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Abstract 

Despite the various measures taken by Higher Education Loans Board (HELB)  in Kenya to 

increase its loans recovery, there has been reluctancy by HELB funded University graduates to 

repay their loans. In this regard, HELB has put in place several measures with a view to boost 

its recovery. Of particular interest to the present study is the monthly penalty of Ksh.5000 with 

effect from 2010  which acts as  a deterrent measure to would be defaulters. The aim of this 

study was therefore to assess the deterrent effect of monthly default penalty on higher 

education loan recovery in Kenya. The study used both descriptive design and longitudinal 

design. Both primary data and secondary data were collected from all those undergraduate 

students who benefitted in any Kenyan university. Descriptive analysis involved means and 
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standard deviations as measures of central tendencies and dispersion respectively. Inferential 

statistics limited itself to regression and correlation analysis. The study found out that there is a 

significant association between monthly default penalty and loan recovery. It also found that 

monthly default penalty on defaulters was a significant deterrent of HELB loan defaulters. The 

study recommends the establishment of a default management program as an extra step to 

reducing default rate and ensuring that loanees are aware of their responsibility. It also 

recommended that future studies should explore factors that cause loan defaulting. 

  

Keywords:  Deterrent measures, Monthly Default Penalty, Loan Recovery, Higher Education 

Loans Board, Kenya 

 

 

INTRODUCTION 

The loan schemes vary from country to country but all government funded loans scheme have 

one component in common, which is that they are greatly subsidized by respective 

governments. This implies that a sizeable percentage of the total loans expenditure is not 

expected back in repayment (Kimani, 2011). Student loan schemes, typically meant to finance 

tertiary education are of specific interest to governments since these schemes have the ability to 

contribute to the solution to a wide range of policy challenges faced by governments (Ziderman, 

2012). 

Across developing countries Africa included, higher education has become progressively 

significant not only to persons, with a view to improve their status and elevating their lives, but 

also to the greater society for both economic prosperity and progression of good governance 

(Ngali, 2013). The spirit is that universally, countries have recognized that development can only 

take place if the competencies, needs, and productivities of human capital are enhanced across 

the various economic sectors (Leseeto, 2010). Nonetheless, despite the universally 

acknowledged prominence and its substantial capital claim on public wealth across the world, 

higher education in most developing and developed countries is anguishing from growing 

severity. This is manifested in key areas such as poor student loan recovery (Hicks, 2013; 

Gaitho, 2013). 

Loan recovery is the retrieving back of loan from previous loan recipients (Kipkech, 

2011). A default happens when the loan beneficiary does not make the expected payments or in 

one way the loan beneficiary does not meet the terms of a loan (AlMazrooei, 2014). When loans 

fail to perform the value of assets deteriorates and can negatively impact the asset base of a 

lending institution and negatively impact the institutions‟ ability to lend further (Ndung‟u, 2007).  
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Student loan recovery has been a great drawback in the developing economies. A World Bank 

commissioned comparative study by Adrian et al. (2012) determined that student loans have 

been given much attention both in practice and literature. The study recommended that whereas 

the student loans have been disappointing, appropriately rehabilitated they can constitute a 

productive instrument for cost recovery.  

HELB is established by the HELB Act Cap 213A of 1995 which provides for the 

formation of a board of management whose mandate is to disburse loans, bursaries and 

scholarships to enable Kenyan students obtain higher education at licensed institutions of 

higher learning. Since its commencement, HELB has lent a total of Kshs40.2 billion to 375,783 

students out of which Kshs12.1 billion is not due. As at December 2016, only 68,522 past 

students have fully paid their loans, while 98,000 are currently servicing the loans. The default 

rate is at 34% (HELB, 2016). 

Compared to 144,788 students financed in 2013/2014 at a cost of Kshs.6.168b, the 

HELB had realized an increase of 15.7% in the 2014/2015 financial year, financing a total of 

167,553 undergraduate students at a cost of Kshs. 6.99 Billion. Over the same period, a total of 

Kshs110.6 Million was used for loans and Kshs51.9 Million for bursaries financing a total of 

6,236 students from over 60 TVET institutions under the Ministry of Education, Science and 

Technology. This was also an increase compared to those who were financed in the 2013/2014 

financial year when 2,504 students were awarded loans amounting to Kshs. 65.84 Million and 

bursary amounting to Kshs. 32.09 Million (HELB, 2016). 

  

Purpose of the Study 

To assess whether monthly default penalties act as a deterrent measure of default on higher 

education loan recovery in Kenya. 

 

THEORETICAL REVIEW 

This study is anchored on various theories that underpin the understanding of the relationship 

between the monthly penalty deterrent measure and loan recovery. However, moral hazard 

theory is most applicable to this study.  

 

Moral Hazard Theory and Loan Recovery 

The moral hazard theory posits that a loan beneficiary potential loan beneficiary has the 

enticement to fail to pay except if there are penalties for their future submissions for loan. 

Dembe and Boden (2000) trace back the origin of the concept of moral hazard to the 17th 

Century as being extensively used by English insurance companies. This is an outcome of the 
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striving loaners lending financial institutions have in evaluating the degree of wealth loan 

beneficiaries potential loan beneficiaries will have amassed by the due time that the debt must 

be repaid, and not when of the loan is being applied for. If the lending financial institutions 

lending financial institutions cannot evaluate the potential loan beneficiary potential loan 

beneficiary‟s wealth, the potential loan beneficiary will be desirous to fail to pay on the loan 

advanced. Foreseeing this, lending financial institutions will raise rates, resulting ultimately to 

the market collapse (Alary & Goller, 2001).  

According to a lending financial institutions‟ model developed by Padilla and Pagano 

(1997), the loan performance relies on the value of the potential loan beneficiary and on their 

effort. Primarily, each bank owns private facts on the worth of a potential loan beneficiary. 

According to Rajan (1992), subsequent advancing a loan to a potential loan beneficiary, a 

financial institution can explore its exclusive information on their worth and threaten to refuse 

advancing loans to obtain rents from the potential loan beneficiary. Forestalling that the 

earnings of his determination will be moderately seized by the lending institution, the potential 

loan beneficiary has then a lessened inducement to apply energy ex ante. This in return 

worsens his settlement performance. Lending institutions can confront this enticement difficulty 

by undertaking ex ante to disseminating one with another lending institution their exclusive 

statistics about potential loan beneficiary‟s credit-worthiness. Anticipating that this statistics 

bringing together will encourage antagonism among lending financial institutions, potential loan 

beneficiaries will be reiterated to that it will not be possible to no hold and will advance their 

effort, dropping law-breaking rates (Padilla & Pagano, 1997). 

A conduit through which a lending financial institution can affect lending consequences 

is by commanding restraint on potential loan beneficiaries. According to Padilla and Pagano 

(2000), lending financial institutions‟ sharing of information encourages potential loan 

beneficiaries to apply effort since they “put on an act for a wide-ranging spectators”, meaning 

that if they are offending on their pledged responsibilities, their delinquency will be revealed to 

more lending financial institutions. As such, in this context sharing of credit information 

alleviates potential loan beneficiaries‟ moral hazard. On the other hand, it is also underscored 

by Padilla and Pagano (2000) that this effect deteriorates if lending financial institutions pool 

statistics on potential loan beneficiaries‟ characteristics in adding to law-breaking information. A 

high quality in this instance, potential loan beneficiary recognizes that anyhow their high credit 

worthiness will be unveiled to lending financial institutions, notwithstanding of whether their loan 

repayment history is bad or good. 

According to Hicks (2013), moral hazard in economics takes place when one individual pursues 

more risks owing to the fact that another person suffers the price of the risks pursued. Alary and 

http://ijecm.co.uk/


© Sirma, Machogu, Nzioki & Shisia 

Licensed under Creative Common   Page 436 

 

Goller (2001) opine that a moral hazard may be apparent where the undertakings of one 

individual may alter to the disadvantage of the other party after a financial transaction has 

occurred. Rajan (1992) is of the view that moral hazard takes place happens under a category 

of information asymmetry in which case the venturesome individual to a business deal discerns 

more concerning its purposes as opposed to the individual paying the penalties of the risk 

taken. In broad sense, moral hazard happens when the individual with supplementary 

information concerning its intentions or actions has a propensity or inducement to conduct 

themselves unbecomingly from the standpoint of the individual with a smaller amount of 

information. 

According to Floro and Yotopoulos (1991), moral hazard happens if increasing the 

interest rate encourages potential loan beneficiaries, who possess a number of developments, 

to capitalize on a project that produces for the lending institution a lesser return as compared to 

another project whereby the potential loan beneficiaries could have capitalized. Like the 

foregoing case, in this case, it is also assumed that both the lending institution and the potential 

loan beneficiary are not risk averse (Knapp & Seaks, 2014). It is also assumed that a potential 

loan beneficiary has to make an investment in either one of the two said projects, that is risky or 

safe, that are obtainable to them, the more uncertain venture has a lesser likelihood of 

realization but a greater settlement if it prospers, whereas the safe investment has a greater 

likelihood of accomplishment but with lesser return. Nevertheless, the lending institution is not 

aware of which investment has been selected (Gori, 2010). 

If the investment is prosperous, the lending institution will realize at greatest the loan 

quantity including the interest accumulated, whereas should the investment fail, the lending 

institution will not realize anything (Luitel & Sobel, 2015). The anticipated earnings to the lending 

institution are lesser for the more risky investment as compared to the safe investment. 

Consequently, because of the moral hazard problem, lending institutions tend to maintain low 

interest rates and as an alternative ration loans with a view to reduce extra demand (Malik & 

Schwab, 1991).  

Diverse types of lending institutions attempt to address the information asymmetry 

problem in diverse ways. Formal lending institutions are likely to address the incentive and 

selection difficulty by commanding severe guarantee necessities or preventive agreements, or 

by necessitating potential loan beneficiaries to deliver prudently documented indication, 

presenting their ability and intention to repay the loan if awarded (Floro & Yotopoulos, 1991). 

Individuals who are awarded loans from the formal lending institutions are typically institutions 

and firms which are vigorous in the formal commercial segment; they have the obligatory 

guarantee, credit-worthiness, and/or use a dependable book-keeping system. 
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Cigno and Luporini (2003) make a significant contribution that regards higher education loans 

with respect to moral hazard deliberations. The authors assert that loans advanced to students, 

including the income dependent ones, are not ideal, where the idealness in this case takes into 

contemplation both reallocation and efficiency. With the suitable characteristics, prospective 

university students, ought to be offered a loan, reliant on both merit and need. The higher 

education loans scheme ought to be funded by an ex-student tax that reallocates from the 

higher remunerated to the scholastically more prosperous. 

While credit-worthiness necessities to be awarded the loan limit the consequence of 

adverse selection, reallocation in the direction of the scholastically more prosperous limits the 

moral hazard impacts. The reality that both the repayment and the scholarship that typify the 

optimum procedure are contingent on the results attained in higher education may suggest 

some inevitable challenges of practical application. Further, the supposition that the ideal 

student loan arrangement is an ex-student tax is grounded on the point that there lacks a vibrant 

link between the loan awarded and the settlement. In income-dependent loans of the risk 

disseminating type, including the higher education loans scheme, the point that the risk is 

spread with the populace may add to break the relationship between payment and receipt, and 

cause it to be ideal in the intellect of Luporini and Cigno (2003). 

As such, in the present study, the theory will be used to understand that the loan 

repayment measures imposed by HELB including CRB, monthly default penalties and clearance 

certificate are meant to both dissuade ex-students from falling to repay their loans and to and 

amass funds from the ex-students through the „taxes‟ as opined by Cigno and Luporini (2003) to 

be able to fund prospective and continuing students.   

  

EMPIRICAL LITERATURE REVIEW 

There are several empirical studies that were undertaken by different scholars concerning 

touching on loaned fault deterrents. These are discussed as follows: 

 

Monthly Default Penalties and Higher Education Loan Recovery  

According to Athreya et al. (2012), punitive penalties, by make sure that competitive lending 

financial institutions are required to advance loans at or close to rates that are risk-free, 

increase access to loans. However, to the degree that potential loan beneficiaries face risks that 

cannot be insurable, severe punishments also make seeking loans precarious, as debt ought to 

be paid regardless of a borrower‟s ex post circumstances. Dubey, Geanakoplos, and Shubik 

(2015) and Zame (2013) argue with reference to the use of punishments, show hypothetically 
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that if credit markets are imperfect at the beginning, debts that may fail to be paid can play a 

crucial role in complementing present markets.  

Dubey et al. (2015) show in specific terms that punishments may be overly negligent, but 

can at the same time is overly stringent. In other words, punishments can be fixed so low as to 

permit failure to pay to occur very often and generate burden losses, from both the ex post 

retributive action and a monetary externality functioning by interest rates. Equally, greatly 

punitive ex post punishments may harm risk-sharing by eliminating state-eventuality in the 

liability dispensed by households.   

As Wairimu (2013) asserts, lending institutions are confronting a massive risk of 

nonperforming loans noticing that bigger loans have bigger risk exposure, so the adjustable 

costs per dollar is greater. The study further argues that if lending financial institutions do not 

take additional measures, there might be more defaults on loans. To address the drawback of 

NPLs, an organization is supposed to monitor the conduct of potential loan beneficiaries and 

punish defaulters.  

 

METHODOLOGY 

Research Design 

This study design was multivariate in nature, incorporating both descriptive and longitudinal 

study designs. The descriptive research design was employed since the study attempts to 

explore ideas with a view to understand cause and effect, which in the present study involves 

determining whether significant associations exist between the monthly default penalty 

measures and loan recovery as stated in the hypotheses. The longitudinal design was relevant 

since the study for over a specified time periods.  

 

Population of the study 

The population of this study comprised of Higher Education Loans Board beneficiaries who 

have either cleared their loan repayment or are now servicing the same (HELB, 2016). The 

information used was loans recovery collections data and monthly default penalty data. The 

target population was a total of 272,701 beneficiaries who have either cleared their loan 

repayment or are now servicing the same (HELB, 2016).  

 

Sample and Sampling Procedure 

A sample of former students who finished their undergraduate studies from December 2009 to 

December 2015 from either public or private universities in Kenya under loan scheme was 

selected. The samle size of 384 ex-undergraduate university students across the country was 
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used. The individual respondents were selected by use of stratified sampling and convenience 

sampling. The strata comprised of the ex-undergraduate university students  either formally 

employed and the non-formally employed sample based in Nairobi County as it is the capital city 

of Kenya and hence central for the country. 

 

Data Collection 

The study used both primary and secondary data. Secondary data was sourced from the 

Manager, Loan Repayment & Recovery Department and the World Bank database portfolio for 

loans recovery collections and monthly default penalty data and whereas primary data was used 

structured questionnaires from the former students sampled.  

 

Reliability and Validity of Data Collection Instruments 

For reliability and validity, the study performed content validity by  consulting with the university 

supervisors who gave their feedback on the extent to which the indicators correctly represent 

the concept of the study.  

To measure of internal consistency, Cronbach alpha was used to test the internal 

reliability whose result was .07  and was deemed an acceptable reliability coefficient to measure 

the  instrument.  

 

Data Analysis 

SPSS software was used to analyze data, which included both descriptive analysis and 

inferential analysis. Pearson correlation was used to check for the nature and significance of 

associations between the hypothesized relationships while  linear regression analysis was used 

to assess the strength of the relationships between higher education loan recovery  and monthly 

default penalty variables. The regression analysis model is shown below: 

 

Y = α + β1MDP+ ε 

 

Whereby: 

Y = Higher Education Loan Recovery 

α is the y-intercept or model coefficient; 

β1 is the coefficient of the independent variables; 

MDP = Monthly default penalty 

ε is the error term established from heteroscadiscity test. 
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FINDINGS 

Descriptive Statistics for Monthly Default Penalty 

The study sought to assess the impact of deterrent effects of monthly default penalties on 

higher education loan recovery. To this end, respondents were asked to respond to pertinent 

statements posed by indicating the level at which they agreed with the same, as applied in their 

respective cases. Responses were given on a five-point Likert scale (where 1= Strongly 

Disagree; 2 = Disagree; 3 = Neutral; 4 = Agree; 5 = Strongly Agree). Similarly, to the preceding 

analysis, the mean scores of 0 to 2.5 have been taken to represent statements dissented upon 

by a majority of respondents while mean scores of between 2.6 to 5.0 have been taken to 

represent statements agreed upon by a majority of respondents. The strengths in disagreement 

or agreement is represented by the respective strengths of the mean scores, descending for 

disagreement and ascending for agreement. Table 1 below presents the findings. 

 

Table 1. Descriptive Statistics for Deterrent Effects of Monthly Default Penalties 

 

N Mean 

Std. 

Dev 

Skewness; 

S.E =.141 

Kurtosis; 

S.E=.282 

Motivates (d) me to pay my HELB loan 297 3.69 1.106 -1.092 .576 

Motivates (d) me to get a job to pay my HELB loan 297 3.36 1.198 -.577 -.730 

Motivates (d) me to channel some funds towards paying my HELB loan 297 3.64 1.091 -.874 .038 

Motivates (d) me to source for funds to pay my HELB loan 297 3.66 1.110 -.869 -.054 

Motivates (d) me to save enough to pay my HELB loan 297 3.52 1.075 -.598 -.355 

Is the sole reason why I pay/paid my HELB loan 297 2.77 1.160 .377 -.765 

Is the sole reason why I intend to pay my HELB loan 297 2.60 1.150 .359 -.783 

 

As indicated in table 1, a majority of respondents highly agrees that the monthly default 

penalties have either motivated or motivates them to pay their HELB loans (3.69); to source for 

funds to pay their HELB loan (3.66); to channel some funds towards paying their HELB loan 

(3.64); to save enough to pay their HELB loan (3.52); and to get a job to pay their HELB loan 

(3.36). A majority however only moderately affirmed that the monthly default penalty is the sole 

reason why they pay/paid their HELB loan (2.77); and that the same is the sole reason why they 

intend to pay their HELB loan (2.60). As also observed in the descriptive statistics, all the 

variables were normally and moderately normally distributed, with Skewness and Kurtosis 

values ranging with -1 to +1 and -2 to +2 respectively. 
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Logistic Regression  

The study sought to test the relevant null hypotheses that: monthly default penalty does not 

have statistically significant deterrent effect on higher education loan recovery in Kenya. To test 

the hypotheses, the study performed a binary logistic regression. This was necessitated by the 

categorical dependent variable that is whether respondents had either paid or were paying their 

HELB loans or not, as a measure of loan recovery. This was responded to as either yes or no. 

The logistic regression analysis produced the omnibus test of model coefficient, a model 

summary, the Hosmer and Lemeshow Test as well as the coefficient of variable in the equation. 

The following logit linear regression model was used: 

Y = α + β1MDP + ε 

Whereby: 

Y = Higher Education Loan Recovery 

α is the y-intercept or model coefficient; 

β1 is the coefficient of the independent variable. 

MDP = Monthly default penalty 

ε is the error term established from heteroscadiscity test 

 

Table 2. Logit Regression 

Omnibus Tests of Model Coefficients 

  Chi-square Df Sig. 

Step 1 Step 62.791 4 .000 

Block 62.791 4 .000 

Model 62.791 4 .000 

Model Summary 

Step -2 Log likelihood Cox & Snell R Square Nagelkerke R Square 

1 160.257
a
 .191 .361 

a. Estimation terminated at iteration number 6 because parameter estimates changed by less than .001. 

Hosmer and Lemeshow Test 

Step Chi-square df Sig. 

1 54.725 8 .000 

Variable in the Equation 

  B S.E. Wald df Sig. Exp(B) 

Step 1
a
 MD Penalty -.126 .052 5.852 1 .016 .881 
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Omnibus Tests of Model Coefficients 

  Chi-square Df Sig. 

Step 1 Step 62.791 4 .000 

Block 62.791 4 .000 

a. Variable(s) entered on step 1: monthly default penalty. 

 

As table 2 details, the omnibus tests of model coefficients reveals a Model Chi-square value of 

62.791 with a P value of .000 which is statistically significant both at 99% confidence interval 

(0.01) and 95.0% confidence interval (0.05). This implies that the data fits well in the model and 

there exists linear dependence between the dependent (loan recovery) and the explanatory 

variable that is monthly default penalty. The model summary further shows that the model has a 

considerable explanatory value. It was established from the summary that the predictors, that is 

monthly default penalty explain between 19.1% (Cox & Snell R Square) and 36.1% (Nagelkerke 

R Square) of the variation in loan recovery. The remaining percentage is explained by other 

factors not included in the model. The Hosmer and Lemeshow Test further reveals the overall fit 

of the model. The P value of .000 implies that the model is statistically significant can be relied 

upon to project a linear association between the dependent (loan recovery) variable and the 

explanatory variables that is monthly default penalty.  

  A negative Beta coefficient was further established in monthly default penalty implying 

that a unit increase in the monthly default penalty leads to a .126 decrease in the probability of 

HELB loanees falling into the target group, that is of those who have either fully paid their loans 

or are in the process of servicing the same. This was statistically significant, with a P value of 

.016 > .05 pointing to a significant association between monthly default penalty and loan 

recovery albeit a negative one. The study thus fails to accept the second null hypothesis of the 

study, that the monthly default penalty does not have statistically significant deterrent effect on 

higher education loan recovery in Kenya. The study thus accepts the alternative hypothesis that 

the monthly default penalty has a statistically significant deterrent effect on higher education 

loan recovery in Kenya. 

 

CONCLUSION  

The study concluded that monthly default penalty on defaulters was a significantly deterrent and 

had successfully dissuaded would be defaulters into paying their HELB loan obligations. The 

Kshs.5,000.00 monthly penalties charged on HELB loan defaulters can be termed as punitive 

with considerable deterrent effects. The same has acted as a motivation for would-be defaulters 

Table 2... 
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to service their loans on a monthly basis with a view to avoid the penalty. This is so, as 

whatever amount remitted to HELB loan cancels the monthly default penalty for the remitter‟s 

account. In light of this, the monthly default penalties have either motivated or motivates them to 

among others, to pay their HELB loans; or source for funds from elsewhere to pay their HELB 

loans; channel some funds towards paying their HELB loans; save enough to pay their HELB 

loans; and to get a job to pay their HELB loans. 

 

RECOMMENDATIONS AND WAY FORWARD 

The study recommends the establishment of a default management program as an extra step to 

reducing default rate. An effective default management program will ensure that the loanees at 

the point of receipt of the loan are aware of their responsibility. 

 It is recommended that future studies should extent the present study by exploring what 

factors cause loanees to default in paying HELB loans and what deterrent measures determine 

the extent of loan recovery in Kenya. 
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