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ABSTRACT

This study sought to investigate the moderating role of corporate governance on the linkage
between exposure of banks to financial risks and the profitability of Kenyan microfinance banks.
In particular, it aimed to evaluate the influence of credit risk exposure, liquidity risk exposure, and
operational risk exposure on their profitability with corporate governance as a moderator variable
in this relationship. The study was guided by the modern portfolio theory, theory of financial
intermediation, liquidity preference theory, and agency theory. Utilizing an explanatory research
design, the study targeted 14 registered microfinance banks with the Central Bank of Kenya as of
December 2023, utilizing a census sampling method. Secondary data for the context of 2019-2023
were sourced from Central Bank publications, as well as financial statements of respective
individual microfinance banks. The analysis of the findings employed panel data procedures with
the help of Stata 18 as well as SPSS version 26, utilizing means, standard deviations, as well as
multiple regression analysis. The study established that credit risk exposure (f=0.105, p<0.05),
liquidity risk exposure (B=0.121, p<0.05), as well as operational risk exposure (=0.019, p<0.05)
had a significant positive influence on profitability. Moreover, it established that though corporate
governance had a negative coefficient (B=-0.221, p<0.05) indicating its significance, after the
inclusion of the interaction term with corporate governance as a moderating factor under the third
scenario, both corporate governance as well as the interaction remained insignificant (p<<0.05). The
study concluded that exposure of banks to risks had a remarkable impact on their profitability,
with partial modulation by corporate governance. The study recommends that credit risk managers
of microfinance banks must formulate strong credit risk handling strategies with the intent of
reducing non-performing loans, hence improving their profitability. Also, marketing managers
have to invest in advertising and organizing activities for promoting mobilization of deposits,
enhancing liquidity. Lastly, managers have to streamline operating costs while maximizing
revenues for enhancing profitability, and owners of microfinance institutions have to have strong
corporate governance mechanisms, such as enhancing board independence.
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CHAPTER ONE

INTRODUCTION

1.1 Background to the Study

Financial risk in financial institutions is defined as the possibility of losses on an
investment. In the financial market risks may be caused by internal or external factors as a result
of various macroeconomic forces (Oudat, Ali, Abdelhay, Hazaimeh, Altalay, Marie & ElI-
Bannany, 2024). Changes in market rates, variations in interest rates, defaults in payments and low
cost to income ratio are some of the causes of financial risks (Akinadewo, 2020). Risks can
however be mitigated by implementing proactive measures to identify and plan on how to manage
the risks through a well-structured corporate governance mechanism in an institution (Sapiri,
2025). Microfinance banks are exposed to a number of financial risks such as credit risk, liquidity
risk, market risk and operation risk. Credit risk is defined as the possibility that MFB borrowers
will default repayments (Fadeyi, Omojeso & Ityokumbul, 2021). Liquidity risk is the inability of
the MFB to meet short term obligations as they fall due. Operational risk on the other hand is the
risk of loss from inadequate/ failed internal processes, systems & external events. Market risk

refers to the possibility of losses due to fluctuation in market prices/interest rates (Jafri, 2023).

Financial institutions like microfinance banks are exposed to a range of financial risks in
the course of their operations. To effectively manage these risks, these institutions require strong
risk committee which is an integral part of corporate governance (Musallam, 2025). Weak
corporate governance mechanisms can increase exposure of these institutions to financial risks
which may threaten their long-term stability and financial intermediation role in economies
(Horvey & Odei-Mensah, 2025). On the other hand, strong corporate governance mechanisms

provide assurance to managers on effective management of financial risks which in turn can



influence profitability. Thus, it is difficult to consider the relationship between financial risk
exposure and profitability without a focus on corporate governance which was used as a moderator

variable in the present study.

Empirical discourse on the relationship between financial risk exposure, corporate
governance and profitability has gathered momentum across the world. For instance, evidence
from Pakistan by Shair, Sun, Shaorong, Atta and Hussain (2019) indicate that while liquidity risk
exposure has positive nexus with profitability, credit and insolvency risk were found to have
negative relationship. In North America, Wood and McConney (2018) argued that while exposure
to credit risk was found to have an inverse nexus with profitability, liquidity risk exposure was
found to have positive effect. In Indonesia, Muthia, Ghasarma, Andaiyani and Setiawan (2020)
noted that operational risk exposure measured through cost income ratio and cost to total assets
was positively linked with profitability of the Islamic financial institutions. Toufaili (2021) pointed
out existence of significant nexus between liquidity and credit risk exposure in regard to

profitability.

In Nigeria, Ikponmwosa (2020) shared that while loans to deposit (LTD) ratio had
insignificant implication on profitability, loan loss provision to total loans ratio was positive and
significant. According to Achimugu, Abdullahidr and Adediran (2023), liquidity risk and market
risk exposure exert significant effect on returns generated from assets (ROA) as a proxy of
profitability and this nexus is moderated by firm size. Other evidence in Nigeria by Aluko, Kolapo,
Adeyeye and Oladele (2019) indicate that credit and liquidity risk exposure positively influence
profitability of the financial institution. According to Edor (2021), most commercial banks in
Nigeria have collapsed in the past decade because of inadequate management of financial risk

exposure. In Ghana, Duho, Onumah, Owodo, Asare and Onumah (2020) observed that credit risk,

2



operational risk and liquidity risk exposure significantly contribute towards profitability of the
financial institutions. This relationship between risk exposure and profitability of the covered
institutions was found to be moderated by age and size. In Namibia, Maseke and Swartz (2021)
shared that there has been a rise in non-performing loans in the banking sector with the year 2018

reporting the highest record.

In Kenya, Mudanya and Muturi (2018) observed that market risk, credit risk, liquidity as
well as operational risk exposure significantly affects profitability of banks. According to Njeru
and No (2021), while credit risk exposure was positive and significant with profitability, interest
rate risk exposure was not significant. Mudanya and Muturi (2018) shared that credit risk, market
risk, operational risk and liquidity risk exposure have negative effect on profitability. Chepngetich
(2022) indicated that liquidity risk exposure is negatively correlated with profitability. Toroitich
(2018) shared that credit risk and operating risk exposure is negatively related with profitability.
Lelgo and Obwogi, (2018) in their study on Effect of financial risk on financial performance of
micro finance institutions in Kenya observed that liquidity was positively related with financial
performance and that a significant negative relationship existed between interest rate risk and
credit risk with financial performance. Kosasia and Njeru (2023) observed that risk exposure is

negatively linked with profitability of an institution.

Microfinance banks play an important role and are necessary in a growing economy. They
enhance financial inclusion by providing microfinance services such as financial intermediation,
savings, credit and funds transfer services in low-income households more so those in remote
areas. In order for their services and operations to remain sustainable, it is important for them to
be profitable (Khan, 2020). The performance of Microfinance banks in Kenya has been on a

downward trend. The sector reported a combined loss before tax of Ksh.980 million as at



December 31, 2022, compared to a loss of Ksh.877 million as at December 31, 2021. Four
institutions reported profits, while the remaining ten institutions registered losses. Two MFB
namely Maisha Microfinance Bank Limited and Rafiki Microfinance Bank Limited majorly
contributed to the sector losses reporting losses before tax of Ksh.477 million and Ksh.314 million,

respectively (Central Bank Supervisory Report, 2022).

Microfinance banks main aim is to meet incurred expenses, increase the return on invested
capital and maximize the wealth of its shareholders (Afolabi, Obamuyi & Egbetunde, 2020).
Remaining profitable especially for financial institutions and the banking sector in general is
influenced by a range of factors key one being financial risk exposure (Toufaili, 2021). However,
this has become unattainable with losses attributed to reduction in income thus exposing
institutions to liquidity risk, funds transfer to alternative investments, competition from
commercial banks and digital lenders. (Central Bank Supervisory Report, 2022). Other causes of
losses in MFB also include non-performing loans which expose the institutions to credit risk and
lack of proper management strategies and processes leading to operating risk. With the main
objective being increasing profitability, MFB need to plan properly on the most effective risk

management strategies.

Thus, from the foregoing discussion, it is evident that key aspects of financial risk include
credit risk, liquidity as well as operational risk and the same will be adopted in the present study
as independent variables. However, the other gap arising from the above literature is that they
failed to capture an appropriate moderator variable and thus were merely limited to risk and
financial performance. This will be bridged in the proposed study by incorporating corporate

governance as a moderator variable in the proposed study. Against this background, the present



study will seek to establish the effect of financial risk exposure and corporate governance on

profitability.

1.1.1 Financial Risk Exposure

Risk is an unforeseen circumstance that has some probability of occurrence (Akash, Reza
& Alam, 2024). Some losses are likely to arise whenever a risk arises in an organization (Wood &
McConney, 2018). On the other hand, financial risk exposure determines the probability of future
losses that may be occasioned by an occurrence (Aluko, Kolapo, Adeyeye & Oladele, 2019). It is
adopted as the base of ranking possibility of occurrence of diverse range of losses (Toroitich,
2018). A financial institution can be exposed to a range of financial risks that include liquidity
risk, operational risk, credit risk, interest rate risk and market risk among other aspects. This study
considered liquidity, credit and operational risk exposure (Eklemet, MacCarthy & Gyamera,
2024). In a financial institution, liquidity risk can be measured using loans to deposit ratio and
loans to asset ratio and it signifies the ability of the institution to meet its short-term obligations as
they fall due (Toufaili, 2021). Credit risk in the financial institution is mostly measured by non-
performing loans against total loans while operational risk is commonly measured using cost

income ratio (Muthia, Ghasarma, Andaiyani & Setiawan, 2020).

1.1.2 Profitability

Profitability is a financial metrics and one of the goals that guide the operations of the
financial institution (Edor, 2021). It is derived from the net income that a firm generates after
meeting all the operating expenses (Chepngetich, 2022). Profitability is of importance to
shareholders of the firm since it influences the ability to maximize their wealth by the firm.
Generation of profits enables the firm to remain competitive in the ever-changing business

environment that financial institutions do operate (Maseke & Swartz, 2021). There are a range of



proxies that can be used to measure profitability of an institution. These include return on assets
(ROA) and return on equity (ROE) (Tarawneh, Abdul-Rahman, Mohd Amin & Ghazali, 2024).
The term ROA is the proportion of net income that is generated by the firm through effective
utilization of the assets in place (Ikponmwosa, 2020). On the other hand, ROE is the net income
that a firm generates after effectively utilizing the equity funds in the balance sheet (Shair, Sun,

Shaorong, Atta & Hussain, 2019). In this study, profitability was measured using ROE.

1.1.3 Corporate Governance

Corporate governance is the interaction between the board of the firm, its management and
shareholders as they work to achieve the established goals. In any firm, each of the said three
parties has its own unique roles and responsibility to play to ensure smooth running (Kafidipe,
Uwalomwa, Dahunsi & Okeme, 2021). For instance, while the shareholders are owners of the firm
responsible for supplying the funds needed to operate optimally, managers have a role of making
decisions that affect overall profitability of the firm. In doing so, they aid in maximization of the
wealth of the owners (Guo, Wei, Wang & Hu, 2024). On the other hand, the board of directors has
a role of monitoring and providing oversight on the actions undertaken by managers in the course
of the tenure in the firm. This is aimed at protecting the interests of the shareholders (Grace,

Vincent & Evans, 2018).

One of the most critical components of the corporate governance that contributes towards
effective risk management practices in the firm is the risk committee (Alghizzawi, Ahmed, Al-
Gasawneh & Alhawamdeh, 2024). As a corporate governance mechanism, the risk committee is
responsible for assessing the acceptable risk tolerance levels and in coming up with effective
strategies of mitigating exposure to various risks by a financial institution so as to optimize the

returns generated from operations (Wau, Fau & Mendrofa, 2023). Hence, the composition, level



of independence and the balance of expertise in this risk committee are critical issues that can drive
effective management of risk exposure in a firm. The long run effect of all this would be an
improvement in the level of profitability of the firm (Jiang & Ji, 2024). In this study, corporate

governance will be measured by independence of the board risk committee.

1.1.4 Microfinance Banks in Kenya

The role of the microfinance banks is crucial toward the development and growth of
developed as well as developing nations of the world. The role is achieved through enhancing the
financial inclusion of the underserved population (Momani, 2018). However, in certain developing
nations such as Kenya, such banks have continued experiencing profitability issues (Njagi &
Njoka, 2021). For example, data from the Central Bank of Kenya (CBK) for the 5-year horizon
(2018-2022) show that the banks have continued operating under a negative net income and thus
making losses. In fact, ROE and ROA of Kenyan microfinance banks averaged -13.24% and -
1.55% respectively for the 2018-2022 horizon (CBK Supervisory Report, 2022). These banks are
subject to several risks such as operational risk, credit risk, liquidity risk and market risk as they
go about their undertakings (Ishmail, 2024). However, correlation between exposure of the banks
to such risks and their profitability has remained mostly unexplored yielding gaps hence the
necessity for the current study.
1.2 Statement of the Problem

Despite the important role played by microfinance banks in Kenya towards growth of
Kenya’s economy, their main problem currently is decreasing trend in their profitability (CBK
Supervisory Report, 2022). For instance, across the period 2018-2022, the values of ROE and
ROA of these institutions averaged at -13.24% and -1.55% (CBK Supervisory Report, 2022). In

the financial year ended December 2022, the microfinance sector reported a combined loss before



tax of Ksh.980 million compared to a loss of Ksh.877 million as at December 31, 2021. Only Four
institutions reported profits, while the remaining ten institutions registered losses. The losses were
largely reported in two MFB which include Maisha Microfinance Bank Limited and Rafiki
Microfinance Bank Limited which reported losses before tax of Ksh.477 million and Ksh.314
million, respectively (Central Bank Supervisory Report, 2022). In the course of operations of these
institutions, they are exposed to risk which could be the reason for the aforementioned trend in
profitability. These negative average values of ROA and ROE across the said period coupled with
huge losses before tax imply that majority of the microfinance banks in Kenya have been reporting
losses and thus their profitability is under threat. According to Gakenia and Warui (2021) and
Mwanja (2021), long exposure to financial risk can negatively affect the returns generated by an
institution, although these studies did not capture and address the possible moderating effect of
corporate governance in this relationship. This trend in negative profitability of these institutions
require urgent measures to reverse failure to which the entire sector is likely collapse and
customers would lose significant amount of their deposits (Chepngetich, 2022) and hence the main
problem that this study sought so solve. It is hoped that by a review of the various financial risks
that these institutions are exposed to, coupled with strengthening of the board risk committees, the

aforesaid negative trend in their profitability would be solved.

The available relevant studies like Dajau (2024) largely focused on Nigeria away from
Kenya linking corporate governance and profitability and thus the aspect of financial risk exposure
was not captured. Ishmail (2024) addressed the financial risk financial performance relationship
among microfinance banks in Kenya but captured firm size as moderator variable away from
corporate governance. Baltas and Lifiares-Zegarra (2025) also explored financial risk in relations

to efficiency of microfinance banks in Kenya which is conceptually different from profitability.



Therefore, although nexus between financial risk and profitability has been explored by past
studies, they have not incorporated the moderating role of corporate governance in the Kenyan
microfinance context. Thus, against all these gaps, the present study sought to determine the effect

of financial risk exposure on profitability of microfinance banks in Kenya.

1.3 Research Objectives

1.3.1 General Objective
To establish the moderating effect of corporate governance on the relationship between

financial risk exposure and profitability of microfinance banks in Kenya

1.3.2 Specific Objective
The following specific objectives will be used to guide the study:
1. To establish the effect of credit risk exposure on profitability of microfinance banks in
Kenya.
ii.  To determine the effect of liquidity risk exposure on profitability of microfinance banks in
Kenya.
iii.  To analyse the effect of operational risk exposure on profitability of microfinance banks in
Kenya.
iv.  To assess the moderating effect of corporate governance on the relationship between

financial risk exposure and profitability of microfinance banks in Kenya.

1.4 Research Hypotheses
The study tested the following hypotheses:
HO01: Credit risk exposure has no statistically significant effect on profitability of microfinance

banks in Kenya



HO02: Liquidity risk exposure has no statistically significant effect on profitability of microfinance

banks in Kenya

HO03: Operational risk exposure has no statistically significant effect on profitability of

microfinance banks in Kenya

H04: Corporate governance does not significantly moderate the relationship between financial

risk exposure and profitability of microfinance banks in Kenya

1.5 Significance of the Study

The findings of the study would be significant to the following parties:

1.5.1 Banking Sector
The findings of the study would help the banking sector to come up with relevant and well-

informed strategies of mitigating exposure of commercial banks against risks.

1.5.2 Policy Makers

The study findings would guide new policy on financial risk management and
profitability of Kenya's microfinance banking. The policymakers operating within CBK would
be able to have appropriate policies regulating risk management as well as its interrelation with
profitability. Scholars who would do further research on related topics would be able to study the

literature addressed within the current study.

1.5.3 Management of MFlIs

The credit managers of Kenya's microfinance banks would be able to institute appropriate
mechanisms of managing exposure to credit risks within their institutions. The research would
direct the finance managers of commercial banks operating within Kenya to reduce their costs
hence increase their revenues which would subsequently reduce exposure to operating risk.

10



1.5.4 Future scholars and researchers
The research would help guide other scholars in their studies as they would have a chance

of widening the existing Knowledge and information on risk exposure and profitability nexus.

1.6 Scope of the Study

The study aimed at determining the impact of exposure to financial risk on profitability. In
a specific manner, the research targeted credit risk exposure, liquidity risk exposure, as well as
operational risk exposure on the aspect of profitability with corporate governance as the
moderating factor. The research targeted the case of microfinance banks in Kenya. The motivation
for selecting such was based on their recent challenges as pertains their profitability as well as the
same has created a keen interest among policymakers and scholars. The research was based on the

5-year timeline (2019-2023) utilizing information in an auxiliary form.

11



CHAPTER TWO

LITERARURE REVIEW

2.1 Introduction

The chapter explains the review of theories that assisted in informing the study variables.
There is a review of past empirical studies informing gaps that will guide the current study.
Conceptual framework and study variables operationalization are included as well.
2.2 Theoretical Review

The study is to be guided by the modern portfolio theory, financial intermediation theory
and the liquidity preference theory.
2.2.1 Modern Portfolio Theory

The proponent of this theory was Markowitz (1952) and it helps investors to determine
their expected returns and risks on investments. The theory regards risk as an inevitable thing that
investors should seek to minimize through diversification. The theory indicates that investors can
minimize their exposure to risks through diversification of the components in the portfolio.
Diversification is a relevant strategy that helps financial institutions like commercial banks to
minimize their exposure to credit risk and other financial risks which arise from their daily
operations. By expanding and diversifying their loan portfolio, this theory allows financial
institutions to minimize the credit risk exposure and thus maximizing returns generated on lending

activities.

According to Wong (2013), this theory provides more information for financial institutions
to carry out an assessment of their potential rewards and hazards and through this, they are able to
carry out an accurate evaluation of the risks and returns from their investments. The theory

expounds more on the central role played by diversification in reduction of exposure to a set of
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financial risks which commercial and micro finance banks encounter in the course of their
operations. There are two basic concepts that guide this theory: the goal of every investor is to
make sure returns for any risk level has been maximized and that one can reduce risks through
diversification of portfolio leveraging individual as well as unrelated securities. The premises of
this this theory include the fact that investors are risk averse in nature. The implication of this
assumption is that when investors are presented with two portfolios offering similar returns, the
less risky one will be taken up by an investor. Thus, accepting additional risk by an investor can
only be possible in the event that there will be compensation for the higher risk undertaken as
higher returns are associated with greater risks. In effort to reduce risk associated with portfolio,

investors do hold combination of instruments which are not positively and perfectly correlated.

This theory has been subjected to a number of criticisms including questions on whether it
is ideal tool for guiding investment since its financial market model is not in sync with the situation
in the real world on a number of accounts. Correlation and risk return measures under this theory
are based on expected values, implying they are mathematically established statements regarding
the future (Markowitz, 1952). In practical sense however, investors are required to make sure that
predictions have been substituted on the basis of historical predictions of asset return and volatility
in regard to these values within equations. Despite the criticisms, this theory was found relevant
in the present study as it informed the broad independent variable being financial risk exposure

and the central role it occupies as far as profitability of banks is concerned.

2.2.2 Financial Intermediation Theory
Leland and Pyle (1977) came up with this theory, where it focuses on intermediaries'
central role that is played by financial institutions within an economy. According to the theory,

commercial banks make perfect utilization of such intermediaries’ role by mobilizing deposits,
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whose purpose is for lending to customers. The deposits, therefore, enable the financial institutions
to strengthen the available capital needed by customers in the form of loans aimed at the purposes
of investment as well as capital development. The theory continues by stating that there exists
intermediaries such as commercial banks, whose role is mainly based on transaction cost reduction
within an economy as they provide relevant information to borrowers within an economy.
Following Allen and Santomero (1997) as well as Bahajand and Malherbe (2020), the role of
providing additional information of customers pertaining to the existing products as well as their

usefulness is exclusively the responsibility of the intermediaries.

Therefore, there is a role for financial intermediaries to promote financial literacy.
Financial intermediaries have good knowledge of information on economies of scale within an
economy. In the same way, such institutions make use of existing payment systems so as to
decrease costs of transactions for customers (Allen and Santomero, 1997). The main emphasis and
focus of this theory is on the role of the intermediaries of a financial institution within an economy
for deepening as well as inclusion of finances. It is the argument of Claus and Grimes (2003) that
the main emphasis and concentration of this theory is on the role rather than the reasons for
existence of a financial institution within an economy. In respect of roles, foreign currency service
is offered by commercial banks, savings as well as deposits are mobilized, advances of loans being
given to customers as well as a custodian service for customers. However, the main activity by
commercial banks as well as other financial institutions is the mobilization of savings as well as
deposits of customers that are utilized as capital so as to fund customers as well as advances of

loan.

The theory has, however, been faulted as reducing the general role of commercial banks in

an economy to mobilization of deposits as well as lending out same to customers as loans. The
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theory has further also been faulted for assuming that deposits mobilized by commercial banks can
be used as enough funds for lending out as advances as customers can withdraw deposits with or
without notice depending on the nature of the account held (Claus and Grimes 2003). In spite of
such criticisms, the theory was applied as the main dependent variable profitability was
underpinned. Improved mobilization of deposits as needed by commercial banks would enhance

uptake of the loan that would improve the profitability of such institutions.

2.2.3 Liquidity Preference Theory

Keynes (1936) formulated the theory from his argument that explains why institutions, as
well as individuals, demand money for liquidity purposes. According to the theory, liquidity is
essential for the achievement of the precautions by the financial institutions, for everyday
transactions as well as for speculation purposes. Financial institutions need to be liquid so they can
perform the everyday activities and transactions. This theory can help contribute additional
information when it comes to credit terms, as well as interest and liquidity levels that customers

demand for determination of likely exposure of risk.

Low liquidity is where there are high levels of interest rates within an economy. The theory
posits that there is always an incentive of choice for investors. Keynes (2011) documented that
there are inverse relationships between deposits of transaction and the level of interest. The main
contention of the theory is that where there are very low levels of interest, pumping in the money
within an economy in terms of quantity will not entail investment but instead, would raise the
quantity of the cash balance. The main reason for this is that by then, people will have higher
expectations of a rise of the rate of interest at a later time in the future. In the current research,
liquidity risk was one of the independent objective variables addressed and the same was supported

by liquidity preference theory.
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2.2.4 The Agency Theory

Jensen and Meckling (1976) were the main proponents of this theory and it is the
foundation of modern-day corporate governance mechanisms in organization. The theory
establishes three key actors in an organization as the management, shareholders and the board of
directors. Each of these parties has a specific role to play in ensuring successful operation of the
firm. In any firm, each of the said three parties has its own unique roles and responsibility to play
to ensure smooth running. For instance, while the shareholders are owners of the firm responsible
for supplying the funds needed to operate optimally, managers have a role of making decisions
that affect overall profitability of the firm (Panda & Leepsa, 2017). In doing so, they aid in
maximization of the wealth of the owners. On the other hand, the board of directors has a role of
monitoring and providing oversight on the actions undertaken by managers in the course of the
tenure in the firm. This is aimed at protecting the interests of the shareholders (Panda & Leepsa,

2017).

The theory regards managers as agents who work on behalf of shareholders and that their
main role is to maximize wealth of owners. However, it goes further and portray the same
managers as individuals who might be driven by self-interests and thus may only engage in actions
that satisfy their own interests as opposed to those of the shareholders. This in turn creates conflicts
between those in management and the shareholders (Bosse & Phillips, 2016). As a way of dealing
with the said conflicts of interests, some agency costs are incurred in order to align their interests
of these two parties together. One of the agency costs is having in place the board of directors to

check on the actions and decisions of the managers (Mitnick, 2015).

In any organization, boards are made up of committees that are designate with specific

roles to play. Risk management board committee is one of them, that is responsible for all matters
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and issues related with risks in an organization. Thus, the constitution of this committee in terms
of independence and expertise are critical in allowing it to fully discharge its roles and
responsibilities (Ballwieser, Bamberg, Beckmann, Bester, Blickle, Ewert & Wailhelm,
2012). This agency theory was used in this study to support and anchor the moderating variable
corporate governance.

2.3 Empirical Review

This section provides a critical review of empirical research applicable to the goals of the
current study. It addresses the impact of credit exposure, liquidity risk and operational risk
exposure on the profitability of microfinance banks considering the moderating effect of corporate

governance.

2.3.1 Credit Risk Exposure and Profitability of Microfinance Banks

Agbana, Bukoye, and Arinze-Emefo (2023) carried out a qualitative study within Nigeria
that aimed at investigating the effects of credit risk management on the financial performance of
lending organizations that are classified as microfinance institutions (MFIs). The study brought
out some of the most critical dimensions of credit risk management within lending organizations,
including credit appraisal, proper loan supervision, as well as timely intervention for loan recovery.
The study further presented some of the challenges encountered by MFIs while managing credit
risk, including limited access to credit information, weak regulatory environments, as well as
operational restrictions. The challenges, as observed, had a negative impact on the overall financial
performance of the MFIs. However, Nigerian context was the focus of this study while Kenyan

case was key in the present study.

Enoch, Digil, and Arabo (2021) studied the link between credit risk control and the

profitability of microfinance banks. The study used a combination of primary and secondary
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sources of information and concluded that credit risk control needs to be enhanced by the
microfinance banks for maximizing their profitability. Furthermore, Natufe and Evbayiro-Osagie
(2023) made a study of credit risk that had an impact on the Nigerian banks' financial performance
between 2010-2021. Their research upheld that credit risk had a strong influence on the financial
efficiency of the banks, indicating that competent credit risk control is essential for the
maintenance of profitability. The study focused on financial performance in general while

profitability was key in the present study.

Parallelly, Paul and Musiega (2020) conducted a review of credit risk management
practices and their impact on the financial performance of Kenyan MFIs. The research considered
several factors, including credit risk grading, viability identification, as well as credit risk control.
Applying modern portfolio theory as the anchor for study, the researchers surveyed 96 respondents
out of the 1,147 targeted using questionnaires. According to their findings, there was a need for
quality credit risk management practices for enhancing the financial performance of the MFIs. The
study highlighted the need for risk mitigation strategies for enhancing the profitability of the
microfinance institutions. Pure primary data was used in this study while secondary insights were

collected and analysed in the present study.

Kosasia and Njeru (2023) conducted a study of the relationship between credit risk and
profitability of Kenyan microfinance institutions. The study, based on 2020-2022 data, unveiled
the critical financial issues affecting the performance of Kenyan microfinance banks. The
reoccurring negative tendencies of the main indicators of profitability, including return on equity
(ROE) and return on assets (ROA), have been caused by substandard credit risk management

practices. The study underlined the necessity of enhancing credit risk mitigation strategies as well
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as improving the financial standing of the sector. This study however did not address the

moderating effect of corporate governance.

2.3.2 Liquidity Risk Exposure and Profitability of Microfinance Banks

Liquidity risk is another essential factor that influences the profitability of microfinance
institutions. Bwacha and Xi (2018) examined the link between liquidity and profitability for 50
banks from the North American and European markets between 2008—2017. The research
highlighted main liquidity indicators, including the loan-to-deposit ratio as well as the cash-to-
deposit ratio. Nonetheless, the research established that the liquidity indicators had minimal effects
on the firms' profitability, indicating that liquidity risk is not likely to have a direct impact on firm-
level profitability. This study was limited to North American and European markets while present
study was done in Kenyan context.

Contrarily, Msuku (2020) carried out research on liquidity risk management and its
association with the Tanzanian commercial banks' financial performance. Using the descriptive
study design, a direct and substantial effect of liquidity risk on the banks' financial performance
was made apparent. Effective liquidity risk management was noted as critical for banks to offer
quality service as well as enhance their financial performance. Financial performance in general
was the focus of this study unlike profitability in the present study.

Otwoko and Maina (2021) conducted research on the impact of liquidity risk on financial
performance with emphasis on Kenya's deposit-taking SACCOs. The research, utilizing a
descriptive survey approach and regression analysis, established a positive relationship between
liquidity risk and financial performance. The research suggested that there is a need for raising

awareness among customers for enhancing deposits, loan uptake, hence improving the overall
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financial performance. While SACCOs were covered in this study, microfinance entities were the
focus of the present study.

Onyango and Gatumo (2022) examined the linkage between liquidity risk and the financial
performance of Kenya’s investment banks. Applying a philosophy of positivism as well as a
mixed-methods strategy, it discovered that while liquidity risk levels remained low, they correlated
inversely with the financial performance. What this indicates is that a high liquidity risk can
negatively impact the profitability of investment banks, despite the low level of risk. Financial
performance was covered in general while profitability was key in the present study.

Njue (2020) examined the role of liquidity management on the financial performance of
Kenya's microfinance institutions. Primary and secondary data for the years 2012-2016 were used,
and based on the findings, it was revealed that asset quality, as well as the maturity gap, had a
negative, insignificant effect on financial performance. The research suggested that MFIs enable
their loan portfolios to be managed efficiently, thus minimizing loan delinquency, potentially
enhancing profitability. Asset quality and maturity gap were used as predictors for Financial
performance in this study while credit risk, liquidity risk, operational risk and corporate
governance were used as the predictors of profitability in the present study.

Muriithi and Waweru (2017) studied the association between liquidity risk and financial
performance of the Kenyan banking industry. Data for 43 banks for a period of 2005-2014 have
been considered, and analysis of the same revealed that there was a negative association between
liquidity risk and financial performance. While liquidity risk had a negative correlation with
respect to financial performance, liquidity coverage ratio, an important measure of liquidity risk,
had not shown any statistically significant value for the same. Commercial banks away from

microfinance entities were covered in this study.
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Otieno, Nyagol, and Onditi (2016) examined the relationship between the liquidity risk
management of microfinance institutions and their financial performance in Kenya. Their
longitudinal analysis of panel data from 2011-2015 for 12 MFIs employed regression analysis to
evaluate the role of liquidity risk management in impacting profitability. They discovered that
liquidity risk management had a positive, strong, and statistically significant influence on the
financial performance of the Kenyan microfinance banks, stressing the significance of sound
liquidity risk management practice for improving profitability in the Kenyan microfinance
industry.

The reviewed empirical research highlights the significance of credit as well as liquidity
risk management in determining the financial performance of microfinance banks. Proper credit
risk management, through loan appraisal, monitoring, as well as recovery strategies, is necessary
for enhancing profitability. By managing liquidity risk, possessing sufficient liquidity buffers, as
well as striking a balance between deposits and loans, the stability as well as profitability of the
finances can be ensured. Although a few of the studies registered mixed or inconclusive evidence,
most of them highlighted the positive link between good risk management strategies as well as the
financial performance of the microfinance organizations in Kenya.

2.3.3 Operational Risk Exposure and Profitability of Microfinance Banks

Operational risk exposure has a profound impact on the financial performance of
microfinance institutions (MFIs). Studies examining this relationship have provided critical
insights into the influence of operational risk on profitability. This section reviews various
empirical studies that have explored the connection between operational risk and the profitability

of microfinance institutions, particularly focusing on the banking sector in different regions.
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Financial performance was covered in this in general while profitability was main focus of the

present study.

In a similar study, Falih, Kasim, and Yaseen (2022) assessed the impact of operational risk
management on the financial performance of commercial banks in Iraq. The researchers adopted
a quantitative approach, gathering data using a questionnaire and analyzing it using Smart PLS
3.2.9 software. The study found a significant positive relationship between operational risk
management and financial performance, highlighting the importance of effective risk management
strategies in improving the financial stability and profitability of banks. The positive correlation
suggests that institutions with better operational risk management practices tend to perform better

financially.

Santika, Fakhrughozy, Nur, and Lestari (2022) conducted an analysis to investigate the
relationship between operational risk and financial performance within the banking industry. They
used return on assets (ROA) and return on equity (ROE) as proxies for financial performance. The
study focused on independent variables, including average turnover, net income, overall operating
expenses, and exchange rates. The data, which was collected from secondary sources, revealed a
significant connection between operational risk factors and the financial performance of the
institutions studied. This finding underscored the importance of managing operational risks to
enhance profitability in the banking sector. The banking sector was covered in general in this study

while microfinance was key in the present study.

Lyambiko (2015) explored the link between operational risk management practices and
financial performance in Tanzanian commercial banks. The study covered 36 banks, using

secondary data collected over the period from 2009 to 2013. The findings revealed a significant

22



connection between operational risk factors, including credit and insolvency risk, and financial
performance. Specifically, the study found a positive relationship between operational risk and the
profitability of the banks, suggesting that efficient management of operational risks could enhance
financial outcomes. The focus of this study was on banks in Tanzania while microfinance entities

in Kenya were covered in the present study.

Mrindoko, Macha, and Gwahula (2020) analyzed the relationship between operational risk
and financial performance in Tanzanian banks. The research, covering a period from 2006 to 2019
and involving 41 banks, used STATA version 14 for data analysis. The results demonstrated that
operational risk factors, such as bank leverage ratio, cost-to-income ratio, operating expense ratio,
and portfolio concentration ratios, were significantly linked with ROE. Interestingly, the
relationship between these factors and ROE was found to be inverse, suggesting that higher
operational risks may decrease the profitability of banks, as reflected by lower ROE values. This
study covered banks in Tanzania while microfinance entities in Kenya were key in the present

study.

Toroitich (2018) conducted a similar study focusing on Kenya's commercial banks. This
research examined the effect of various operational risk exposures, such as operational expenses
exposure, operational efficiency exposure, credit risk, and liquidity risk exposure, on financial
performance. The study, which covered 42 banks between 2008 and 2017, utilized panel data
analysis to process the gathered information. The findings showed a significant relationship
between operational risk exposure and the financial performance of these banks. The study

highlighted the importance of managing operational risks to maintain profitability in Kenya's
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banking sector. While this study covered commercial banks, microfinance entities were considered

in the present study.

Njuguna, Gakure, Waititu, and Katuse (2017) explored operational risk management
strategies and their effects on the growth of microfinance institutions in Kenya. The study
employed a correlational survey design and collected primary data from 13 MFIs, with a sample
of 57 respondents. The analysis revealed that there were adequate policies and procedures in place
at MFIs for managing operational risks. Furthermore, it was evident that exposure to operational
risks had a significant effect on the financial performance of these institutions, reinforcing the

importance of managing operational risks to sustain profitability in the microfinance sector.

Finally, Ishmail, Memba, and Muriithi (2023) examined operational risk and its effect on
the financial performance of microfinance institutions in Kenya from 2011 to 2019. The study
used secondary data, and the proxies for operational risk included the management expense ratio,
operational expense ratio, overheads to total earnings, and cost-to-income ratio. The analysis
revealed that operational risk had a significant inverse effect on the financial performance of
microfinance banks, as measured by ROA. However, the relationship between operational risk and
ROE was found to be insignificant. This suggests that while operational risks may impact

profitability in terms of ROA, they may not have a significant effect on ROE in Kenyan MFIs.

Empirical studies reviewed demonstrate that operational risk exposure is a significant
determinant of financial performance in microfinance institutions. A common theme across the
studies is the significant impact of effective operational risk management on profitability. While
some studies indicated a positive relationship, others pointed to an inverse relationship between

operational risk and profitability, particularly in terms of ROA. The overall findings emphasize
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the need for microfinance institutions to develop and implement robust operational risk

management strategies to safeguard their profitability and financial stability.

2.3.4 Financial Risk Exposure, Corporate Governance and Profitability

The focus of the study conducted by Wau, Fau and Mendrofa (2023) was on financial
risk, corporate governance and their effect on financial performance of banks in Indonesia. The
study covered 19 listed banks. Structural equation modelling guided the analysis of findings in this
study. It was noted from analysis that managerial ownership exerted significant effect on financial
performance. It was also disclosed that governance disclosures have significant effect on financial
performance of an enterprise. The study was done in Indonesia while the present study focused on

Kenyan microfinance entities.

The study conducted by Kafidipe, Uwalomwa, Dahunsi nd Okeme (2021) was review of
the effect of corporate governance, risk management and financial performance. The study was
done within context of commercial banks in Nigeria. Determination of financial performance was
done through Tobin Q. The study indicated that existence of a sound system of corporate
governance in an organization contributes towards an improvement in profitability of the firm. It
was also noted that the size of the board, its independence and board meetings were inversely

linked with financial performance. This study focused on Nigeria away from Kenya.

In Kenya, Vincent and Evans (2018) determined the effect of corporate governance on
financial performance. The study covered financial institutions in Kenyan context. Gathering of
information in this study was guided by questionnaire and processing was done with aid of
regression analysis. The study noted that corporate governance and its elements covering board
committees and skills were determined as instrumental predictors of financial performance of the
firm. While board skills were positive predictors of performance, board committees were negative
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predictors. The study was limited to primary data while secondary data sources were used in the
present study.
2.4 Conceptual Framework

The conceptual framework of the study and its variables is as indicated in Figure 2.1.
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Figure 2.1: Conceptual Framework

From Figure 2.1, the broad independent variable is financial risk exposure. This is represented by
credit, liquidity as well as operational risk exposure. On the other hand, the dependent variable is
profitability measured by ROE. The moderating variable is corporate governance as represented

by board committee independence.

2.5 Operationalization of Variables

Table 2.1 gives an overview of how the study variables are to be operationalized:
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TABLE 2.1

Operationalization of Variables

Type of variable Operationalization | Measurement Scale of
Variable measurement
Independent credit | Non-performing Non-performing Ratio
risk exposure loan ratio loans /Total loans
Independent  liquidity Cash deposit | Cash/Total deposits | Ratio
risk exposure ratio
Independent operational e Operating Operating Ratio
risk exposure expense rat income/Operating
expenses
Moderating  corporate e Risk Number of | Ratio
governance committee independent risk
independence | committee
members/total
directorship
Dependent Profitability e Return on | Net income/Total | Ratio
equity ratio equity

2.6 Summary of Literature and Gaps
Agbana, Bukoye, and Arinze-Emefo (2023) carried out a qualitative research study in
Nigeria whose objective was to assess the impact of credit risk management on the financial

performance of microfinance institutions. They discovered that there are several challenges for
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microfinance institutions (MFIs) to manage credit risk, such as constricted access to credit
information, a poor framework of regulation, and operating constraints. These challenges hamper
credit risk management effectiveness and affect the financial stability as well as the performance
of MFIs. Paul and Musiega (2020) assessed credit risk management practices and their impact on
the financial performance of Kenyan MFIs. Their analysis identified that credit risk management
practices are strong predictors as well as drivers of finances, calling for MFIs to have strong risk
management regimes. Although the studies carried out in Nigeria as well as Kenya aimed at
general financial performance rather than profitability, the issue of how credit risk relates precisely

to profitability in MFIs is still a key gap.

Enoch, Digil, and Arabo (2021) researched how credit risk control influences the
profitability of microfinance banks. Their research established the necessity of improving credit
risk management practices by microfinance banks. Yet, their study did not address explicit profits
such as Return on Assets (ROA) or Return on Equity (ROE) as items of research, leaving a gap.
Likewise, Natufe and Evbayiro-Osagie (2023) researched the linkage between credit risk and
Nigerian banks' financial performance, determining that credit risk impacts significantly on
financial performance. Yet, like the earlier studies, profit was not their main area of research,

leaving scope for further specific research on the profit aspect of MFIs concerned with credit risk.

Kosasia and Njeru (2023) examined the credit risk-profitability relationship through the
lens of Kenyan microfinance institutions. Their research indicated that there exist steady negative
trends with respect to ROE and ROA values, reflecting the Kenyan microfinance sector as being
financially challenged. This indicates the urgency of credit risk improvement for enhancing

profitability. In spite of such insights, the overall concentration of the study on financial issues
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misses the macroeconomic issues bearing on profitability, where there is a need for a detailed

examination of the direct contribution of credit risk to microfinance profitability.

Bwacha and Xi (2018) studied the interlinkage between liquidity risk and banking
profitability, with findings that metrics such as loan-to-deposit ratios and cash-to-deposit ratios
were not statistically relevant to determining profitability. Their finding that liquidity risk did not
have any material influence on profitability from a firm-level analysis leaves one pondering
whether such a research finding can be generalized to Kenya, where liquidity risk practices might
be different. Msuku (2020) studied liquidity risk management among Tanzanian commercial banks
and concluded that liquidity risk control had considerable effects on financial performance. The
study, however, targeted commercial banks, not microfinance institutions, leaving a void for

knowledge of the relationship between liquidity risk, uniquely within the business of MFIs.

Otwoko and Maina (2021) considered the effect of liquidity risk on financial performance,
focusing on Kenya's deposit-taking SACCOs. Their conclusion highlighted raising awareness as a
means of enhancing deposits and loan uptake, hence their positive impact on financial
performance. Onyango and Gatumo (2022) further studied liquidity risk among Kenya’s
investment banks, concluding that while liquidity risk was low, it had a negative relationship with
financial performance. Njue (2020) surveyed the role of liquidity management among Kenya's
microfinance organizations, suggesting that managers concentrate on managing loan portfolios
effectively as a means of minimizing loan delinquency. Although the above studies highlight the
significance of managing liquidity risk, they differentiate by focusing on other sectors of Kenya’s
financial system, thus gaps exist for specific studies focusing on the microfinance institutions as

well as for enhancing profitability.
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Muriithi and Waweru (2017) examined liquidity risk as it relates to financial performance
in Kenya, wherein liquidity risk had a negative effect on financial performance. Their research did
not target specifically, though, the context of MFIs, which is another context gap. Otieno, Nyagol,
and Onditi (2016) examined liquidity risk management within Kenyan microfinance institutions,
indicating that liquidity risk management is a good predictor of financial performance. Their
research, being relevant more so for the current study, focuses on the significance of liquidity risk
management while not examining its direct link with profitability, which is an essential avenue for

further research.

Santika, Fakhrughozy, Nur, and Lestari (2022) discussed the link between operational risk
and financial performance of banks. They established a positive link between operational risk
factors and financial performance. Their research, however, did not target microfinance
institutions, leaving a gap that this study seeks to fill. Falih, Kasim, and Yaseen (2022) evaluated
operational risk management of commercial banks of Iraq, with the conclusion that sound
operational risk management makes a substantial difference to financial performance. Although
the research is helpful, it is not directly applicable to microfinance institutions, especially Kenya,

whose operational risks will likely be different.

Lyambiko (2015) quantitatively examined the relationship between operational risk
management practices and the financial performance of commercial banks in Tanzania,
establishing that there is a positive correlation between operational risk and financial performance.
Unfortunately, though, the study was carried out in Tanzania, not Kenya, and it examined
commercial banks, leaving a gap concerning specific operational risk factors affecting Kenya's
MFTIs. Toroitich (2018) examined exposure to operational risk within Kenya's commercial banks

and established there is a positive relationship between exposure to operational risk and financial
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performance. The study, although pertinent to the current study, did not target microfinance

institutions, hence leaving a gap for further detailed examination of operational risk within Kenyan

MFTIs.

Mrindoko, Macha, and Gwahula (2020) examined the relationship between operational risk
and financial performance of Tanzanian banks, and the findings indicated that cost-to-income
ratio, operating expense ratio, leverage ratio, and concentration ratios of the portfolio are
significantly correlated with ROE. The negative correlation between the above factors and
profitability indicates that there can be a decrease in profitability through excessive operational
risks. Njuguna, Gakure, Waititu, and Katuse (2017) surveyed operational risk management
practices among Kenyan MFIs, where they concluded that operational risks have a direct impact
on financial performance. In the current study, their research, though enlightening, did not
investigate how operational risk management practices directly affect profitability, the objective

of the current research.

Ishmail, Memba, and Muriithi (2023) examined the impact of operational risk on Kenyan
microfinance organizations' financial performance, with a demonstrated inverse relationship with
ROA though there was no established relationship with ROE. The study emphasizes the
significance of further research on the profitability dimension of exposure to operational risk by
MFTs, given that the implication on ROA was noted as being higher than on ROE. Also, Kafidipe,
Uwalomwa, Dahunsi, and Okeme (2021) examined the effect of corporate governance, risk, and
financial performance, stressing that good corporate governance systems improve profitability.
The study identified board size, independence, and board meetings as being negatively correlated
with financial performance. Wau, Fau, and Mendrofa (2023) examined financial risk, corporate

governance, and their influence on the financial performance of banks in Indonesia. They
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established that governance disclosures significantly impact financial performance, indicating that
mechanisms of governance can affect profitability. In Kenya, Vincent and Evans (2018) studied
the influence of corporate governance on financial performance, observing that board skills and
board committees were critical predictors, with board skills being positive predictors, while board
committees are negative predictors of financial performance. Although such works highlight the
significance of governance in the financial performance, they did not target specifically the role of

governance within microfinance institutions, hence another gap within the existing research.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction
The main emphasis of this chapter is on providing a detailed account of the methodologies

to guide gathering and processing of information in response to the formulated hypotheses.

3.2 Research Design

Research design is the plan that determines how information within a study will be
gathered, processed, and interpreted (Liamputtong, 2019). It is a plan for the study as a whole and
is necessary for responding to research hypotheses and research questions (Bougie & Sekaran,
2019). An explanatory research design was used by the current study for the purpose of testing
hypotheses established concerning exposure to risk and profitability of microfinance institutions
within Kenya. The research design applied inferential statistics, such as correlation analysis and
regression analysis, for purposes of establishing relationships between different risks of exposure
(such as credit, liquidity, and operating risks) and profitability measured by ROA and ROE. The
said analysis provided p-values, whose interpretations were made for a significance level of 0.05

as dictated by the explanatory research design.

3.3 Target Population

The study population comprised of 14 registered and licensed microfinance banks by the
Central Bank of Kenya (CBK) as of December 2023. These 14 MFIs are chosen based mainly on
their public financial information availability, which is given to the CBK and made available for
public access. The availability of information for analysis is assured, as well as a higher accuracy
level for the study. Selection of the specific 14 MFIs makes the findings of the study applicable

and relevant for the microfinance within the regulatory framework of the CBK.
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3.4 Sample Size and Sampling Techniques

Sampling involves the process of selecting a group of individuals or organizations from
the target population as a whole for inclusion in the study (Strijker, Bosworth, & Bouter, 2020).
Given that the target population is comprised of 14 MFIs, a census sampling approach is employed
for the current study. This entails the inclusion of all the 14 microfinance organizations in the
analysis. Dzwigot (2019) posits that census sampling is preferred where the population is small
(fewer than 200 units). Utilizing a census, the study is able to ensure that the research findings are
a complete representation of the population of Kenyan microfinance banks that can enable

generalization of the research findings to all the MFIs under the supervision of the CBK.

3.5 Research Instrument

The research instrument for collecting information for this study will be based on
secondary sources of data. The secondary data provide an effective way of collecting information,
particularly where the information is available publicly in the form of MFIs' financial statements
as well as publications by the CBK. There was an examination of the financial information between
the years 2019-2023, as it is regarded as recent history that is pertinent to the current economic
circumstances. A data collection sheet (Appendix II) was followed for extraction of information
such as total loans, total deposits, operating costs, total equity, net income, as well as non-
performing loans. The secondary data was used to calculate relevant financial ratios as presented

under the operationalization of variables under Chapter Two.

3.6 Data Collection Procedure
The secondary data was collected from the websites of the respective MFIs as well as from
publications by the Central Bank of Kenya. This approach enabled timely acquisition of accurate

data between 2019 — 2023. Data points consisted of loan, deposits, operating costs, equity, and net
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income, which are essential for deriving profitability measures like ROA as well as ROE. The
gathered data was cleaned and processed through usage of Excel prior to analysis, so that the
information is correct and ready for quantitative analysis. To ensure reliability, only audited data

was included in this study.

3.7 Data Analysis and Presentation

Data analysis refers to the procedure of converting raw information into sensible
information that informs decision-making. For the analysis of the data that was collected, SPSS
version 26 was employed. SPSS was adopted for analysis because the data collected in this study
was not complicated, could easily be handled by this tool. Summarizing data was done through
the application of descriptive statistics, such as means, while inferential statistics, such as the
application of regressions, were employed for the purposes of hypothesis testing. The relationship
between exposure of finances to risk (credit risk, liquidity risk, and operational risk) and
profitability (ROE) was evaluated through the application of the regression model. Tables and
figures were employed for the purposes of illustrations, while p-values were evaluated on the
significance level of 0.05 for purposes of identifying the direction as well as the strength of the
relationship. Four regression models I-IV were used to guide inferential analysis in this study. The

general regression model linking financial risk exposure and profitability was as under:

Yit= fo+ B1«CREit+B2(LREIt+B3tOREIt + €teeuvrneiniiniieiniieiiiieiieiiiieeieiieieieeiecnenns @
Y= Profitability

CRE= Credit risk exposure of microfinance Bank 1 and time t

LRE= Liquidity risk exposure of microfinance Bank i and time t

ORE= Operational risk exposure of microfinance Bank 1 and time t

35



Bo = Constant

B1, B2, B3 are Coefficients

€ = error term

The following three equations adopted from Baron and Kenny (1986) helped to test for moderating
effect of corporate governance:

Yit= Bot BIFREIH €uveeenneeeeeeeeeeseeeeeeeesseeeeseessseesssssssseeessssssseees ()

Y= Profitability of microfinance Bank 1 and time t

FRE= Financial risk exposure of microfinance Bank i and time t
Bo = Constant

B1, Coefficient

€ = error term

Yit= Bot+ BIFREItHP2CGItF €eunrrnrinniiniiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieiinienecnnns (110)

Y= Profitability

FRE= Financial risk exposure of microfinance Bank 1 and time t
CG= Corporate governance of microfinance Bank i and time t
By = Constant

B1, are Coefficients

€ = error term

Yit= Bo+ BIFREit+B2CGit+Ps CGIt*FREF Eu.vvenverereeseeeseenseesseeseesseeseesseseesseas av)

Y= Profitability of microfinance Bank i and time t
FRE= Financial risk exposure of microfinance Bank i and time t

CG= Corporate governance of microfinance Bank i and time t
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Bo = Constant

B1, are Coefficients

€ = error term

B3 CG*FRE= Interaction term

The p-values from the three moderated equations above were interpreted as per Baron and Kenny
(1986) to determine if corporate governance fully or partially moderates the relationship between

financial risk exposure and profitability of the firm.

3.7.2 Diagnostic Tests

Prior to carrying out the regression analysis, it is necessary to test for certain assumptions
to establish that the required conditions for valid statistical analysis have been met. In the current
study, the primary assumptions of regression analysis—multicollinearity, normality, and
heteroscedasticity—have been tested to establish the validity of the set of data. Diagnostic tests
are essential for quantitative research as they ensure that the outcome from the regression analysis
is authentic and credible. By assumption violation, it would be necessary to transform the data for

appropriate statistic treatment prior to analysis.

3.7.2.1 Multicollinearity Test

Multicollinearity occurs where there is a strong correlation between the independent
variables within a regression model, hence the redundancy of information given by the predictors.
This distorts regression analysis, such that the impact of each independent variable on the
dependent one becomes impossible to interpret (Dzwigol, 2019). In such a scenario, the
estimations of the regression coefficients become unstable, while the significance of individual
predictors is lost. Detection of multicollinearity is made through Variance Inflation Factors (VIF)

calculated for each independent predictor. VIF values of 1-10, as per Bougie and Sekaran (2019),
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signal that multicollinearity is not a critical issue, hence one can perform a regression analysis.
When VIF values that exceed 10, signifying high multicollinearity, statistical interventions like
elimination of, or merging of variables, were used to correct for the problem so as to ensure the

legitimacy of the regression analysis.

3.7.2.2 Normality Test

For the regression analysis to provide valid outputs, it is crucial that the data is normally
distributed. Normal distribution is the symmetrical, bell-curved distribution of values, where most
of the values are clustered around the mean. This is a critical assumption for regression analysis
because it makes sure that the estimates of the regression coefficients are unbiased, as well as the
reliability of the statistical tests of the regression model. To determine how normally distributed
the data is, the values of skewness and kurtosis for each of the variables were determined through
SPSS. According to Harris, Holyfield, Jones, Ellis, and Neal (2019), a skewness value of between
+/-3 will tell one that the data is normally distributed. In cases where the values exceed that range,
it would be an indication of a non-normal distribution, and so the issue would be addressed through

data transformation or through other means such as the use of non-parametric tests.

3.7.2.3 Heteroscedasticity Test

Heteroscedasticity is a phenomenon where the variance of the error terms of a regression
model is not homogeneous across all levels of the independent variable(s). Violation of the
homoscedastic assumption can cause inefficient estimates as well as incorrect inferences
concerning the relationships between the variables. Scatter plots of the residuals against the
predicted values have been used to test for heteroscedasticity. In the absence of homoscedasticity,
no pattern can be seen from such scatter plots, meaning that the variance of the residuals is

homogeneous across all independent variables. A distinct pattern, such as a funnel, would denote
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the presence of heteroscedasticity, prompting corrective action (e.g., transform the dependent
variable, apply robust standard errors) necessary for remediation (Strijker, Bosworth, & Bouter,

2020).

3.8 Ethical Considerations

Ethical considerations are an integral element of any research process, allowing for the
study's execution with integrity as well as respect for the rights of the people and organizations
involved. In the study, all data collection and analysis was done with reference to ethical standards
especially that of confidentiality, transparency, as well as the ethical use of information. Proper
citation of all sources of information, publications, reports, as well as the Central Bank of Kenya
(CBK) annual financial statements, was made using the American Psychological Association
(APA) style of citation for avoiding plagiarism as well as for giving credit where it is deserved.
For purposes of confidentiality, the information gathered from the MFIs as well as from the CBK
was solely for academic purposes, with no sensitive information being disclosed outside of the
study. Where specific information access needed prior approval, the researcher gained advance
approval for it so as to ensure all protocols had been adhered to. In addition, all monetary
information that had been gathered was kept securely using password-enabled computers for
access control so as not to compromise the integrity of the research process. The information will
be kept for a total of five years prior to its destruction as per ethical standards for the preservation
of data as well as privacy. The research aimed at making sure that all the information collected
had relevance to the research goals. Only the indicators listed on the data collection sheet, such as
total deposits, total loans, operating costs, total equity, net income, and non-performing loans, were

collected. This targeted approach made the data collection process efficient with minimal risk of
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privacy infringement or abuse of information. Data access was limited only to legitimate staff,

making sure that the information was processed securely and ethically for the purposes of research.
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CHAPTER FOUR
FINDINGS AND DISCUSSION
4.1 Introduction
In this chapter, the main focus is on providing the analysis of the findings on the data that
had been generated from secondary sources. The contents covered in this chapter include the
descriptive statistics, diagnostic tests, regression results and lastly hypothesis testing merged with

discussions.

4.2 Descriptive Statistics

Table 4.1 gives a breakdown of the findings of descriptive statistics covering means and

standard deviations.

TABLE 4.1
Descriptive Statistics
n Minimum | Maximum | Mean | Std. Deviation
Credit Risk exposure 70 .00 .82 1768 .16870
Liquidity risk exposure 70 .06 .38 1782 .05589
Operational Risk Exposure 70 3.71 5.74 4.6677 .57405
Financial risk exposure 70 .00 91 1733 .14957
Corporate Governance 70 .00 .16 .0304 .02849
Profitability 70 .00 .05 .0093 .01229
Interaction term 70 .00 A5 .0091 .01896

The findings in Table 4.1 indicate that while credit risk exposure had mean value of .1768, liquidity
risk exposure had .1782, operational risk exposure had 4.6677, financial risk exposure had .1733,
corporate governance with .0304, profitability with .0093 and the interaction term had .0091. The
implication of these findings is that financial risk exposure and corporate governance collectively
accounted for about 1% of the profits that were being generated by Microfinance institutions in

Kenya.
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4.3 Diagnostic Tests
This section provides an account of the relevant diagnostic tests that were performed to

validate the assumptions of the regression model before actual analysis:

4.3.1 Multicollinearity Test

The data set is said to be having multicollinearity problem when at least or all of the
predictor variables have a relationship with each other instead of being linked to the dependent
variable (Dzwigol, 2019). This condition is a strong violation of the requirements and rules
required to conduct regression analysis. To test for this condition, the values of Variance of
Inflation Factors (VIF) were generated. As noted by Bougie and Sekaran (2019), such VIF values
in the range 1-10 provide indication that multi-collinearity is not serious in the sample data and
thus regression analysis was allowed. In the event that multi-collinearity is detected in the data,
the data set should undergo a statistical treatment before running the analysis. Table 4.2 is a

summary of the findings of Multicollinearity Test.

TABLE 4.2
Multicollinearity Test
Collinearity Statistics
Tolerance VIF
Credit Risk exposure 977 1.024
Liquidity risk exposure .826 1.210
Operational Risk Exposure 573 1.744
Financial risk exposure 132 7.572
Corporate Governance 161 6.215
Average 0.5338 3.553

a. Dependent Variable: Profitability
The findings in Table 4.2 indicate the mean VIF value under multicollinearity as 3.553. As
noted by Bougie and Sekaran (2019), such VIF values in the range 1-10 provide indication that

multi-collinearity is not serious in the sample data and thus regression analysis was allowed. Thus,
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it can be inferred that there was absence of multicollinearity in the data that was gathered and

analyzed in this study.

4.3.2 Normality Test

Normality is used to describe whether the data has properties of a normal distribution. For
the purpose of running regression analysis, the general requirement is that the data must have a
normal distribution. To test for this condition, the values of Skewness and Kurtosis were generated
per variable from SPSS. Harris, Holyfield, Jones, Ellis and Neal (2019) indicate that whenever the
values of Skewness and Kurtosis are in the range of +/-3, an inference to be drawn is that the data

has properties of a normal distribution. The findings of Normality Test are as presented in Table

4.3.
TABLE 4.3
Normality Test
N Skewness Kurtosis
Statistic Statistic | Std. Error | Statistic | Std. Error

Credit Risk exposure 70 2.200 287 5.504 .566
Liquidity risk exposure 70 1.285 287 2.643 .566
Operational Risk Exposure 70 225 287 -1.174 566
Financial risk exposure 70 1.952 287 7.264 .566
Corporate Governance 70 2.302 287 8.071 .566
Profitability 70 1.785 287 2.771 566
Average 70 1.624833 287 4.179833 566

Table 4.3 indicates the mean value of Skewness and Kurtosis as 1.624833 and 4.179833
respectively. As noted by Harris, Holyfield, Jones, Ellis and Neal (2019) indicate that whenever
the values of Skewness and Kurtosis are in the range of +/-3, an inference to be drawn is that the
data has properties of a normal distribution. Since the value of Kurtosis was 4.179833 below the
established threshold, it was further confirmed by the normal probability plot (PP) below that

clearly signified the presence of normality in the data that was used in this present study.
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Dependent Variable: Profitability

Expected Cum Prob

0.0 0.z 0.4 os os 1.0

Observe d Cum FProb

Figure 4.1: Normal PP Plot
Figure 4.1 depicts data points clearly aligned along the normal PP line. This is clean

indication of presence of normality in the data.

4.3.3 Heteroscedasticity Test

The opposed and desirable condition of Heteroscedasticity is Homoscedasticity
(homogeneity of variances) and it is a supposition of equal or similar variances in different groups
being compared. The study used scatter plots where no observable pattern was interpreted to imply
absence of this condition in the sample data (Strijker, Bosworth& Bouter, 2020). Figure 4.1 is a
breakdown of the findings of Heteroscedasticity Test

Scatterplot
Dependent Variable: Profitability

Regression Standardized Resicual

Regression Standardized Predicted Value

Figure 4.2: Scatter Plot for Heteroscedasticity Test
The findings in Figure 4.2 indicate that there is no clearly observable pattern from the

spread of the data points. The finding agrees with Strijker, Bosworth and Bouter (2020) who
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observed that absence of a clear pattern from the spread of the data points in a scatter plot is

interpreted to imply absence of Heteroscedasticity condition in a sample data.

4.4 Regression Results
Two regression analysis models were adopted in this study, one for direct and the other for
moderating effect. The findings were determined and presented as shown in the subsequent

sections.

4.4.1 Effect of Financial Risk Exposure on Profitability
The effect of financial risk exposure on profitability of microfinance institutions in Kenya
was explored through regression analysis. Table 4.4 gives a summary of the findings of the
regression model summary:
TABLE 4.4

Model Summary Linking Financial Risk Exposure and Profitability

Model R R Square | Adjusted R Square | Std. Error of the Estimate
1 .865% 748 736 .00631
Predictors: (Constant), Operational Risk Exposure, Credit Risk exposure, Liquidity risk exposure

The findings in Table 4.4 indicate the value of the coefficient of determination R-square as
0.748, this shows that there was overall model fitness. With adjusted R-square being 0.748, the
implication is that 74.8% change in profitability of microfinance institutions in Kenya can be
explained by their financial risk exposure as well a corporate governance. This implies that there
exist other factors aside from the ones that were covered in the present which have an effect on

profitability of the said institutions and this should be the main focus of future studies.

TABLE 4.5
ANOVA Findings
Sum of Squares df Mean Square F Sig.
Regression .008 3 .003 65.227 .000°
Residual .003 66 .000
Total 010 69
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The findings in Table 4.5 indicate the value of F as 65.227, with p<0.05. This means that
on overall, the regression model adopted in this study was significant. The values of significance

and beta coefficients were determined and summarized as indicated in Table 4.6.

TABLE 4.6

Coefficients and Significance

Unstandardized Standardized
Coefficients Coefficients
B Std. Error Beta t Sig.
(Constant) -.085 .008 -10.235 .000
Credit Risk exposure 105 .005 .064 21.00 012
Liquidity risk exposure 121 015 .095 8.067 016
Operational Risk Exposure .019 .001 901 19.000 .000

a. Dependent Variable: Profitability
From the findings in Table 4.6, the following regression model is fitted between financial
risk exposure and profitability of microfinance institutions:

Yit=-0.085+0.105CREit+0.121LREit+0.0190REit + €t.ecevvvneiniinrieieineinnnnennnne. @

Y= Profitability

CRE= Credit risk exposure of microfinance Bank i and time t
LRE= Liquidity risk exposure of microfinance Bank i and time t
ORE= Operational risk exposure of microfinance Bank 1 and time t
By = Constant

B1, B2, B3 are Coefficients

€ = error term

From Table 4.6, it can be asserted that credit risk exposure (=0.105, p<0.05), liquidity
risk exposure (f=0.121, p<0.05) and operational risk exposure (=0.019, p<0.05) were all found
to have positive and significant effect on profitability of microfinance institutions in Kenya.
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4.4.2 Moderating effect of Corporate Governance on the Relationship between Financial Risk
Exposure and Profitability

The moderating effect of corporate governance and profitability was determined through
stepwise regression analysis that covered three steps hence three models. Table 4.7 provides

summary of the regression model summary.

TABLE 4.7
Moderated Model Summary
Std. Error of the | R-Square Change
Model R R Square Adjusted R Square Estimate
1 .583% .340 330 .01006 .340
2 .622° .387 .369 .00977 .047
3 .637° 406 379 .00969 .019

a. Predictors: (Constant), Financial risk exposure
b. Predictors: (Constant), Financial risk exposure, Corporate Governance
c. Predictors: (Constant), Financial risk exposure, Corporate Governance, Interaction term

The findings in Table 4.7 shows that in model 2 when corporate governance was
introduced, there was an R-square change of 0.047. After the introduction of the error term, the
value of R-square change stood at 0.019. According to Yin (2017), any change in the R-square
value during moderation testing is an indication of presence of moderating effect. Table 4.8 is a

summary of the ANOVA findings.

TABLE 4.8
ANOVA Findings
Model Sum of Squares df Mean Square F Sig.
1 Regression .004 1 .004 35.015 .000
Residual .007 68 .000
Total .010 69
2 Regression .004 2 .002 21.165 .000¢
Residual .006 67 .000
Total .010 69
3 Regression .004 3 .001 15.050 .0004
Residual .006 66 .000
Total .010 69

a. Dependent Variable: Profitability

b. Predictors: (Constant), Financial risk exposure

c. Predictors: (Constant), Financial risk exposure, Corporate Governance

d. Predictors: (Constant), Financial risk exposure, Corporate Governance, Interaction term
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From Table 4.8, the values of F-calculated are taken as 35.015, 21.165 and 15.050 with all
respective p-values (p<0.05). This is a clear indication that the regression models adopted in this
study were all significant. The findings of the beta coefficients and significance were established
and presented as shown in Table 4.9.

TABLE 4.9

Moderated Beta Coefficients and Significance

Unstandardized Standardized
Coefficients Coefficients
Model Std. Error Beta t Sig.
1 (Constant) .001 .002 511 611
Financial risk .048 .008 583 5917 .000
exposure
2 (Constant) .001 .002 592 .556
Financial risk .086 .018 1.046 4.649 .000
exposure
Corporate -221 .097 =512 -2.273 .026
Governance
3 (Constant) -.001 .002 -.386 .700
Financial risk .097 .020 1.174 4.894 .000
exposure
Corporate -.161 105 -.372 -1.533 130
Governance
Interaction term -.192 132 -.295 -1.454 151

a. Dependent Variable: Profitability
Table 4.9 indicate that in model 2, corporate governance (f=-.221, p<0.05) although with
a negative beta coefficient was significant. In model 3, after the introduction of the interaction
term alongside corporate governance as a moderator variable, both of them were insignificant
(p<0.05). Since corporate governance was significant in model 2 and insignificant in model 3, it
follows that it partially moderated the relationship between financial risk exposure and

profitability.
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4.5 Hypotheses Testing and Discussion

Hypothesis 1 (Hol): Credit risk exposure has no statistically significant effect on the
profitability of microfinance banks in Kenya. The study rejected this hypothesis, finding a
significant effect of credit risk on profitability. Indicators revealed a p-value of p =0.012, less than
the significance level of 0.05, implying that credit risk exposure exerts a statistically significant
influence on the profitability of Kenya's microfinance banks. HO1 thus had to be rejected. The
outcome confirms the conclusion of Paul and Musiega (2020), who examined the impact of credit
risk management on the financial performance of Kenya's microfinance institutions (MFIs). They
concluded that sound credit risk management practices served as the main drivers of financial

performance, improving the profitability of MFIs, for example.

Enoch, Digil, and Arabo (2021) concur with such a conclusion from their research, where
controlling credit risk made a positive difference to the profitability of microfinance banks. Their
study emphasized the necessity of credit risk control actions by microfinance institutions to ensure
the maintenance of profitability. In the same vein, Natufe and Evbayiro-Osagie (2023) did research
on Nigerian banks and established that credit risk had a substantial influence on their finances,
further supporting the notion that credit risk is essential for the maintenance of finances. In
addition, Kosasia and Njeru (2023) noted that a host of financial issues, including the improper
handling of credit risk, contributed negatively to Kenya's financial sector, whose main profitability
indicators such as Return on Equity (ROE) and Return on Assets (ROA) persistently declined.
This research further supports the argument that credit risk exposure is a central driver of

profitability, particularly for microfinance banks.

Hypothesis 2 (Hy2): Liquidity risk exposure has no statistically significant effect on the

profitability of microfinance banks in Kenya. This hypothesis was also rejected, as liquidity risk
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exposure was found to significantly impact profitability. The second hypothesis (H02) assumed
that exposure to liquidity risk does not have a statistically significant influence on the profitability
of Kenya's microfinance banks. The evidence produced a p-value of p = 0.016, less than the 0.05
significance level, suggesting that exposure to liquidity risk significantly impacts the profitability
of Kenya's microfinance banks. The study thus rejected hypothesis HO2 and drew the conclusion

that exposure to liquidity risk has a statistically significant impact on profitability.

The outcome is supported by Bwacha and Xi (2018) who carried out research on liquidity, as well
as its relationship with the profitability of banks. Although their research revealed that liquidity
metrics such as loan-to-deposit ratios had no bearing on the level of profitability, the research here
posits that liquidity management by Kenyan microfinance banks is instrumental for their
profitability. Msuku (2020) examined liquidity risk management for Tanzanian banks as well, and
his research concluded that liquidity risk management activities had a direct bearing on the banks'
finances. His research, though from a varying context, affirms that good liquidity management

contributes to enhancing profitability.

Onyango and Gatumo (2022) also looked at the relationship between liquidity risk and financial
performance for investment banks in Kenya. They pointed out that although liquidity risk remained
low, there remained an inverse relationship between liquidity risk and financial performance. This
indicates that liquidity management is an essential factor for the profitability of banks, including
MFIs. Muriithi and Waweru (2017) established that liquidity risk had a negative effect on the
financial performance of Kenyan banks, further indicating liquidity management as essential.

Otieno, Nyagol, and Onditi (2016) narrowed their study down to Kenya's microfinance institutions
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and established that liquidity risk management had a predictive influence on the financial
performance. This further emphasizes the significance of liquidity risk management for Kenya's

microfinance institutions for the purpose of securing profitability.

Hypothesis 3 (Hyp3): Operational risk exposure has no statistically significant effect on the
profitability of microfinance banks in Kenya. The study rejected this hypothesis, concluding that

operational risk exposure significantly affects profitability.

The third hypothesis (H03) assumed that there is no statistically significant impact of
operational risk exposure on the profitability of Kenyan microfinance banks. The analysis outcome
identified a p-value of p = 0.000, well below 0.05, so hypothesis HO3 is rejected. This is an
indication that there is a significant impact of operational risk exposure on the profitability of

Kenyan microfinance banks.

Santika, Fakhrughozy, Nur, and Lestari (2022) concur, stating that there is a strong relationship
between operational risk and banking financial performance. Their research highlighted that
controlling operational risks such as expenses and efficiency issues is critical for banks to realize
profitability. Falih, Kasim, and Yaseen (2022) evaluated operational risk management for
commercial banks in Iraq and established a positive relationship between operational risk
management processes and company performance.
There is evidence that banks face the greatest challenges from external risks, including their

exposure to market risks.

Lyambiko (2015) examined the relationship between operational risk management and financial

51



performance in Tanzania, and established that operational risk, as well as credit and insolvency
risk, had a bearing on financial performance. The findings of the study were corroborated by the
findings of Toroitich (2018) who studied exposure to operational risk among Kenya’s commercial
banks. Toroitich established a positive relationship between exposure to operational risk and
financial performance, confirming that operational risks have to be managed for the banking

industry, including the microfinance banks, to be profitable.

Operational risk factors such as operating expenses, cost-to-income ratio, and leverage ratio of
banks were significantly correlated with Return on Equity (ROE) by Mrindoko, Macha, and
Gwahula (2020) for Tanzanian banks. Despite their study indicating an inverse correlation between
operational risk exposure and profitability, it highlights the need for managing operational risks
for improving profitability. Njuguna, Gakure, Waititu, and Katuse (2017) emphasized that
exposure of operational risks could have a substantial impact on the financial performance of
Kenyan microfinance institutions. Their observation aligns with the findings of the current study,
reiterating the necessity of good operational risk management for microfinance banks. Ishmail,
Memba, and Muriithi (2023) further identified that operational risk had a strong negative impact
on the Return on Assets (ROA) of microfinance banks, although its impact on ROE was not as
strong. This implies that although operational risks could have a negative impact on the aspect of
profitability expressed as ROA, their impact on ROE could be varied based on the operational
management of the organization. In summary, the evidence of the study highlights the critical
contributions of credit risk exposure, liquidity risk exposure, and operational risk exposure to the
profitability of Kenyan microfinance banks. Rejection of all three null hypotheses implies that

such risk exposure is essential in dictating the financial performance as well as the profitability of
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microfinance institutions. This research corroborates evidence from previous research on the role
of risk management that contributes to enhancing the financial status of MFIs, especially for
developing economies such as Kenya. Microfinance banks, therefore, need to place emphasis on
developing as well as implementing strong risk management structures to maximize profitability

as well as ensure long-term financial stability.

Hypothesis 4 (Ho4): Corporate governance has no statistically significant moderating
effect on the relationship between financial risk exposure and profitability of microfinance

banks in Kenya.

The findings of the study were that in model II, corporate governance (f=-.221, p<0.05)
although with a negative beta coefficient was significant. In model III, after the introduction of the
interaction term alongside corporate governance as a moderator variable, both of them were
insignificant (p<0.05). It then follows that corporate governance partially moderated the
relationship between financial risk exposure and profitability. These findings are consistent with
Kafidipe, Uwalomwa, Dahunsi and Okeme (2021) who studied the effect of corporate governance,
risk management and financial performance. The study indicated that existence of a sound system
of corporate governance in an organization contributes towards an improvement in profitability of
the firm. It was also noted that the size of the board, its independence and board meetings were
inversely linked with financial performance. The focus of the study conducted by Wau, Fau and
Mendrofa (2023) was on financial risk, corporate governance and their effect on financial
performance of banks in Indonesia. It was noted from analysis that managerial ownership exerted
significant effect on financial performance. It was also disclosed that governance disclosures have

significant effect on financial performance of an enterprise. In Kenya, Vincent and Evans (2018)
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determined the effect of corporate governance on financial performance. The study noted that
corporate governance and its elements covering board committees and skills were determined as
instrumental predictors of financial performance of the firm. While board skills were positive

predictors of performance, board committees were negative predictors.

4.6 Discussion of the Findings
4.6.1 Financial Risk Exposure and Profitability

Based on descriptive statistics, it was evident that that financial risk exposure and corporate
governance collectively accounted for about 1% of the profits that were being generated by
Microfinance institutions in Kenya. The finding agrees with Shair et al. (2019) who focused on
Pakistan and determined the link between risk, competition and bank profitability. The study noted
that operational risk positively affects profitability. In a study conducted by Ikponmwosa (2020)
in Nigeria, the main emphasis was on risk management and profitability where it was evident that
loan loss provision against total assets had positive implication on profitability. With a focus on
oil marketing firms in Kenya, Njeru and No (2021) did a study on financial risk management and
their profitability where credit risk was found to be significant. The study by Gakenia and Warui
(2021) was an analysis of how financial risk management affected profitability taking evidence
from deposit taking SACCOs in Nyeri. A positive relationship was noted. Mwanja (2021)
determined how exposure on market and operational risks affected profitability of deposit taking

SACCOs in Kenya and noted existence of significant interplay.

The findings were that credit risk exposure had significant effect on profitability of
microfinance banks in Kenya. This finding concurs with Paul and Musiega (2020) who conducted
a review of credit risk management practices and their effect on financial performance of MFIs in

Kenya. It was evident after analysis that credit risk management practices were key predictors and
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enablers of financial performance of MFIs. Enoch, Digil and Arabo (2021) determined how control
of credit risk affected profitability of microfinance banks. Information for processing to
generate findings was obtained from primary and secondary sources. The analysis indicated the
need for microfinance banks to strengthen their measures in place for controlling credit risk.
Natufe and Evbayiro-Osagie (2023) did an analysis of credit risk and its link with financial
performance focusing on Nigerian banks. After information had been gathered and processed, it
emerged that credit risk had significant effect on financial performance. Kosasia and Njeru (2023)
focused on credit risk and the interplay with profitability focusing on microfinance entities in
Kenyan context. It emerged after analysis that a number of financial challenges have been evident

in the financial sector in Kenya.

It was shown that liquidity risk exposure has statistically significant effect on profitability
of microfinance banks in Kenya. This finding agrees with Bwacha and Xi (2018) who conducted
a study whose main focus was on determination of the implication that arises from liquidity and
profitability nexus. It emerged after processing of the gathered information that loans to deposit as
well as cash against deposit as indicators of liquidity risk were all not found to be significant.
Msuku (2020) conducted a review of liquidity risk management and its nexus with financial
performance of Tanzanian commercial banks. It was apparent after the gathered information had
been processed that liquidity risk had a direct and significant effect on financial performance of
banks in Tanzania. Onyango and Gatumo (2022) sought to provide the determination of liquidity
risk and financial performance with emphasis on Kenya’s investment banks. It was noted after
analysis that although the value of liquidity risk was low, it was inversely connected with financial
performance. Muriithi and Waweru (2017) did a study with focus in liquidity risk and the link it

has with financial performance of banks in Kenyan context. It was noted after panel data analysis
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that liquidity risk was negatively connected with financial performance of the financial entities.
Otieno, Nyagol and Onditi (2016) conducted a study whose emphasis was on the link existing
between liquidity risk management and financial performance with focus on microfinance entities
in Kenyan context. It was apparent after gathering and processing of the generated information
that liquidity risk management was a strong and significant predictor and enabler of financial

performance of microfinance banks in Kenyan context.

The study indicated that operational risk exposure had significant effect on profitability of
microfinance banks in Kenya. This finding is supported by Santika, Fakhrughozy, Nur and Lestari
(2022) who conducted an analysis whose focus was on operational risk and the link it has as far as
financial performance in the banking industry was concerned. The analysis was able to point out
existence of significant connection in the variables that were covered. Falih, Kasim and Yaseen
(2022) assessed operational risk management and its nexus with financial performance of
commercial banks in Iraqi context. The analysis was able to demonstrate existence of significant
and positive nexus between operational risk management and financial performance. Lyambiko
(2015) did an analysis of the link between the practices entailed in operational risk management
and financial performance of commercial banks in Tanzania. The analysis was able to register
existence of significant link between credit and insolvency risk on financial performance. Toroitich
(2018) did an appraisal of operational risk exposure in financial performance of Kenya’s
commercial banks. The analysis of the gathered information pointed out existence of a significant
nexus between operational risk exposure and financial performance of the financial institutions.
Mrindoko, Macha and Gwahula (2020) conducted a study on operational risk and its link with
financial performance of banks in Tanzania. The analysis demonstrated that bank leverage ratio,

cost to income ratio, operating expense ratio as well as portfolio concentration ratios were all
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significantly linked with ROE although the same was inverse. Njuguna, Gakure, Waititu and
Katuse (2017) conducted a review of strategies entailed in operational risk management and their
nexus with growth of the microfinance sector in Kenyan context. It was also apparent that
operational risks exposure had significant effect on financial performance. Ishmail, Memba and
Muriithi (2023) conducted a study on operational risk and financial performance of microfinance
entities in Kenyan context. The analyzed results were that operational risk had significant inverse
effect on financial performance of microfinance banks pegged on their ROA although the same

nexus with ROE was insignificant.

4.6.2 Financial Risk Exposure, Corporate Governance and Profitability

The study noted that corporate governance partially moderated the relationship between
financial risk exposure and profitability. These findings are consistent with Kafidipe, Uwalomwa,
Dahunsi and Okeme (2021) who studied the effect of corporate governance, risk management
and financial performance. The study indicated that existence of a sound system of corporate
governance in an organization contributes towards an improvement in profitability of the firm. It
was also noted that the size of the board, its independence and board meetings were inversely
linked with financial performance. The focus of the study conducted by Wau, Fau and Mendrofa
(2023) was on financial risk, corporate governance and their effect on financial performance of
banks in Indonesia. It was noted from analysis that managerial ownership exerted significant effect
on financial performance. It was also disclosed that governance disclosures have significant effect
on financial performance of an enterprise. In Kenya, Vincent and Evans (2018) determined the
effect of corporate governance on financial performance. The study noted that corporate
governance and its elements covering board committees and skills were determined as

instrumental predictors of financial performance of the firm. While board skills were positive
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predictors of performance, board committees were negative predictors. The implication of
corporate governance as a moderator variable in the nexus between financial risk exposure and
profitability is that strong corporate governance mechanisms provide assurance for firms to

effectively manage their exposure to a range of risks they encounter in the course of their daily

operations.
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CHAPTER FIVE

CONCLUSION AND RECOMMENDATIONS

5.1 Introduction
This chapter is set out to provide summary of the analysed findings, conclusion and

recommendations. Areas requiring further research are also pointed out in this chapter.

5.2 Summary of the Findings
The subsequent sections provide summary of the analysed findings guided by the specific

objectives:

5.2.1 Credit Risk Exposure and Profitability

The initial hypothesis of the study, HO1, stated that credit risk exposure has no statistically
significant influence on the profitability of Kenyan microfinance banks. The findings of the study
indicated a p-value of p = 0.012, less than 0.05, meaning that credit risk exposure actually exerts
a significant influence on profitability. Following this, HO1 was rejected, and the study concluded
that credit exposure significantly impacts the profitability of Kenyan microfinance banks. This is
consistent with the research of Paul and Musiega (2020), who established that credit risk
management practices were essential predictors of Kenyan microfinance institutions' financial
performance and profitability. In a similar context, Enoch, Digil, and Arabo (2021) stressed that
controlling credit risk contributes to the improvements made by microfinance banks in their
profitability, calling for stricter actions for credit risk control. In a similar direction, Natufe and
Evbayiro-Osagie (2023) established that credit risk considerably impacts the finances of banks
operating in Nigeria. Kosasia and Njeru (2023) further pointed out banking challenges specific to
the Kenyan banking scene, specifically within the context of microfinance institutions, where

credit risk being poorly managed contributed to enduring fiscal challenges.
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5.2.2 Liquidity Risk Exposure and Profitability

The second hypothesis, H02, assumed that liquidity risk exposure does not have a
statistically significant impact on the profitability of Kenya’s microfinance banks. The evidence
revealed a p-value of p = 0.016, less than the 0.05 threshold, thus rejecting HO2. Hence, the study
established that liquidity risk exposure significantly impacts the profitability of Kenya’s
microfinance banks. This agrees with the study by Msuku (2020), who established that liquidity
risk management had a significant, direct relationship with commercial banks’ financial
performance in Tanzania. Further, Onyango and Gatumo (2022) established that liquidity risk,
despite being low, had a negative relationship with Kenyan investment banks’ financial
performance. This implies that liquidity risk, left unmanaged, can compromise financial
performance. Muriithi and Waweru (2017) further noted that liquidity risk had a negative impact
on the financial performance of Kenyan banks, further confirming liquidity risk as a key driver of
financial performance. In addition, Otieno, Nyagol, and Onditi (2016) established that liquidity
risk management had a strong explanatory power for the financial performance of Kenyan

microfinance institutions, underlining its significance within the sector.

5.2.3 Operational Risk Exposure and Profitability

The third hypothesis, HO3, postulated that there is no statistically significant relationship
between operational risk exposure and the profitability of microfinance banks in Kenya. The
findings of the study indicated a p-value of p = 0.000, much less than the 0.05 significance level.
Therefore, HO3 was rejected, and the study concluded that operational risk exposure is
significantly correlated with the profitability of microfinance banks in Kenya. This echoes the
work of Santika, Fakhrughozy, Nur, and Lestari (2022), who established a significant relationship

between operational risk management and the banks' financial performance. In like manner, Falih,
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Kasim, and Yaseen (2022) established a positive relationship between operational risk
management and the financial performance of Iraqi banks, meaning that minimizing operational
risks is crucial for improving profitability. Lyambiko (2015) established a positive link between
operational risk management and banks' financial performance in Tanzania. Toroitich (2018)
indicated that operational risk exposure had a significant correlation with Kenyan commercial
banks' financial performance, corroborating the findings of the current study. Mrindoko, Macha,
and Gwahula (2020) indicated that elements such as the leverage of the banks, cost-to-income
ratio, and operating expenses-to-total revenues ratio had a significant correlation with Return on
Equity (ROE), though there were some factors that had a negative correlation with profitability.
This indicates that operational risk, left unmanaged, can have a damaging effect on profitability.
Njuguna, Gakure, Waititu, and Katuse (2017) established that operational risk exposure had a
significant impact on Kenyan microfinance institutions' financial performance, further reinforcing
the need for operational risk control. Ishmail, Memba, and Muriithi (2023) concluded that
operational risk had a detrimental impact on Kenyan microfinance banks' Return on Assets (ROA),
supporting the argument that operational risks can influence profitability based on financial

performance.

5.2.4 Financial Risk Exposure, Corporate Governance and Profitability

The fourth hypothesis, HO4, posited that corporate governance does not have any
statistically significant moderating effect on the relationship between financial risk exposure and
profitability for Kenyan microfinance banks. The evidence revealed that, for model II, corporate
governance ( =-0.221, p < 0.05) had a negative effect on profitability. But, for model III, where
the interaction term with corporate governance as the moderator variable was included, both

corporate governance (p > 0.05) and the interaction term (p > 0.05) were insignificant. Hence, the
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study deduced that corporate governance partly moderated the relationship between financial risk
exposure and profitability. These are consistent with Kafidipe, Uwalomwa, Dahunsi, and Okeme
(2021), who noted that good corporate governance practices had the effect of enhancing
profitability. Furthermore, the study discovered that board size, board independence, and board
meetings were inversely correlated with financial performance. On the other hand, the study by
Wau, Fau, and Mendrofa (2023) discovered that governance disclosures and managerial ownership
made a difference for financial performance, meaning that keen governance practices can enhance
profitability. Vincent and Evans (2018) studied the influence of corporate governance on the
financial performance of Kenya and discovered that factors like board committees and skills
determined the performance. Although board skills were positive predictors of financial
performance, board committees acted as negative predictors, meaning that the relationship
between corporate governance and financial performance is intricate, with dependence on the

context.

5.3 Conclusion
The research established that exposure to financial risk impacts the profitability of the
Kenyan microfinance banks profoundly, with credit risk, liquidity risk, and operating risk all being

integral factors determining their profitability:

5.3.1 Credit Risk Exposure and Profitability

The initial hypothesis, HO1, assumed that credit risk exposure does not have any
statistically significant influence on profitability. From the findings, the research established that
credit risk exposure significantly impacts the profitability of Kenyan microfinance banks. Proper

credit risk management is necessary for enhancing profitability within the banks.
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5.3.2 Liquidity Risk Exposure and Profitability

The second hypothesis, H02, posited that liquidity risk exposure will not have a statistically
significant impact on profitability. The research established that liquidity risk exposure indeed
influences the profitability of microfinance banks in Kenya significantly, as revealed by the

significance of liquidity risk management for its role in improving financial performance.

5.3.3 Operational Risk Exposure and Profitability

HO3, stated that there is no statistically significant relationship between operational risk
exposure and profitability. The research revealed that operational risk exposure had an impact on
profitability, with the need for the microfinance banks to deal effectively with the operational risks

in order to ensure profitability.

5.3.4 Financial Risk Exposure, Corporate Governance and Profitability

Lastly, the research revealed that corporate governance moderated the influence of
financial risk exposure on profitability, although only partially. Corporate governance practices
initially had a negative influence, which proved statistically significant in model II. However, as
soon as the interaction term was included, corporate governance practices turned out not to be
statistically significant. This means that, though corporate governance contributes to affecting
profitability, its moderating impact is weaker than anticipated. Hence, microfinance organizations
need to concentrate on improving corporate governance practices for higher financial viability,
subject to the condition that it operates alongside other drivers, such as risk handling.
5.4 Theoretical Contribution of the Study

The findings of this study indicate that in deed, financial institutions are exposed to a
number of risks which affect their profitability potential. This risks are as per the modern portfolio

theory that helps investors to determine their expected returns and risks on investments. The theory
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regards risk as an inevitable thing that investors should seek to minimize through diversification.
The theory indicates that investors can minimize their exposure to risks through diversification of
the components in the portfolio. Diversification is a relevant strategy that helps financial
institutions like commercial banks to minimize their exposure to credit risk and other financial
risks which arise from their daily operations. By expanding and diversifying their loan portfolio,
this theory allows financial institutions to minimize the credit risk exposure and thus maximizing

returns generated on lending activities.

This study also contributes towards financial intermediation theory that regards the central
role played by financial institutions as intermediaries in an economy. The theory indicates that
commercial banks effectively leverage this intermediation role by mobilizing deposits which are
used for lending purpose to customers. Thus, deposits help financial institutions to beef up its
available capital that is needed by customers in form of loans for the purpose of investment and
capital creation. The theory further argues that financial intermediaries like commercial banks
largely exist in an economy for reduction in transaction costs since they share relevant information
to both borrowers in an economy. It is the responsibility and obligation of financial intermediaries
to provide more information on customers in regard to the various products in place and their

usefulness.

The finding on liquidity risk agreed with the liquidity preference theory that provides three
reasons why institutions and people hold money to maintain their liquidity positions. Under this
theory, liquidity is critical in allowing financial institutions to attain their precautions, for daily
transaction and for speculative purpose. Financial institutions are required to be liquid so that they

can carry out the daily operations and transactions. This theory can aid in providing more
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information in regard to credit terms, interest rates and the levels of liquidity that customers require

in determination of probable risk exposure.

The findings also agree with agency theory which is the foundation of modern-day
corporate governance mechanisms in organization. The theory establishes three key actors in an
organization as the management, shareholders and the board of directors. Each of these parties has
a specific role to play in ensuring successful operation of the firm. In any firm, each of the said
three parties has its own unique roles and responsibility to play to ensure smooth running. For
instance, while the shareholders are owners of the firm responsible for supplying the funds needed
to operate optimally, managers have a role of making decisions that affect overall profitability of
the firm. In doing so, they aid in maximization of the wealth of the owners. On the other hand, the
board of directors has a role of monitoring and providing oversight on the actions undertaken by
managers in the course of the tenure in the firm. This is aimed at protecting the interests of the

shareholders.
5.5 Recommendations of the Study

5.5.1 Policy Recommendations

It emerged that financial risk exposure significant predicted profitability of microfinance
banks. Thus, the study recommends that policy makers at the Central Bank of Kenya should design
and formulate effective policies to around financial risks to improve profitability of these
institutions. CBK should create sound policies that support effective corporate governance among
microfinance institutions in Kenya. Policy makers at CBK should enhance governance guidelines

that shapes operations of microfinance institutions in Kenya.
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5.5.2 Recommendations for Practice

Credit risk exposure was noted to have significant effect on profitability of microfinance
institutions. Based on this finding, the study recommends that credit risk managers working with
microfinance institutions in Kenya should put in place sound credit risk management policies and

mechanisms that contribute towards reduction of non-performing loans and thus profitability.

The study established liquidity risk as a significant enabler and predictor of profitability.
In view of this finding, it is recommended that marketing managers working with microfinance
institutions in Kenya should rigorously invest in marketing and promotion efforts to grow and

mobilize more deposits so as to improve liquidity positions of their financial institutions.

The findings of the study were that operational risk exposure significantly affected
profitability. Hence, this study recommends that managers working with microfinance institutions
in Kenya should minimize their operating expenses while maximizing operating revenues to

improve the amount of profits generated.

The findings were that corporate governance partially moderated the relationship between
financial risk exposure and profitability. Thus, this study recommends that the owners of the
microfinance institutions in Kenya should put in place strong corporate governance mechanisms
including increasing board independence, reward and remuneration of managers working with
microfinance institutions in Kenya. There is need for managers working with microfinance
institutions in Kenya to adopt governance-based risk oversight.

5.5.3 Recommendations for Academia
The main focus of this study was on microfinance institutions in Kenya. More specifically,

the study covered 14 microfinance institutions in Kenya. The study was confined to secondary
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data that was gathered on a period of 5 years (2019-2023). Thus, future studies should be conducted
covering other financial institutions like the deposit taking SACCOs among other institutions.
Aside from use of profitability as the dependent variable, future studies should be conducted with
other dependent variables like financial stability or sustainability.
5.6 Limitations of the Study

This study was limited to profitability as a dependent variable. In measuring profitability,
ROE was used as an indicator. In practice, there are a range of indicators that can be adopted as
proxies of profitability including ROE and return on investment. The small sample size of 14
microfinance institutions was a limitation in this study as it limited generalization of the findings

to the larger financial sector in Kenya.
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Appendix II: List of Microfinance banks in Kenya

Branch Microfinance Bank Limited
Caritas Microfinance Bank Limited
Choice Microfinance Bank Limited
Daraja Microfinance Bank Limited
Faulu Microfinance Bank Limited
Kenva Women Microfinance Bank PLC
LOLC Microfinance Bank PLC
Maisha Microfinance Bank Limited
Muungano Microfinance Bank Limited
ll] Rafiki Microfinance Bank Limited

11. Salaam Microfinance Banlk Limited
12. SMEP Microfinance Bank Limited

13. Sumac Microfinance Bank Limited

14. J & I Microfinance Bank Limited

R L N S

Source: (CBK, 2022)
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Appendix III: Data Collection Sheet
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Appendix IV: Raw Data Collection

Y Credit Corpora

e risk Liquidit | Operatio | Financia | te Intera | Prof

a | Name of exposu |y risk nal risk I risk governa | ction | itabi

r | Microfinance | re exposure | exposure | exposure | nce term | lity

2
Branch

0 ) 0.02
Microfinance

1 0.18556 | 0.175427 0.290718 | 0.05100 | 0.014 | 5162
Bank Limited

9 89 7 | 5.3984157 6 01| 8267 0

2 .
Caritas

0 0.02
Microfinance

1 0.05879 | 0.162217 0.248010 | 0.04023 | 0.009 | 6140
Bank Limited

9 18 0| 5.4141340 5 15| 9778 8

2 .
Choice

0 0.03
Microfinance

1 0.08936 | 0.171561 0.300169 | 0.05149 | 0.015 | 3815
Bank Limited

9 92 0 | 5.5440656 9 74 | 4580 4

2
Daraja

0 0.02
Microfinance

1 0.04430 | 0.130264 0.276410 | 0.03600 | 0.009 | 1226
Bank Limited

9 92 9 |5.3240313 6 66 | 9526 7

2
Faulu

0 0.03
Microfinance

1 0.21676 | 0.137830 0.435184 | 0.05998 | 0.026 | 6493
Bank Limited

9 82 51 5.5794966 7 171 1031 6

2
Kenya Women

0 ) 0.05
Microfinance

1 0.11603 | 0.160446 0.351673 | 0.05642 | 0.019 | 0880
Bank PLC

9 44 8 | 5.7031004 0 48 | 8431 7
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LOLC

0 0.00
Microfinance

1 0.29846 | 0.181746 0.050162 | 0.00911 | 0.000 | 5461
Bank PLC

9 11 2 | 4.8415597 5 68 4573 2

2
Maisha

0 0.01
Microfinance

1 0.13610 | 0.190749 0.276345 | 0.05271 | 0.014 | 5611
Bank Limited

9 86 2 15.2151509 6 27 5669 3

2
Muungano

0 0.02
Microfinance

1 0.09476 | 0.149235 0.243632 | 0.03635 | 0.008 | 2441
Bank Limited

9 93 6 | 5.3876105 0 86 8581 3

2
Rafiki

0 0.00
Microfinance

1 0.00044 | 0.150332 0.001900 | 0.00028 | 0.000 | 4825
Bank Limited

9 05 21 4.7481570 7 57 0005 6

2
Salaam

0 0.00
Microfinance

1 0.03435 | 0.143570 0.147826 | 0.02122 | 0.003 | 5105
Bank Limited

9 75 5| 4.8330514 1 35 1374 6

2
SMEP

0 0.00
Microfinance

1 0.05105 | 0.155059 0.395374 | 0.06130 | 0.024 | 4245
Bank Limited

9 28 0] 4.6732421 3 63 2390 3

2
Sumac

0 0.00
Microfinance

1 0.21903 | 0.165814 0.215617 | 0.03575 | 0.007 | 6474
Bank Limited

9 08 71 4.8151658 5 25 7089 1
U&l 0.00

2 | Microfinance 0.01087 | 0.171577 0.272478 | 0.04675 | 0.012 | 8542

0 | Bank Limited 75 81 4.9185912 0 12 7387 7
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—

9

2
Branch

0 0.01
Microfinance

2 0.06539 | 0.147578 0.228520 | 0.03372 | 0.007 | 6182
Bank Limited

0 90 053115314 4 46 7068 1

2
Caritas

0 0.00
Microfinance

2 0.11815 | 0.189975 0.307351 | 0.05838 | 0.017 | 8581
Bank Limited

0 38 2 15.0142012 4 91 9460 7

2
Choice

0 0.00
Microfinance

2 0.13922 | 0.282453 0.078771 | 0.02224 | 0.001 | 2245
Bank Limited

0 51 8| 4.4715704 2 92 7526 3

2 .
Daraja

0 0.01
Microfinance

2 0.37992 | 0.095522 0.014732 | 0.00140 | 0.000 | 2885
Bank Limited

0 78 71 5.0611281 6 73 0207 2

2
Faulu

0 0.00
Microfinance

2 0.26875 | 0.199435 0.229131 | 0.04569 | 0.010 | 4194
Bank Limited

0 95 3| 4.6795642 7 70 4706 3

2
Kenya Women

0 0.00
Microfinance

2 0.26900 | 0.176818 0.032724 | 0.00578 | 0.000 | 0873
Bank PLC

0 25 114.2153203 8 63 1894 7

2
LOLC

0 0.00
Microfinance

2 0.26367 | 0.174392 0.063868 | 0.01113 | 0.000 | 1015
Bank PLC

0 35 7 | 3.9743735 6 82 7114 0
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2
Maisha

0 0.00
Microfinance

2 0.13382 | 0.133663 0.074074 | 0.00990 | 0.000 | 2117
Bank Limited

0 86 4| 4.3506743 1 10 7334 2

2
Muungano

0 0.00
Microfinance

2 0.37150 | 0.228313 0.136490 | 0.03116 | 0.004 | 1043
Bank Limited

0 67 41 4.1965630 3 26 2534 4

2
Rafiki

0 0.00
Microfinance

2 0.35832 | 0.201606 0.064227 | 0.01294 | 0.000 | 1181
Bank Limited

0 &5 3| 4.0864310 6 87 8317 4

2
Salaam

0 0.00
Microfinance

2 0.10897 | 0.131647 0.532746 | 0.07013 | 0.037 | 1123
Bank Limited

0 95 6 | 4.1399420 3 48 3640 4

2
SMEP

0 0.00
Microfinance

2 0.25549 | 0.150629 0.136343 | 0.02053 | 0.002 | 1621
Bank Limited

0 94 01]4.1674650 1 72 8001 4

2
Sumac

0 0.00
Microfinance

2 0.17844 | 0.225862 0.157312 | 0.03553 | 0.005 | 2066
Bank Limited

0 35 6 | 4.3503062 3 10 5895 9

2
U&l

0 0.00
Microfinance

2 0.68518 | 0.227741 0.084731 | 0.01929 | 0.001 | 0512
Bank Limited

0 35 7 | 3.7188337 5 69 6351 8
Branch 0.00

2 | Microfinance 0.00041 | 0.295463 0.012282 | 0.00362 | 0.000 | 0913

0 | Bank Limited 15 71 3.9965117 5 90 0446 5
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2
Caritas

0 0.00
Microfinance

2 0.03705 | 0.198088 0.077182 | 0.01528 | 0.001 | 1043
Bank Limited

1 20 914.0197392 8 91 1801 2

2
Choice

0 0.00
Microfinance

2 0.10044 | 0.104063 0.026332 | 0.00274 | 0.000 | 1667
Bank Limited

1 &3 6| 4.1749897 7 03 0722 1

2 .
Daraja

0 0.00
Microfinance

2 0.23825 | 0.382610 0.023331 | 0.00892 | 0.000 | 0227
Bank Limited

1 48 2 | 3.7482656 8 70 2083 9

2
Faulu

0 0.00
Microfinance

2 0.21159 | 0.161143 0.172303 | 0.02776 | 0.004 | 2793
Bank Limited

1 97 0| 4.4338658 5 55 7841 4

2
Kenya Women

0 0.00
Microfinance

2 0.29645 | 0.174073 0.209780 | 0.03651 | 0.007 | 1547
Bank PLC

1 81 914.2312911 8 73 6606 7

2
LOLC

0 0.00
Microfinance

2 0.05576 | 0.185341 0.016024 | 0.00297 | 0.000 | 1801
Bank PLC

1 91 31 4.3196265 8 01 0476 9

2
Maisha

0 0.00
Microfinance

2 0.70165 | 0.100804 0.197434 | 0.01990 | 0.003 | 1255
Bank Limited

1 14 7| 4.1435768 1 23 9294 6
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2
Muungano

0 0.02
Microfinance

2 0.18017 | 0.156366 0.213305 | 0.03335| 0.007 | 5149
Bank Limited

1 &7 51| 5.4550353 2 38 1145 0

2
Rafiki

0 0.02
Microfinance

2 0.28777 | 0.160330 0.229711 | 0.03682 | 0.008 | 1954
Bank Limited

1 05 8 | 5.4340609 4 98 4602 1

2
Salaam

0 0.03
Microfinance

2 0.04816 | 0.178217 0.907353 | 0.16170 | 0.146 | 3661
Bank Limited

1 05 5| 5.5830060 4 62 7247 8

2
SMEP

0 0.02
Microfinance

2 0.04452 | 0.137549 0.227709 | 0.03132 | 0.007 | 1026
Bank Limited

1 12 3| 5.3608300 0 12 1321 7

2
Sumac

0 0.03
Microfinance

2 0.75716 | 0.152327 0.372920 | 0.05680 | 0.021 | 5210
Bank Limited

1 35 0 | 5.6089558 2 58 1840 3

2
U&l

0 0.05
Microfinance

2 0.10000 | 0.160162 0.308705 | 0.04944 | 0.015| 1885
Bank Limited

1 90 3| 5.7447857 4 30 2633 4

2
Branch

0 0.00
Microfinance

2 0.82144 | 0.168107 0.118108 | 0.01985 | 0.002 | 5590
Bank Limited

2 60 6| 4.8391700 2 49 3450 3
Caritas 0.01

2 | Microfinance 0.09141 | 0.190396 0.214595 | 0.04085 | 0.008 | 5654

0 | Bank Limited 49 51 5.2647069 7 83 7680 2
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2

2

2
Choice

0 0.02
Microfinance

2 0.10517 | 0.159225 0.191331 | 0.03046 | 0.005 | 2452
Bank Limited

2 75 71 5.4314956 0 48 8289 0

2
Daraja

0 0.00
Microfinance

2 0.12686 | 0.156262 0.004133 | 0.00064 | 0.000 | 3721
Bank Limited

2 47 1| 4.7339272 2 59 0027 6

2
Faulu

0 0.00
Microfinance

2 0.04709 | 0.160365 0.039446 | 0.00632 | 0.000 | 4349
Bank Limited

2 59 1| 4.7932804 0 58 2495 4

2
Kenya Women

0 0.00
Microfinance

2 0.04704 | 0.120454 0.222705 | 0.02682 | 0.005 | 5149
Bank PLC

2 46 2| 4.7279965 4 58 9743 6

2
LOLC

0 0.00
Microfinance

2 0.12519 | 0.187576 0.137885 | 0.02586 | 0.003 | 0000
Bank PLC

2 66 9 | 4.8833093 3 41 5663 0

2
Maisha

0 0.00
Microfinance

2 0.01605 | 0.186202 0.282290 | 0.05256 | 0.014 | 6784
Bank Limited

2 04 31 4.9828680 5 31 8381 4

2
Muungano

0 0.01
Microfinance

2 0.25848 | 0.138053 0.169404 | 0.02338 | 0.003 | 8036
Bank Limited

2 34 0] 5.3791387 9 69 9618 3
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2
Rafiki

0 0.00
Microfinance

2 0.13974 | 0.205401 0.315854 | 0.06487 | 0.020 | 7587
Bank Limited

2 79 514.9922530 7 70 4917 6

2
Salaam

0 0.00
Microfinance

2 0.18457 | 0.311604 0.027994 | 0.00872 | 0.000 | 1784
Bank Limited

2 16 2 1 4.4413494 0 30 2442 8

2
SMEP

0 0.01
Microfinance

2 0.19814 | 0.064106 0.104994 | 0.00673 | 0.000 | 1144
Bank Limited

2 95 515.0411636 3 08 7067 6

2
Sumac

0 0.00
Microfinance

2 0.09655 | 0.205276 0.230107 | 0.04723 | 0.010 | 3687
Bank Limited

2 97 3| 4.7530542 5 56 8693 9

2
U&l

0 0.00
Microfinance

2 0.16386 | 0.179534 0.019795 | 0.00355 | 0.000 | 0736
Bank Limited

2 96 314.2127202 2 39 0704 6

2
Branch

0 0.00
Microfinance

2 0.21196 | 0.184467 0.054545 | 0.01006 | 0.000 | 0911
Bank Limited

3 90 0| 3.9795939 5 18 5488 1

2
Caritas

0 0.00
Microfinance

2 0.10074 | 0.127398 0.064240 | 0.00818 | 0.000 | 2322
Bank Limited

3 46 8 | 4.3945217 5 42 5258 3
Choice 0.00

2 | Microfinance 0.19664 | 0.268772 0.220613 | 0.05929 | 0.013 | 0634

0 | Bank Limited 02 91 4.1089369 8 50 0813 5

&3




2

3

2
Daraja

0 0.00
Microfinance

2 0.07295 | 0.184237 0.067167 | 0.01237 | 0.000 | 1289
Bank Limited

3 68 814.1603184 0 47 8312 6

2
Faulu

0 0.00
Microfinance

2 0.12548 | 0.106566 0.326599 | 0.14137 | 0.046 | 0803
Bank Limited

3 44 2| 4.0471970 3 06 1716 5

2
Kenya Women

0 0.00
Microfinance

2 0.11676 | 0.150287 0.096000 | 0.01442 | 0.001 | 1546
Bank PLC

3 97 9| 4.1987395 0 76 3851 6

2
LOLC

0 0.00
Microfinance

2 0.00084 | 0.215970 0.151283 | 0.03267 | 0.004 | 2201
Bank PLC

3 87 8 | 4.4147227 0 27 9428 6

2
Maisha

0 0.00
Microfinance

2 0.07425 | 0.226908 0.035284 | 0.00800 [ 0.000 | 0460
Bank Limited

3 11 8 | 3.7093548 0 62 2825 7

2
Muungano

0 0.00
Microfinance

2 0.21707 | 0.286281 0.038309 | 0.01096 | 0.000 | 0879
Bank Limited

3 &4 6 | 4.0243625 1 72 4201 7

2
Rafiki

0 0.00
Microfinance

2 0.14900 | 0.207090 0.025328 | 0.00524 | 0.000 | 0928
Bank Limited

3 73 814.0126264 3 53 1329 2
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2
Salaam

0 0.00
Microfinance

2 0.24758 | 0.098444 0.126389 | 0.01244 | 0.001 | 1741
Bank Limited

3 29 7 | 4.2395497 7 24 5726 5

2
SMEP

0 0.00
Microfinance

2 0.05365 | 0.332359 0.006475 | 0.00215 | 0.000 | 0352
Bank Limited

3 11 7 | 3.8132473 5 22 0139 8

2
Sumac

0 0.00
Microfinance

2 0.02622 | 0.141110 0.057479 | 0.00811 | 0.000 | 3073
Bank Limited

3 32 0| 4.4957663 1 09 4662 5

2
U&l

0 0.00
Microfinance

2 0.15308 | 0.151913 0.143912 | 0.02186 | 0.003 | 1500
Bank Limited

3 35 6| 4.2720274 7 23 1463 0
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Appendix V: Data Inputted in SPSS

Credit Liquidity | Operational | Financial

Risk risk Risk risk Corporate | Interaction
exposure | exposure | Exposure exposure | Governance | term Profitability
0.19 0.18 5.4 0.29 0.05 0.01 0.03
0.06 0.16 5.41 0.25 0.04 0.01 0.03
0.09 0.17 5.54 0.3 0.05 0.02 0.03
0.04 0.13 5.32 0.28 0.04 0.01 0.02
0.22 0.14 5.58 0.44 0.06 0.03 0.04
0.12 0.16 5.7 0.35 0.06 0.02 0.05
0.3 0.18 4.84 0.05 0.01 0 0.01
0.14 0.19 5.22 0.28 0.05 0.01 0.02
0.09 0.15 5.39 0.24 0.04 0.01 0.02
0 0.15 4.75 0 0 0 0
0.03 0.14 4.83 0.15 0.02 0 0.01
0.05 0.16 4.67 0.4 0.06 0.02 0
0.22 0.17 4.82 0.22 0.04 0.01 0.01
0.01 0.17 4.92 0.27 0.05 0.01 0.01
0.07 0.15 5.31 0.23 0.03 0.01 0.02
0.12 0.19 5.01 0.31 0.06 0.02 0.01
0.14 0.28 4.47 0.08 0.02 0 0
0.38 0.1 5.06 0.01 0 0 0.01
0.27 0.2 4.68 0.23 0.05 0.01 0
0.27 0.18 4.22 0.03 0.01 0 0
0.26 0.17 3.97 0.06 0.01 0 0
0.13 0.13 4.35 0.07 0.01 0 0
0.37 0.23 4.2 0.14 0.03 0 0
0.36 0.2 4.09 0.06 0.01 0 0
0.11 0.13 4.14 0.53 0.07 0.04 0
0.26 0.15 4.17 0.14 0.02 0 0
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0.18 0.23 4.35 0.16 0.04 0.01 0
0.69 0.23 3.72 0.08 0.02 0 0
0 0.3 4 0.01 0 0 0
0.04 0.2 4.02 0.08 0.02 0 0
0.1 0.1 4.17 0.03 0 0 0
0.24 0.38 3.75 0.02 0.01 0 0
0.21 0.16 4.43 0.17 0.03 0 0
0.3 0.17 4.23 0.21 0.04 0.01 0
0.06 0.19 4.32 0.02 0 0 0
0.7 0.1 4.14 0.2 0.02 0 0
0.18 0.16 5.46 0.21 0.03 0.01 0.03
0.29 0.16 5.43 0.23 0.04 0.01 0.02
0.05 0.18 5.58 0.91 0.16 0.15 0.03
0.04 0.14 5.36 0.23 0.03 0.01 0.02
0.76 0.15 5.61 0.37 0.06 0.02 0.04
0.1 0.16 5.74 0.31 0.05 0.02 0.05
0.82 0.17 4.84 0.12 0.02 0 0.01
0.09 0.19 5.26 0.21 0.04 0.01 0.02
0.11 0.16 5.43 0.19 0.03 0.01 0.02
0.13 0.16 4.73 0 0 0 0
0.05 0.16 4.79 0.04 0.01 0 0
0.05 0.12 4.73 0.22 0.03 0.01 0.01
0.13 0.19 4.88 0.14 0.03 0 0
0.02 0.19 4.98 0.28 0.05 0.01 0.01
0.26 0.14 5.38 0.17 0.02 0 0.02
0.14 0.21 4.99 0.32 0.06 0.02 0.01
0.18 0.31 4.44 0.03 0.01 0 0
0.2 0.06 5.04 0.1 0.01 0 0.01
0.1 0.21 4.75 0.23 0.05 0.01 0
0.16 0.18 4.21 0.02 0 0 0
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0.21 0.18 3.98 0.05 0.01 0 0
0.1 0.13 4.39 0.06 0.01 0 0
0.2 0.27 4.11 0.22 0.06 0.01 0

0.07 0.18 4.16 0.07 0.01 0 0

0.13 0.11 4.05 0.33 0.14 0.05 0

0.12 0.15 4.2 0.1 0.01 0 0

0 0.22 4.41 0.15 0.03 0 0

0.07 0.23 3.71 0.04 0.01 0 0

0.22 0.29 4.02 0.04 0.01 0 0

0.15 0.21 4.01 0.03 0.01 0 0

0.25 0.1 4.24 0.13 0.01 0 0

0.05 0.33 3.81 0.01 0 0 0

0.03 0.14 4.5 0.06 0.01 0 0

0.15 0.15 4.27 0.14 0.02 0 0
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Appendix VI: SPSS Logs

Warning # 849 in column 23. Text: en KE
The LOCALE subcommand of the SET command has an invalid parameter. It could

not be mapped to a valid backend locale.

Your temporary usage period for IBM SPSS Statistics will expire in 4133 days.

GET

FILE='C:\Users\ADMIN\Desktop\Desk when CD fail reading 2024\glad data.sav'.
DATASET NAME DataSet] WINDOW=FRONT.
DESCRIPTIVES VARIABLES=VAR00001 VAR00002 VAR00003 VAR00004 VAR00005
VAR00006 VAR00007

/STATISTICS=MEAN STDDEV MIN MAX.

Descriptives
Notes
Output Created 06-SEP-2024 13:54:21
Comments
Input Data C:\Users\ADMIN\Desktop\
Desk when CD fail reading
2024\glad data.sav
Active Dataset DataSetl
Filter <none>
Weight <none>
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Split File <none>
N of Rows in Working 70
Data File
Missing Value Handling Definition of Missing User defined missing
values are treated as
missing.
Cases Used All non-missing data are
used.
Syntax DESCRIPTIVES
VARIABLES=VARO00001
VARO00002 VAR00003
VAR00004 VARO00005
VAR00006 VARO00007
/STATISTICS=MEAN
STDDEV MIN MAX.
Resources Processor Time 00:00:00.00
Elapsed Time 00:00:00.04

[DataSet1] C:\Users\ADMIN\Desktop\Desk when CD fail reading 2024\glad data.sav

REGRESSION
/MISSING LISTWISE
/STATISTICS COEFF OUTS R ANOVA
/JCRITERIA=PIN(.05) POUT(.10)
/NOORIGIN
/DEPENDENT VAR00007
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/METHOD=ENTER VAR00001 VAR00002 VARO00003.

Regression
Notes
Output Created 06-SEP-2024 13:54:39
Comments
Input Data C:\Users\ADMIN\Desktop\
Desk when CD fail reading
2024\glad data.sav
Active Dataset DataSetl
Filter <none>
Weight <none>
Split File <none>
N of Rows in Working 70
Data File
Missing Value Handling Definition of Missing User-defined missing
values are treated as
missing.
Cases Used Statistics are based on

cases with no missing
values for any variable

used.
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Syntax REGRESSION
/MISSING LISTWISE
/STATISTICS COEFF

OUTS R ANOVA
JCRITERIA=PIN(.05)
POUT(.10)
/NOORIGIN
/DEPENDENT
VAR00007
/METHOD=ENTER
VAR00001 VAR00002

VARO00003.
Resources Processor Time 00:00:00.03
Elapsed Time 00:00:00.11
Memory Required 3584 bytes
Additional Memory 0 bytes
Required for Residual
Plots

REGRESSION
/MISSING LISTWISE
/STATISTICS COEFF OUTS R ANOVA CHANGE
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JCRITERIA=PIN(.05) POUT(.10)
/NOORIGIN

/DEPENDENT VAR00007
/METHOD=ENTER VAR00004
/METHOD=ENTER VAR00005
/METHOD=ENTER VAR00006.

Regression

Notes
Output Created
Comments

Input Data

Active Dataset
Filter
Weight
Split File
N of Rows in Working
Data File
Missing Value Handling Definition of Missing
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06-SEP-2024 13:55:21

C:\Users\ADMIN\Desktop\
Desk when CD fail reading
2024\glad data.sav
DataSetl

<none>

<none>

<none>

70

User-defined missing
values are treated as

missing.



Cases Used Statistics are based on
cases with no missing
values for any variable
used.

Syntax REGRESSION

/MISSING LISTWISE
/STATISTICS COEFF
OUTS R ANOVA
CHANGE
/CRITERIA=PIN(.05)
POUT(.10)
/NOORIGIN
/DEPENDENT
VARO00007
/METHOD=ENTER
VAR00004
/METHOD=ENTER
VARO00005
/METHOD=ENTER
VARO00006.

Resources Processor Time 00:00:00.00
Elapsed Time 00:00:00.03
Memory Required 3824 bytes
Additional Memory 0 bytes
Required for Residual
Plots

Variables Entered/Removed?
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Variables Variables

Model Entered Removed Method

1 Financial risk . Enter
exposure”

2 Corporate . Enter
Governance®

3 Interaction . Enter
term®

a. Dependent Variable: Profitability

b. All requested variables entered.
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