent and dependent

variables. The Pearson’s product moment correlation analysis was used to assess the strength of

the relationship between the variables. The findings are presented in table 4.4 below.

Table 4.4: Pearson Correlation

Mean | SD
1 2 3 4 5 6 7 8 9 10 11 12 13

Loan volume (1) 399 | 712 1
Number of active loans (2) 395 | .633].593" 1
Loan Portfolio Growth Rate 400 | 778 .591™| .583™ 1
3
Loan Targets (4) 398 | .598| .844™| .858™"| .854™ 1
Diversion of Funds (5) 3.86 | .549 | .383™| .369™"| .471""| 479" 1
Information Sharing (6) 3.92 | 583 4217"| 474™| .646™| .606™ | 323" 1
Moral Hazard (7) 3.89 | 461 .495™| .520"| .690™" | .669"" | .800™" | .826™" 1
Non-performing Loan Ratio 3.99 | .603 | .454™| 448" | 592" | .586™ | .449™"| .645™ | .675™ 1
®)
Arrears Rate (9) 3.83 | 490 .292™| 315 | 411 | 399" | 232" | .3617"| 367" | 418" 1
Loan Recovery (10) 3.59 | .609 | .355™| .482™"| 557 | .550™ | 240" | .592""| .518™"| .549™"| 423" 1
Portfolio at Risk (11) 396 | .560| .517""| .498™| .604™ | .634™ | .446™ | .587""| .637""| .693™"| .386™ | .596™" 1
Loan targets and moral 397 | 476 .755™| 763" | .845™ | .925™ | .672" | .7717"| .889™"| .682™" | .416™ | .589™ | .696™ 1
hazard (12)
Performance of loans (13) 3.84 | 454 512" 554" | .681™"| .686™ | .430™"| .693™ | .6957| 844" | .673™"| .817™ | .846™| .753"

Source: Primary data

4.4.1 Loan targets and Performance of loans

The results also showed that there is a positive and significant relationship between loan targets

and performance of loans (r =0. 686", p-value<0.01). This indicates that the relationship is

strong in nature and implies that as the loan targets increase, the performance of loans also

improves with evidence of reduction in no-performing loan ratio, reduction of arrears rate,

reduction of portfolio at risk and increase in loan recovery.
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4.4.2 Moral hazard and Performance of loans

Table 4.4 also showed that moral hazard had a positive and significant relationship with
performance of loans of commercial banks in Uganda (r =0 .695™", p-value<0.01). The
relationship between moral hazard and performance of loans is strong in nature. This implies
that the two variables are positively related, signifying that the diversion of funds and
information sharing reduce the non-performing loan ratio, reduce arrears rate, improve loan

recovery and reduce portfolio at risk.

4.4.3 Effect on Loan targets and moral hazard on performance of Loans

From table 4.4 above, it was also observed that there was a positive and significant relationship
between loan targets and moral hazard with performance of loans of commercial banks in
Uganda (r =0.753™, p-value<0.01). The results show that the variables have a strong linear
relationship which implies that loan targets and moral hazard through the identification of loan
volume, increase of the number of active loans, increase in loan portfolio growth rate, diversion
of funds and sharing of information allow for better maintenance of portfolio at risk, reducing

arrears rate, non-performing loan ratio and improving loan recovery.

4.5 Model Evaluation

The study adopted a multiple regression analysis to determine the variation caused by the
independent variables. These included loan targets and moral hazard. The dependent variable
was performance of loans of Commercial Banks in Uganda.

Table 4.5: Model evaluation results

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

1 756% S71 565 299

a. Predictors: (Constant), Loan Targets, Moral Hazard

b. Dependent Variable: Performance of loans

Source: Primary data
From the above table 4.8, it was established that 56.5% of the variation in performance of loans

of commercial banks in Uganda can be explained by the independent variables (loan targets
and moral hazard). This implies that the remaining 43.5% of the variation in performance of

loans is explained by variables that the study didn’t capture.

27



R is the correlation coefficient which shows the relationship between the study variables. From
the findings shown in the table above there was a strong positive relationship between the study

variables as shown by 0.755 or 75.5%.

4.6 Multiple Regression Analysis

Multiple linear regression was carried out to investigate the relationship between loan targets,

moral hazard and performance of loans.

Table 4.6: Regression analysis

Unstandardized Standardized Collinearity
Cocefficients Coefficients Statistics
Model B Std. Error Beta t Sig. Tolerance VIF
1 (Constant) 934 .206 4.528 .000
Loan Targets 308 .054 395 5.659 .000 562 1.780
Moral 426 .069 433 6.204 .000 562 1.780
Hazard

a. Dependent Variable: Performance of loans

Source: Primary data

Regression model

Y =B0+BIX;+P2X2+¢
Where: Y = Performance of loans
0 = Constant

X1 = Loan targets

X2 =Moral Hazard

€ = Error Term

Y =0.934+0.308 X1+ 0.426 X2 + ¢

The results revealed that Loan targets had a positive statistically significant relationship with
performance of loans with the p-value (0.000) less than 0.05 (p<0.05) and the coefficient of
0.395. This implies that the unit change in loan targets will on average increase the performance

of loans by 39.5%.

The results also revealed that moral hazard had a positive statistically significant relationship

with performance of loans with a p-value (0.000) less than 0.05 (p<0.05) and the coefficient of
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0.433. This implies that the unit change in moral hazard will on average increase the

performance of loans by 43.3%.

The tolerance is an indication of the percentage of variance in an independent variable that
cannot be accounted for by the other independent variable. Table 4.10 shows that loan targets

and moral hazard contribute 0.562 (56.2) implying that multicollinearity does not exist.

The Variance Inflation Factor was used whereby if the VIF value is between 1 and 10 indicate
no multicollinearity but if its below 1 and above 10 it means that multicollinearity exists
(Velnampy et al. 2014). Based on the coefficients output relating to collinearity, the VIF for
all of the independent variables were between 1 and 10 implying that no multicollinearity was

detected.
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CHAPTER FIVE

DISCUSSIONS, CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction

This chapter presents the discussions of the findings, conclusions and recommendations made.
It also presents proposed areas for further research. The discussions, conclusions, and

recommendations are presented according to the objectives of the study.

5.2. Discussion of findings

5.2.1 Loan targets and performance of loans of commercial banks in Uganda

There was a positive and significant relationship between loan targets and performance of loans
of commercial banks in Uganda (r=0. 686", p-value<0.01). This implies that as the loan targets
increase, the performance of loans also improves with evidence of reduction in non-performing

loan ratio, reduction of arrears rate, reduction of portfolio at risk and increase in loan recovery.

The results also showed that loan volume, number of active loans and loan portfolio growth
rate have positive relationships with non-performing loan ratio, arrears rate, loan recovery and
portfolio at risk. This implies that loan volume, number of active loans and loan portfolio
growth rate had a positive effect on performance of loans in terms of non-performing loan ratio,
arrears rate, loan recovery and portfolio at risk.

The findings also showed that loan targets have a positive and significant relationship with
performance of loans with a co-efficient of 0.395 and p-value P=0.000. This implies that on
average a unit increase in the level of moral hazard results in a 39.5% increase in the

performance of loans.

These findings agree with the earlier scholars such as Yiming et al., (2018) and Sinkey and
Greenawalt (2011) who noted that that there is a great positive relation of the average of
previous loan growth to the concurrent loan loss rate. In another study by Salas and Saurina
(2002), loan growth of banks dealing with savings is positively related to loan losses three to

four years ahead. The duo noted that the relationship was not only positive but also significant.
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Wu et al, (2022) on the other studied the effect of increased competition in the Vietnamese
banking sector and found that loan growth negatively impacts non-performing loans but
positively impacts return on assets. The results showed were in agreement with the information
sharing theory because the theory assumes that credit information sharing in commercial banks
helps them make informed decisions on who should get the loan and how much. This in turn
improves the loan targets while improving the performance of loans. Information sharing also
reduces banks screening intensity and it softens competition between banks because they no
longer fear to get a negative selection of applicants since their competitor has already picked

all cherries (Boyd and Hakenes, 2013).

The study findings not only confirm the theoretical expectations that setting ambitious loan
targets can incentivize proactive loan management and risk mitigation practices but also
provides practical insights for policymakers and bank management in enhancing loan portfolio
quality and overall financial health. These findings also highlight the importance of strategic
target-setting in fostering better loan performance outcomes, thereby contributing to a more
comprehensive understanding of the dynamics between loan targets and loan performance

within the Ugandan banking sector.

5.2.2 Moral hazard and performance of loans of commercial banks in Uganda
The results revealed that moral hazard had a positive significant relationship with performance

of loans in commercial banks (r =0 .695"", p-value<0.01). This implied that the two variables
are positively related, signifying that the diversion of funds and information sharing reduce the
non-performing loan ratio, reduce arrears rate, improve loan recovery and reduce portfolio at

risk.

The results also showed that diversion of funds and information sharing had positive
relationships with non-performing loan rate, arrears rate, loan recovery and portfolio at risk.
This means that diversion of funds and information sharing play a positive role in lowering
portfolio at risk, improving loan recovery, reducing the arrears rate and reducing the non-
performing loan ratio. The findings concur with those of Wanjiru, ef al, (2021) found that
moral hazard related determinants had a positive relationship on level of bad debts in the
deposit taking institutions. Shahidul and Nishiyama (2019) carried out a study whose findings
also supported the ‘moral hazard II’ hypothesis where the depositors are mainly affected and
the ‘adverse selection’ of borrowers by the banks also significantly affected the level of non-

performing loans of a bank.
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On the other hand, Cincinelli and Piatti (2017) concluded that with significant previous losses,
significant levels of gross non-performing loans, can reduce the NPLs ratio temporarily by

making additional loans due to the dilution effect.

The findings also showed that moral hazard has a positive and significant relationship with
performance of loans with a co-efficient of 0.433 and p-value P=0.000. This implies that that

on average a unit increase in the level of moral hazard results in a 43.3% increase in the

performance of loans. A finding that was in agreement with Karanja, et al. (2022) who
highlighted that that assessment and review of loan applications, as well as adherence to
established credit guidelines when issuing loans, should not be compromised at any cost

because they statistically affect lending performance.

The results were also in agreement with the information sharing theory which indicates that if
banks can put in place measures to access full information of the client, this will reduce risk of

loan default which can improve performance of loans in the bank.

These findings above make a substantial contribution to the existing body of literature by
highlighting that moral hazard behaviors, such as fund diversion and inadequate information
sharing, correlate positively with loan performance indicators. Specifically, these behaviors are
associated with lower non-performing loan ratios, reduced arrears rates, enhanced loan
recovery rates, and decreased portfolios at risk. By explaining this relationship, the study
enhances the understanding of how moral hazard influences the operational dynamics within
commercial banks, shedding light on the mechanisms through which internal governance and
risk management practices impact loan portfolio quality. These insights are critical for
policymakers and bank management in devising effective strategies to mitigate moral hazard
risks and promote sustainable lending practices, thereby contributing to the broader literature

on banking risk management and financial stability.

5.2.3 Effect of loan targets and moral hazard on performance of loans

The results revealed that loan targets and moral hazard have a positive effect on performance
of loans in commercial banks (r =0.753", p-value<0.01). This implies that loan targets and
moral hazard through the identification of loan volume, increase of the number of active loans,
increase in loan portfolio growth rate, diversion of funds and sharing of information allow for
better maintenance of portfolio at risk, reducing arrears rate, non-performing loan ratio and

improving loan recovery.
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The results showed that loan targets and moral hazard had a positive relationship with non-
performing rate, arrears rate, loan recovery and portfolio at risk. This means that the
consideration of loan volume, number of active loans, loan portfolio growth rate, diversion of
funds and information sharing improves the performance of loans in commercial banks. These
results corresponded with those of Karanja et al. (2022) whose significant findings included
how borrowers use the loan, and particularly in accordance with the loan purpose that was
funded in the loan agreement, which has been found to statistically affect lending. It is evident
that assessment and review of loan applications, as well as adherence to established credit
guidelines when issuing loans, should not be compromised at any cost because they statistically

affect lending performance.

The results are aligned with the moral hazard theory which assumes that moral hazard may
occur if one party is insulated from risk and has more information about its actions and
intentions than the party paying for the negative consequences of the risk (Einav and
Finkelstein, 2011). This may involve the shielding of commercial banks by the borrowers from
the consequences of poor decision making in lending. For instance, when borrowers do not
divert the funds there is no default as compared to when they divert the funds or spend them
recklessly. This may affect the bank either positively or negatively respectively.

These findings represent a significant addition to the existing body of literature by indicating
that the combination of setting ambitious loan targets and addressing moral hazard issues, such
as fund diversion and information sharing practices, collectively contributes to improved loan
performance outcomes. Such factors facilitate better management of loan portfolios, leading
to reduced portfolio at risk, lower arrears rates, decreased non-performing loan ratios, and
enhanced loan recovery rates. By analyzing this dual impact, the study provided valuable
insights into the complex interplay between strategic target-setting and risk management
practices within banking operations. These insights are crucial for policymakers and bank
executives seeking to optimize loan performance while minimizing risk exposure, thereby
advancing the literature on effective lending strategies and risk mitigation in commercial

banking context.

5.3 Conclusion of the Study

The purpose of the study was to examine the role of loan targets and moral hazard on
performance of loans of commercial banks in Uganda. The objectives were to examine the
relationship between loan targets and performance of loans of commercial banks in Uganda, to

examine the relationship between moral hazard and performance of loans of commercial banks
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in Uganda and to examine the effect of loan targets and moral hazard on performance of loans

of commercial banks in Uganda.

The study results regarding the first objective, the study concludes that loan targets had a
positive and significant relationship with performance of loans. The study concludes that
consideration of loan targets is necessary for performance of loans indicating that utmost loan

volume performance is fundamental for performance of loans in commercial banks.

With the second research objective concludes Moral hazard has a positive and significant
relationship with performance of loans of commercial banks in Uganda. The study concludes
further that assessing the purpose of funds and sharing of information can generate the
responses in payment of loans which later improves the performance of loans. Encouraging
borrowers not to use the loan for other purposes is critical because when a bank loan is used
for the same reason as stated in the loan agreement, the borrower's capacity to pay is less likely

to be harmed than when the loan is diverted to other uses.

The study finally on the third objective concludes that Loan targets and moral hazard had a
positive and significant relationship with performance of loans of commercial banks in Uganda.
These results indicate that the application of loan targets and moral hazard identifiers can help

improve on the performance of loans in commercial banks.

5.4 Recommendations of the Study

Based on the findings, discussions and the conclusions of the study, the following

recommendations were deduced.

In relation to loan targets, commercial banks should devise mechanisms that loan targets within

the acceptable standards to increase Loan Performance.
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Banks should also set specific targets for improvement. For instance, a bank can decide to work
on processing customer loan applications faster. If the average period for processing mortgage

loans has been two weeks, the bank can set a target of making it a week.

Banks should use analytics to analyze the lending process and portfolio performance. This helps
reduce the large volumes of process and portfolio data and helps gain insight into process

efficiency throughout all the phases of the loan cycle.

5.5 Limitations of the study
i.  The study findings were limited to commercial banks and may not be generalizable to

other players in the financial sector.

ii.  There was difficulty in gaining access to the sampled respondents because they were
busy and also suspicious of the intention of information to be given.

iii.  Poor response, especially in the case of unanswered and semi-answered questionnaires
and unwillingness of the respondents to disclose the facts.

iv.  Time constraint, the researcher had to pursue his work alongside undertaking the

research during that short period.

5.6 Suggestions for Further Studies

The researcher suggests that a wider study comprising of Commercial banks, Credit and
Microfinance Institutions should be conducted to widen the understanding of the relationship
between loan targets, moral hazard and performance of loans as this will offer a better

viewpoint.
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APPENDIX ONE: QUESTIONNAIRE
MAKERERE UNIVERSITY

MAKERERE UNIVERSITY BUSINESS SCHOOL

Questionnaire on Loan Targets, Moral Hazard and Performance of Loans in

Commercial Banks in Uganda

My name is Bateme Calvin David, a Master of Science in Banking and Investment
Management student of Makerere University Business School, carrying out research on Loan
Targets, Moral Hazard and Performance of Loans in Commercial Banks in Uganda. The
purpose of this research is to find out the effect of Loan Targets, Moral Hazard and Performance
of Loans of commercial Banks in Uganda. Your time taken to help complete this questionnaire
is highly appreciated and the information provided will be handled with utmost confidence and

discretion.

Section A: General Information (Please tick the appropriate box)

1. Gender of Respondent

Male B Femalel:l

2. Age Bracket:

20-29 E 30 -39 B 40 - 49 E 50andabove|:|

3. Highest Education Level of Respondent:

Certificate Ij Diploma E Degree E Master‘:l PHD I:I

Professional Course (E.g., CPA, ACCA, CFA) I:I

4. Duration with the Bank

<1 Year I:I

Between 1-3 Years

Between 3- 5 years

Above 5 years
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5. What is your current position?

a) Branch Manager

d) CREDIT OFFICERS

b) Head of credit

SECTION B: INSTITUTIONAL CHARACTERISTICS

1. Number of employees at the branch

0to5

6-10 10 -15 Above 15

2. Period of existence of the branch

Less than 5 years 6- 10 years

10 — 15 years|

SECTION C: LOAN TARGETS

Above 15 years

c¢) Business Development officer

Please indicate by ticking the appropriate box to what extent you agree or disagree with the
following statements (where SD is Strongly Disagree, D - Disagree, N — Not Sure, A- Agree
and SA — Strongly Agree)

CODE | LOAN TARGETS SD DI N|A|SA
LOAN VOLUME
The loan volume in our branch has been increasing over the
LV1
last 12 months
LV2 | We achieve the loan targets at the branch
LV3 | We monitor clients to see who qualifies for top ups
LV4 | Business activity influence loan disbursements
NUMBER OF ACTIVE LOANS sp!pINlAlsA
NABI1 | Our branch evaluates the number of borrowers per loan officer
Our branch keeps accurate records of active loans describing
NAB2 . :
the type, quality, and quantity of the loan
There has been a direct decrease on the amount of
NAB3 : .
loans acquired by clients
NAB4 | Our clients often renew loans
NABS | Our clients usually have more than one active loan
LOAN PORTFOLIO GROWTH RATE
OAN PO OLIO GROW splplInlalsa
The loan portfolio manager always reviews the grading of
LPG1
loan
LPG2 | Our loan portfolio quality has improved over the last 2 years
LPG3 | Our loan portfolio meets the bank set parameters
LPG4 | Loan portfolios adjust to economic conditions
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SECTION D: MORAL HAZARD

Please indicate by ticking the appropriate box to what extent you agree or disagree with the
following statements (where SD is Strongly Disagree, D - Disagree, N — Not Sure, A- Agree
and SA — Strongly Agree)

CODE | MORAL HAZARD SDD|NJ|A

DIVERSION OF FUNDS

DF1 | Purpose of funds sought is assessed before loan disbursement

DF2 | Loan diversion limits new credit access

DF3 | We have experienced increasing diversion of loans by clients

DF4 | We have experienced poor utilization of loans

DF5 | Our bank hedges against the risk of massive default

The improper use of financial resources is one of the main

DF6 causes of loan default in our bank

INFORMATION SHARING SD D|N|A

IS1 The bank periodically gathers information about loan clients

IS2 Our employees collect all the relevant information while
onboarding borrowers

IS3 Our clients provide accurate information

1S4 Our bank relies on information from credit bureaus

IS5 Mandatory information sharing as required by the Bank of
Uganda has benefited our bank.

IS6 | Information sharing in our bank has reduced default rates

SECTION E: LOAN PERFORMANCE

Please indicate by ticking the appropriate box to what extent you agree or disagree with the
following statements (where SD is Strongly Disagree, D - Disagree, N — Not Sure, A- Agree
and SA — Strongly Agree)

CODE | LOAN PERFORMANCE

NON-PERFORMING LOAN RATIO spIDINIA

In this branch, the amount of non-performing loans has

NPL1 been reducing for the last 5 years

Our branch conducts regular risk identifications on non-

NPL2 performing Loans

NPL3 | Loans are reviewed and classified according to performance

NPL4 | Nonperforming loans are always summoned to the bank

Nonperforming loans slow down bank lending and threaten
NPLS5 : o
financial stability

Decreasing the number of NPLs has remained one of our bank’s

NPL6 o
key priorities
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ARREARS RATE

SD SA
AR1 | Most of our clients are in arrears
AR2 | Our bank provides financial literacy education to borrowers
Our bank has policies and procedures in place to deal with
AR3 .
client default
AR4 Our bank has supervisory approaches regarding the
management of arrears
Our bank attaches a very high importance to contacting
ARS .. .
borrowers who are falling into arrears quickly
ARG6 | In our bank, possession is one of the outcomes of arrears
LOAN RECOVERY SD SA
LR1 | Clients repay loans on time
Provision of collateral is a requirement for every loan
LR2 application
LR3 | Our bank takes up insurance for loans
LR4 | Loans written off have reduced in the last 12 months
LR5 | Our bank uses external debt collectors.
LR6 | Litigation has been effective in recovering outstanding loans
PORTFOLIO AT RISK
SD SA
The value of portfolio at risk (PAR) of this branch has
PARI | peen below 5% for the last five years
The value of portfolio at risk is maintained at the bank’s
PAR2 | ajjowance percentage
PAR3 There is a (?ompleted and timely review of the
bank loan portfolio
PAR4 | Big loans are approved at a higher level in our bank
PARS | In our bank, there is a strict borrower selection criterion
PARG6 | Our bank has a loan portfolio assessment tool

THANK YOU FOR YOUR PARTICIPATION
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