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ABSTRACT
Microfinance Institutions (MFI) objectivity is to operate profitably so as to maintain its stability, growth prospects and sustainability. Microfinanceinstitutions are faced with a number of challenges in achieving this goal which includes; Liquidity, capitalization and poor management. Guided by the stakeholder’s theory; this study examined the determinants of financial performance of MFIs Kenya.The objectives of the study were to determine the effect of Capital Adequacy, Asset Quality, Management Efficiency, Liquidity and Net Interest Margin on the financial performance of MFIs in Kenya. The study adopted an explanatory research design using panel data.Microfinance institutions financial statements and bank supervision reports from the Central Bank of Kenya were used to capture data of the study variables.All Microfinance institutions operating in Kenya for eight years between the year 2011 and 2018 were covered.Descriptive statistics and inferential statisticswere done to establish the relationship between the study variables.Arandom effect estimation established that capital adequacy has a negative insignificant effect (ß = - 0.003 ; Sig = 0.928);asset quality has a negative insignificant effect (ß = - 0.071 ; Sig = 0.197); management efficiency had a negative and significant effect (ß = - 0.032; Sig = 0.000); net interest margin had a negative insignificant effect (ß = - 0.195; Sig = 0.167)  liquidity had a positive insignificant effect (ß = 0.020 ; Sig = 0.792) on financial performance of MFIs respectively.Based on the study findings, the study concluded that Capital Adequacy, Asset Quality, Net Interest Marginhad insignificant negative effect on financial performance of MFI except Management Efficiency which had a negative significant effect on the performance of MFIs. The study recommends that MFIs should adopt efficient systems to improve their capital adequacy, asset quality, management efficiency, net interest margin and liquidity. Further studies can be done to establish the other factors not investigated in the study but explain the remaining 19.8% of the variation in performance of MFIs in Kenya. These factors can be non-bank-specific factors such as the economy indicators, social environment of operation and political environment of operation.  
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DEFINITION OF TERMS
Microfinance is the provision of a broad range of financial services such as deposits, loans, payment services, money transfers and insurance products to the poor and low-income households, for their microenterprises and small businesses, to enable them to raise their income levels and improve their living standards (Ledgerwood, Earne, Nelson, & World Bank, 2013). 

A microfinance bank means a microfinance business in which the person conducting the business holds himself out as accepting deposits on a day-to-day basis (Republic of Kenya, 2006). It includes any other activity of the business which is financed wholly or to a material extent, by lending or extending credit for the account and risk of the person accepting the deposit, including the provision of short-term loans to small or micro enterprises or low income households and characterized by the use of collateral.
Microfinance business is, according to the Kenyan statutory law on microfinance, the business of receiving money, by way of deposits or interest on deposits, which is lent to others or used to finance the business; or providing loans or other facilities to micro or small enterprises and low income households (Republic of Kenya, 2006). 
Financial performance of MFI: It is defined as profitability, which accounts for the impact of better financial soundness on bank risks bearing capacity and on their ability to perform liquidity transformation.

CAMEL refer to the portfolio of financial indexes that indicate the financial performance (health) of a firm. It stands for cap​ital adequacy, asset quality, management efficiency, earnings ability, and Liquidity (CAMEL) (Desta, 2016)
LIST OF ABBREVIATIONS AND ACRONYMS

ACCION:
Americans for Community Co-operation in Other Nations.


AMFI:


The Association for Micro-finance Institutions 
BRAC:

A microfinance operating in Uganda

CBK:


Central Bank of Kenya

CLRM

Classical linear regression model

K-rep:


Kenya Rural Enterprise Programme

KWFT:

Kenya Women Finance Trust

MFIs:


Microfinance institutions

NGO:
Non-Governmental Organization

PAR30

Loans due to be repaid after Thirty days since the date of issue
PRODEM:

Fundacion para la Promocion y Desarrollo de la Microempresa
ROE:


Return on Equity

RE:


Random effect 
ROA:


Return on Assets

NIM:


Net Interest Margin
PM:


Profit Margin
EPS:


Earnings per Share

DY:


Dividend Yield
PE:


Price earnings ratio
MPS:


Market Price per share
SK:


Skewness Kurtosis
JB:


JarqueBera
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CHAPTER ONE

INTRODUCTION

1.0Introduction

This chapter has presented in details the background of the study, statement of the problem, purpose of the study, research objectives, research questions and significance of the study. The chapter finally discusses the scope of the study.

1.1Background to the Study
Financial performance in financial institutions refers to the ability to operate efficiently, profitability, survive, grow and react to the environmental opportunities and threats (Stoner, Freeman, & Gilbert, 1996). Performance is measured by how efficient the enterprise is using its resources in achieving its objectives. This means that the financial performance of any organization will be defined by its competiveness, potentials of the business, economic interests of the Company’s management and the reliability of the present and future stakeholders(Abdi, 2010).
According to (Meigs, Mosich, & Johnson, 1978), financial performance refers to the act of performing financial activity. In broader sense, financial performance refers to the degree to which financial objectives are being or has been accomplished. It is the process of measuring the results of a firm's policies and operations in monetary terms. It is used to measure firm's overall financial health over a given period of time and can also be used to compare similar firms across the same industry or to compare industries or sectors in aggregation.
According to (Adam, 2014), financial performance can also be defined as a measurement of the results of a firm’s polices and operations in monetary terms. Financial performance is a subjective measure of how well a microfinance bank can use its  assets from its primary mode of business and generate revenues (Almazari, 2011). 

Financial performance measures how well a firm utilizes its primary mode of business to generate revenue. It entails of the results of a firm’s policy and operations in monetary terms based on the allocated resources to most viable projects that generate returns which maximize shareholder’s wealth (Njihia&Muturi, 2016)
According to (Rosenberg, 2009), MFIs performance measurements involve four core areas; outreach to poor, repayment rates, sustainability and efficiency. Empirical evidence on the performance of microfinance institutions across the world have reported mixed results.For instance, (Adams, 2017),(Muriu, 2011), (Kyagulanyi, 2016), (Nasrin, Rasiah, Baskaran, &Masud, 2017),(Imai, Gaiha, Thapa, Annim, & Gupta, 2011), (S Otieno, Nyagol, &Onditi, 2016) and (Monyi, 2017)conducted studies on microfinance performance. Their results showed that the gross loan portfolio, the interest rate, operating expenses to assets ratio, return on assets and return on equity are the main significant determinants of MFIs performance. Anotherindicator of performance of a microfinance institution is its financial Sustainability. According to (Zeller & Meyer, 2002), there are two kind of sustainability that we could observe in assessing MFIs performance: Operational self-sustainability and financial self-sustainability. Operational self-sustainability is when the operating income is sufficient enough to cover operational costs like salaries, supplies, loan losses, and other administrative costs. And financial self-sustainability which he referred as high standard measure is when MFIs can also cover the costs of funds and other forms of subsidies received when they are valued at market prices.

(Zeller & Meyer, 2002) indicated, measuring financial sustainability requires that MFIs maintain good financial accounts and follow recognized accounting practices that provide full transparency for income, expenses, loan recovery, and potential losses.
Financial performance of a given company can only be established through financial performance analysis which is the process of evaluating the relationship between component parts of financial statements to obtain a better understanding of the firm’s position and performance. This analysis establishes results in form of policies, operations and monetary which can be compared with other similar firms across the same industry (S Otieno et al., 2016).
The financial performance analysis identifies the financial strengths and weaknesses of the firm by properly establishing relationships between the items of the balance sheet and profit and loss account. The first task is to select the information relevant to the decision under consideration from the total information contained in the financial statements. The second is to arrange the information in a way to highlight significant relationships. The final is interpretation and drawing of inferences and conclusions  (Meigs et al., 1978)
Financial analysts often assess firm's production and productivity performance, profitability performance, liquidity performance, working capital performance, fixed assets performance, fund flow performance and social performance (Meigs et al., 1978)
There are various indicators of performance which can be categorized as financial and operational; or as accounting or market based measures. Operational performance measures include both product-market outcomes and internal process outcomes while financial performance refers to the overall financial health over a given period of time. The accounting based measures are simple proxies of banks’ profitability, obtainable from publicly disclosed information whereas economic based metrics are based on economic profit. The traditional accounting base measures include ROA, ROE and NIM while the economic measure include risk-adjusted return on capital and economic value added which consider both the risks and opportunity costs of equity when measuring profitability (Ommeren, 2011)
In assessing the overall financial condition of a company, the income statement and the balance sheet are important reports, as the income statement captures the company's operating performance and the balance sheet shows its net worth. Financial performance could be assessed using the following key measures which are important to assess the current financial position and performance. These are descriptive and analytical measures of financial position and performance. Descriptive measures include total assets, total liabilities, stockholders equity, total revenues, total expenses and net income. And analytical measures of financial position and performance could include profit-ability, efficiency, liquidity and solvency measures (Adam, 2014).
Countless number of ways has been brought forward to measure financial performance and among them are: measurement of performance as the level of Return on Assets (ROA), Return on Equity (ROE), Tobin-Q, Profit Margin (PM), Earnings per Share (EPS), Divided Yield (DY), Price-Earnings Ratio (PE) among others. To measure financial performance of MFIs, Accounting-based measurement is generally considered as an effective indicator of the company’s profitability and the business when compared to benchmark rate of return equal to the risk adjusted weighted average cost of capital. The most commonly used accounting based measurement indicators are return on assets and return on equity (Al-Matari, Al-Swidi, &Fadzil, 2014).
Evaluation and analysis of the financial performance of MFIs is important for all internal and external users such as the bank managers, depositors, creditors, investors, employees, and regulators. MFIs are expected, among others, to attain their short-term profit maximization, which is often measured by return on equity (ROE), return on asset (ROA) or net interest margin (NIM) and long-term wealth maximization goals, which is usually measured by earnings per share (EPS) or market price per share (MPS). Periodic financial performance evaluation is, thus, compulsory in order to prove whether the MFIs’ short term and long term goals have been achieved and the stakeholders’ interest, that is, relevant economic needs of various stakeholders. Periodic performance evaluation is meaningful as long as the trend analysis (intra analysis) is supported by the cross-sectional (inter analysis). Such type of analysis help MFIs  take reactive and proactive measures with regard to overcoming their shortcomings, sustaining their strengths, and lesson from similar firms (Desta, 2016)
Various groups of individuals are particularly interested in evaluating microfinance bank performance. First and foremost, microfinance bank shareholders are directly affected by the microfinance bank performance. Investors take advantage of microfinance bank information to develop expectations concerning future performance that can be used to help price common shares in addition to capital notes and debentures that may be issued by the microfinance bank. Second, microfinance bank  management traditionally is evaluated on the basis of how well the microfinance  bank performs  relative to previous years and compared with similar (or peer group) microfinance banks. Hence, employees’ salaries and promotions are frequently tied to the performance of themicrofinance bank.  Microfinance bankers also need to be informed about the condition of other microfinance banks with which they have business dealings. Third, regulators are concerned about the safety and soundness of the banking system and the preservation of public confidence, thus monitor banks using on site examinations and computer based “early warning systems” to keep track of MFIs performance. Fourth, depositors may also be interested in evaluating the performance of the bank, as the nominal values of their deposits are not guaranteed. Fifth, and last the business community and general public should be concerned about their banks’  performance to the extent that their access to credit and other financial services is linked  to the success or failure of their MFIs(Gup, Kolari, & Fraser, 2005)
1.1.1 Microfinance Industry

The idea of microfinance was conceptualized by Muhammad Yunus who started advancing money in form of small loans to local villagers in the 1970s. Although by then it was unclear where the idea would go taking into account that state run banks had tried and failed. Today Muhammad Yunus is recognized as a visionary leader in a movement that has spread globally, claiming over 65 million by the end of 2002. The movement has grown through cross pollination giving rise to PRODEM in Bolivia, ACCION in Venezuela that is now in four continents namely; Africa, USA, Latin America and Asia (Armendariz & Morduch, 2005).  

Although there is an increase in the number of microfinance around the world , some of them has struggled to perform financially like Corposol, an affiliate of ACCION with started with great promise in 1988 but collapsed in bankruptcy in 1996(Pearce & Robinson, 2011)
Despite the enormous efforts by the MFIs in the past two decades, many MFIs in sub-Saharan Africa have underperformed and struggled to survive.  In some countries the industry is in a decline for example in Zimbabwe the numbers of licensed MFIs have declined from 1600 in 2003 to just less than 150 in 2013(Dube, &Matanda, 2015). High levels of nonperforming loans, high levels of administrative costs, and poor institutional capitalization are some of the factors leading to the closure.These problems also  led to the collapse of Pride in Zambia in the year 2009 and the failures of over 30 MFIs in 2013 in Ghana(Hermes &Lensink, 2011).Elsewhere like in Morocco, the portfolio risk began to increase considerably from an average of less than 1 percent at sector level between 2003-2007 to over 5 percent in 2008and over 10 percent in 2009 and 2010. The cost of write offs became one of the major costs for MFIs, weighing heavily on their profitability and solvency (El Kharti, 2014)
The Kenyan microfinance sector is one of the most vibrant in Sub-Saharan Africa. It includes a diversity of institutional reforms and a fairly large branch network to serve the poor. However, serious microfinance regulation activities in Kenya came into effect in the year 2006. The absence of regulation had allowed innovations to take place; institutions were set up easily without any barriers, such as minimum capital requirements. The microfinance industry had thrived in this environment (Marangu, 2007)
The Microfinance Act, 2006 and the Microfinance (Deposit Taking Institutions) Regulations 2008 issued there under sets out the legal, regulatory and supervisory framework for the microfinance industry in Kenya. The Microfinance Act became operational with effect from 2nd May 2008(Buseretse, 2015).
In 1999, K-rep became the first commercial bank in Kenya to serve only low income clients and the first NGO in Africa to transform into a regulated financial institution. In the year 2009, KWFT and Faulu limited werealso allowed to take deposits from their clients. For the past three decades, regulation and Supervisory framework of the industry has evolved. In the 2006 Microfinance Act came in place. This Act was later amended in 2013 giving Central bank the mandate to be the only institution to govern these MFIs(A. E. E. S. Ali, 2015).
In the Year 2015, Central Bank of Kenya granted a nationwide license to Caritas Microfinance Bank Limited and Community licenses to Daraja Microfinance Bank Limited and Choice Microfinance Bank Limited. This has increased the number of regulated microfinance banks from nine (9) in December 2014 to twelve (12) as at December 2015.
1.2Statement of the Problem

The performance of every institution is critical in determining the accomplishment of its stated mission, goals, and objectives and the microfinance industry is no exception. Microfinance institutions have a dual goal of extending financial services to the poor and the underserved populations while at the same time needing to achieve a high level of sustainability in their operations so that long-term service delivery to target clients can be guaranteed. However, these institutions are found to operate under constrained environments of information asymmetries, funding and  liquidity issues and fierce competition (Adams, 2017). It is for these reasons that scholars all over the world are carrying out research on performance of microfinance be it social or financial. 

Several studies across the world have been conducted on microfinance performance analyzing many variables producing mixed results for example, (Adams, 2017), analyzed outreach, sustainability, efficiency and regulation on performance of microfinance institutions in Sub-Saharan Africa.(Monyi, 2017),analyzed determinants of financial performance of deposittaking microfinance institutions in Kenya.(Muriu, 2011),analyzedmicrofinance profitability in thirty two African countries. From the above studies microfinance performance is therefore categorize into four main areas namely outreach, sustainability, efficiency and regulation.
Locally, studies have been done onperformance of banks and microfinance analyzing many variables. For example  (Kingori, Kioko, &Shikumo, 2017), conducted a study on the financial performance of Microfinance Banks in Kenya.(Nderitu, 2016),conducted a study on the growth and profitability of Microfinance banks in Kenya.(Adagi, 2013), conducted a study on the  financial performance of microfinance in Nairobi Kenya,(Odunga, 2014), conducted a study on the determinants of operating efficiency for commercial banks in Kenya analyzing market share index.
From the studies above, some of the researchers used all the variables of CAMEL like,(Kaneza, 2016),(Kamande et al., 2016) and  (Mulualem, 2015),while others used part of the variables and other variables for example (Nderitu, 2016), (Dawit, 2016), (Osuka&Osadume, 2013). Although these studies have cut across many countries what is coming out clear is that there is different results. For instance, In determining financial performance of microfinance  institutions in NairobiKenya using CAMEL and outreach(Adagi, 2013), found out that Asset quality was the only independent variable that was statistically significant in influencing financial performance of MFIs in Nairobi County. The other independent variables which are capital adequacy, liquidity management, management efficiency and outreach level were found to be statistically insignificant in determining the financial performance of MFIs in Nairobi County.
Others like(Kaneza, 2016), found out that Capital adequacy, management efficiency significantly and statistically affect financial performance of banks, while asset quality did not significantly and statistically affect financial performance of banks. In finding out the effect of Bank Specific factors on financial performance of commercial Banks in Kenya, (Kamande et al., 2016), found out that Capital adequacy and Asset Quality affects profitability and the financial performance of the banks.
While the above studies provide valuable information on financial performance of MFIs, some lack consensus on the influence on MFI performance, while others omit certain important factors.  

These studies have not fully highlighted the factors affecting the performance of microfinance banks using the elements of the CAMEL model – specifically Capital Adequacy, Asset Quality /and Management, hence the research gap that the current study sought to fill.
1.3Purpose of the study

The main objective of the study was to identify the determinants of financial performance of MFIs in Kenya.
1.4 SpecificObjectives
The study specifically assessed the following:

i. To determine the effect of Capital Adequacy on the financial performance of MFIs in Kenya.
ii. To find out the effect of Asset Quality on financial Performance of MFIs in Kenya. 
iii. To assess the effect of Management Efficiency on financial performance of MFIs in Kenya. 
iv. To establish the effect of Net Interest Margin  on the financial performance of MFIs in Kenya

v. To identify the effect of Liquidity management on the financial performance of MFIs in Kenya. 

1.5 ResearchHypothesis

The study adopted the following hypothesis:

Ho1:
Capital Adequacy has no significant effect on the financial performance of MFIs in Kenya.
Ho2:
Asset Quality has no significant effect on the financial performance of MFIs in Kenya.
Ho3:
Management efficiency has no significant effect on the financial performance of MFIs in Kenya.
Ho4: Net Interest Margin has no significant effect on the financial performance of MFIsin Kenya.
Ho5:
Liquidity Management has no significant effect on the financial performance of MFIs in Kenya.
1.6 Significance of the Study

The examination of financial performance in the Microfinance industry has important public policy implications in the Kenyan economy due to the following reasons: Firstly, the principle aim is to achieve a more competitive and efficient financial system. The microfinance industry is a vital part of the financial system in any country. Thus, its success or failure strongly affect the health of the economy. Secondary, it is interesting to study the determinants of financial performance, as it is extremely useful for managers in improving organizational performance and it also help the policy-making bodies create, if needed, an appropriate regulatory environment.Lastly, despite the importance of financial performance studies, the literature on performance in the Microfinance Industry banking is scarce and still growing. So a great work is needed on measuring and comparing the financial performance of microfinance institutions.  In view of the above, a study of financial performance in Kenyan microfinanceinstitutions is going to be useful to various stakeholders such as the Government, Central Bank of Kenya, AMFI, and the consuming society at large.  Hence, the present project is addressing this important issue.
1.7 Scope of the Study

The study focused on the determinants of financial performance of MFIs licensed by the CBK. It focused on all the MFIs due to their unique characteristics. Secondary data for a period of eight years was obtained from the website of CBK. Data spanning eight years from the year 2011 to the year 2018 was used. The variables under the study were capital adequacy, Asset quality, net interest margin, management efficiency and liquidity.
CHAPTER TWO

LITERTURE REVIEW

2.0 Introduction

This chapter discussed the concept of financial performance in Microfinance Institutions, theories and models of financial performance and the conceptual framework of the study.
2.1 Concepts Review

The concepts reviewed included the concept of Microfinance and CAMEL rating

2.1.1 The Concept of Microfinance

Microfinance is widely known as a provision of financial services such as credit, saving, deposit, insurance and repayment services to those who are deprived of accessing into conventional financial services because they are poor and they cannot offer collateral (Armendariz & Morduch, 2005),(Ledgerwood, 1998), (Morduch, Littlefield, &Hashemi, 2003), and (Robinson, 2001). The underlying logic is that through extending financial services, low income people will have the ability to participate in the economic activities and exploit entrepreneurial opportunities by starting up new businesses, extending current business or introducing new activities. Subsequently, they will be able to combat poverty and satisfy their households’ needs independently and consistently. By doing so, these institutions will have the ability to develop their capacity through imposing a small ratio of interest on the given loans. Microfinance can therefore be distinguished with the smallness of the loans granted or savings collected from its clients, the absence of Asset based collateral and the simplicity of operations (Samer et al., 2015)
Different arguments have been advance on how to evaluate the performance of microfinance institution.  (Zeller & Meyer, 2002), introduced what we call “critical performance triangle” that we need to look at to evaluate microfinance institution based on their objective.

The corners of the triangle represent outreach to the poor, financial sustainability and welfare impact. Performance criteria are required for each objective and all the three must be measured thoroughly to evaluate the microfinance performance noted  (Zeller & Meyer, 2002). Further they indicated that “the inner circle in the figure represent microfinance  innovation in technology, policies, organization and management that affect how well the objective is met, the outer circle represent the environment within which microfinance operates that also affects its performance. The environment broadly includes human and social capital possessed by the poor, the economic policies of the country, and quality of financial infrastructure that support financial transactions. Improvement in the environment makes it easier for MFI to reach its objectives (Zeller & Meyer, 2002)
One of the indicators of microfinance performance is the financial sustainability. Different literature noted that financial sustainability is one of the area that we need to look at to access the performance of microfinance institution  (Zeller & Meyer, 2002),  noted that the poor need to have access to financial services on long term basis rather than just one-time financial support. Short term loan will worsen the welfare of the poor

2.1.2 CAMEL Rating

In the 1980’s CAMEL rating system was first introduced by U.S. supervisor’s authorities as a system of rating for onsite examinations of banking institutions. Under this system, each bank performance was  subject to on-site examination  evaluated on the basis of five (now six) critical dimensions relating to the bank’s operations & performance, which are referred to as the component factors. These are capital, Asset Quality, Management, Earnings and liquidity used to reflect the financial performance, financial condition, operations soundness and regulatory compliance of the banking institution. A sixths component relating to sensitivity to market risk has been added to the CAMEL rating to make the rating system more risk-focused. Each of the component factors is rated on a scale of 1 (best) to 5 (worst), A Composite rating is assigned as an abridgement of the component rating and is taken as the prime indicator of a bank`s current financial condition .The composite rating ranges between 1 (best) and 5 (worst) and also involves a certain amount of subjectivity based on the examiners` overall assessment of the performance in view of the individual component assessments.(Mulualem, 2015)
The CAMEL model is the most widely used model by researchers and the bank managers as well as the central banks have been implementing the CAMEL framework for evaluating the financial performance of banks.  CAMEL framework is often used by scholars to proxy the internal (bank specific) factors (Desta, 2016).
2.2 Theoretical Literature


This section introduces the underlying theoretical foundations which forms the basis for the rest of the study. A theory is a statement or group of statements, which are supported by evidence meant to explain some phenomena(Gill & Johnson, 2002). A theory is a formulation regarding the cause and effect relationships between two or more variables, which may or may not have been tested. Thus it can be concluded that theories provide a generalized explanation to an occurrence. A theoretical framework guides the researcher in determining what variables to measure, and what statistical relationships to look for in the context of the problems under study. Thus, the theoretical literature enables the researcher to identify the variables of the study and provide a general framework for data analysis and then select an appropriate research design(Saunders, Lewis, & Thornhill, 2009).
Different theories have been advanced by different scholars explaining factors influencing financial performance of MFIs. The study was guided by three major theories; Stakeholders theory, Asymmetry information theory and Agency theory. 
2.2.1 Stakeholders Theory
Arguments supporting this theory was first put forward by(R. E. Freeman, 1984)who
argued that any group or individual who can affect or is affected by the activities of theMFIs is a stakeholder. The stakeholder theory holds that there are interconnectedrelationships between an organization and various entities that have a stake in theorganization (Miles, 2012).These groups and organizations include owners, creditors, lending institutions, management, government, employees etc. It is not the shareholders who are only affected by the affairs of the MFI.(Weetman, 2010), gives us an example of one of the interested group like the owners who are also the proprietors of the organization who are interested in knowing the rates of return on capital employed, the long term solvency of the firm, the rates of dividends, among others.
Traditionally, business enterprises were dully bound to consider the needs of their owners first and to increase value for them(Miles, 2012). The owners are the shareholders or stockholders. In older input-output models of a business firm, the firm converts the inputs of investors, employees, and suppliers into outputs that are sold to customers to buy. By this model, firms only address the needs and wishes of investors, employees, suppliers, and customers.

However, the stakeholder theory recognizes other parties like governmental agencies, political groups, trade associations, trade unions, communities, employees, customers, and the public at large (Richman, 2002). Indeed, even competitors are sometimes counted as stakeholders. The theory, therefore, posits that a business enterprise should create value for all stakeholders, not just shareholders or financiers.

Stakeholders’ theory asserts that the MFIs have a responsibility that requires them to consider the interest of all parties affected by their actions. All the parties in the MFIs should not be treated as a means to some end that is the organization should not use them for their own benefit but they must participate in determining the future direction of the MFIs in which they have a stake.  
The stakeholder theory therefore addresses the weakness of the Shareholder’s theory by seeking to address the mission and vision of the MFI. Identification of the MFI purpose therefore becomes the driving force underlying its activities(R. Edward Freeman, Wicks, &Parmar, 2004) . Stakeholder theory consequently highlights the responsibility of the MFI to its various stakeholders and thus pushes management to design and employ appropriate methodologies to determine the nature of the relationship between the management and the interested parties in order to deliver on their purpose. There is a realization that economic value is created by people who voluntarily come together and cooperate to improve everyone’s circumstances(R. Edward Freeman et al., 2004).
Stakeholder’s theory provides the organization with a clear perspective that outsiders demand insider’s claims be subordinated to the greater good of the MFI. Essentially a company should balance the need to carry out actions that are profitable to shareholders whilst being good corporate citizens. Management therefore should consider how their actions and strategies would affect the well-being of employees, local communities, the environment and MFI financial performance(Pearce & Robinson, 2011). 
2.2.2 Asymmetry Information Theory

Information asymmetry is a situation where by one party in a debt contract has more or better information than the other. Seminal contributions to this theory can be attributed to (Akerlof, 1970), (Spence, 1973),and (Rothschild & Stiglitz, 1976).(Akerlof, 1970), contributed to this theory by considering the example of a seller who has private information about the quality of a used car and subsequent the ‘lemons problem’ associated with informational asymmetry. (Spence, 1973),contributed to this phenomenon by referring to a situation where workers “sell” their labor to firms and have private information about their skills, while (Rothschild & Stiglitz, 1976),analyzed the insurance market in which private information ison the side of the buyer who is better aware of her health condition, or driving skills than the insurer who isnot aware.
Applying the asymmetric information literature, (F. Mishkin, 1990) looked  at the financial structure on economic activities where differences in information available to different parties in a financial contract exist. In his study on financial instability he considered aspects of the debt contract, which generate market failures of moral hazard and adverse selection to help explain the causes of financial instability. He asserted that borrowers have an informational advantage over lenders because borrowers know more about the investment projects they want to undertake than do lenders. If the lender cannot distinguish between the borrowers of good quality and bad quality he will only make the loan at an interest rate that reflects the average quality of the good and bad borrowers.

This disadvantages high quality borrowers who pay a higher interest rate while low quality borrowers pay a lower interest rate than they should. This results to a drop in quality borrowers and so profitable investment projects that should be undertaken are not implemented.

This theory suggests that problems of moral hazard and adverse selection arising from information asymmetry between borrower and lender can also account for sharp contractions of credit and lead to reduced profitability. Borrowers have an informational advantage over lenders because borrowers know more about the investment projects they want to undertake than do lenders. Asymmetric information theory asserts that it may be impossible to distinguish between good and bad quality borrowers, and this phenomenon can be used to explain, for example, the existence of financial institutions and their privileged position in reducing this quality distinction problem.
2.2.3 Agency theory

An agency relationship is a contract under which one or more persons (the principal(s)) engage another person (the agent) to perform some service on their behalf which involves delegating some decision making authority to the agent. If both parties to the relationship are utility maximizers there is good reason to believe that the agent will not always act in the best interests of the principal (Jensen &Meckling, 1976). Agency theory analyses the consequences of certain ﬁnancial decisions in terms of risk, proﬁtability and, more generally, the interests of the various parties. It shows that some decisions may go against the simple criteria of maximizing the wealth of all parties to the beneﬁt of just one of the suppliers of funds (Quiry, Dallocchio, Fur, & Salvi, 2005). Agency theory has been used in this study because as much as the lender may want to meet its target of advancing loans there by increasing the Loan book which is the main Asset of the MFI, care should be taken so that the Asset is of good quality and also not to deny potential clients credit based on their own assumptions. (F. S. Mishkin& Eakins, 2012),observed that the problem of asymmetric information which is made up of adverse selection and moral hazards is the main cause of default. Because adverse selection increases the chances that a loan might not be repaid, the lender might decide not to grant a loan despite the fact that the borrower is a creditworthy borrower. Similarly a moral hazard situation may arise when the borrower is going to engage in different transactions with the loan other than the original purpose of the loan. This will lead to the loan not being repaid. All in all moral hazards and adverse selection to some extent will deny the shareholders the ultimate goal of wealth maximization. To avoid the loss arising from the adverse selection and moral hazards, the agency cost is incurred to protect the principals’ interests and to reduce the possibility that the agents will misbehave. Such costs will include the screening and monitoring expenditures by the principal (Sama&Benard, 2016).

2.3 Measurement of Financial Performance

2.3.1 Return on Assets

It is a common measure of managerial performance.It is often described as the primary ratio, as it relates the income earned by the bank to the assets it used in the business operation. It is commonly defined as net income (or pre-tax profit)/total assets (Ross,Westerfield, Jaffe 2005). It provides information about management's performance in using the assets of the business to generate income. Profit after tax is generally ideal because calculations using net income after tax figures may show trends due simply to changes in the rates of taxation, (Bodie, 2006), and (Van Horne &Wachowicz, 2008).
 It measures how much the firm is earning after tax for each shilling invested in the assets of the firm. That is, it measures net earnings per unit of a given asset, moreover, how an MFI converts its assets into earnings (Samad& Hassan, 2000). Generally, a higher ratio means better managerial performance and efficient utilization of the assets of the firm and lower ratio is the indicator of inefficient use of assets. Firms can increase ROA either by increasing profit margins or asset turnover but they can’t do it simultaneously because of competition and trade-off between turnover and margin. 

ROA has been the most widely used ratio in the literature, and is invariably present among whichever the subset of measures used. There are several reasons why the ROA measure is preferred. First, assets directly reflect both income and expense levels(Olson &Zoubi, 2011). Second, ROA does not vary according to the amount of leverage employed, as does ROE (Golin&Delhaise, 2013). By measuring profitability solely in relation to a bank’s asset base, ROA has attributes characteristic of a core profitability indicator. A downside is that it does not include off-balance sheet items. ROA is calculated as under:

ROA = Net Profit after Tax / Total Asset.

2.4 Microfinance Bank Specific Performance Indicators

There are many factors that affect the performance of MFIs in Kenya. These factors can be grouped into two; the internal factors and external factors. Internal factors are the MFIs specific factors which affects the MFIs performance. These factors a rise as a result of the way and the manner in which the management and board makes internal decisions. The external factors are factors that affect all the players in the financial industry irrespective of their size, profitability and even capital base. Since these factors are beyond the control of the MFIs, they automatically affect the performance of these MFIs. In this study therefore we focus on factors that are within the control of the MFIs premises. This we be guided by the CAMEL Model.
2.4.1 Capital Adequacyand Financial Performance
Capital refers to the amount of own funds available to support a microfinance’s business and therefore microfinance capital acts as a safety net in the case of adverse developments (Athanasoglou, Brissimis, & Delis, 2008). This adverse developments will includes all types of risks which affect the microfinance including operational and market risk  (Rabson& Norman, 2016) and certain macroeconomic imbalances (Roman &Şargu, 2013), Microfinance capital creates liquidity for the microfinance bank due to the fact that deposits are most fragile and prone to bank runs. Moreover, greater microfinance bank capital reduces liquidity creation by the bank but enables the bank to survive more often and avoid distress (Diamond &Rajan, 2000). 
Capital adequacy may also have a bearing on the overall performance of a MFI, like the opening of new branches, fresh lending in high risk but profitable areas, manpower recruitment and diversification of business through subsidiaries (Muhiuddin, 2014).Capital adequacy also reflects the overall financial condition of a MFI  and also the ability of management to meet the need of additional capital,(Nandi, 2013). This additional capital  has also been alluded to by a number of authors including (Gupta, 2014), (Karagu&Okibo, 2014),  who have noted that capital adequacy is very useful for a bank to  conserve and protect stakeholders’ confidence and prevent the bank from bankruptcy and also support free flow of funds. 
Researchers extensively theorize that banks with higher capital are more protected from insolvency. For instance, some empirical evidences by(Pasiouras&Kosmidou, 2007),  (Kosmidou, 2008),(Obamuyi, 2013) and (Dietrich &Wanzenried, 2011), (Shah & Khan, 2017)demonstrated that the best performing banks are those who preserve a high level of equity relative to their assets. Such positive correlation has been confirmed also by (F Sufian& Chong, 2008) and (Vong& Chan, 2009). This means that well capitalized banks have higher profitability and lower future bankruptcy costs
Previous studies that have found a positive correlation between Capital Adequacy  and microfinance performance are stated and concluded as follows; (Muriu, 2011), using a panel data set of 210 microfinance institutions; he revealed that capital adequacy had robust and significant positive association with MFI profitability. This was depicted by the relatively high coefficient of the equity to assets ratio across the specifications. The effect remains the same even after the inclusion of the external factors. Intuitively, it was an indication that well capitalized MFIs are more flexible in dealing with problems arising from unexpected losses and witnessed a reduced cost of funding or lower external funding.
Studies by(Kaneza, 2016),(Imai et al., 2011), (Kamande et al., 2016),(Shipho&Olweny, 2011), (Ongore&Kusa, 2013) and (Adagi, 2013),had similar results.
Studies that show a negative correlation between capital levels and bank profitability include: (Aladwan, 2015), (Chronopoulos, Liu, McMillan, & Wilson, 2015), (Poposka&Trpkoski, 2013), (Iheanyi&Sotonye, 2017)
Anyway, following to the previous considerations and regarding most of the prior studies cited, capital ratio is estimated to show a positive relationship with profitability because well capitalized banks are assessed to be more profitable. 
The computation of capital adequacy ratio is done by taking ratio of equity capital and the loan loss provisions minus non-performing loans to total assets. Expressed as a percentage, the ratio shows the ability of a MFI to withstand losses in the value of its assets. The higher the capital adequacy ratio (CAR), the stronger the bank, however, a very high CAR indicates the bank is conservative and has not utilized the full potential of its capital.(Muhiuddin, 2014)
2.4.2 Asset Qualityand Financial Performance
Asset quality is a key terminology in banking and refers to the overall risk attached to the various assets held by an individual or institution and it is an important aspect of the evaluation of a bank’s performance (Yike& Chiu, 2011). Asset quality is commonly used by microfinance to determine the proportion of their assets which are at financial risk and the level of provision for potential losses that they must make. This is because loans are usually the largest Assets of the bank and can also carry the greatest potential risk to the bank. MFIs generate interest income from loans and hence, the quality of loan portfolio determines the financial performance of these institutions

Asset quality indicators provide indications of difficulties with a microfinance’s loan portfolio. Problems with a microfinance’s asset quality are usually assumed to lower profitability (Growe, DeBruine, Lee, &Tudón Maldonado, 2014). One asset quality indicator is the NPL (nonperforming loans) ratio. Nonperforming assets provide diminished interest revenue and are at risk for failure to return loan principal, it is expected this ratio will be negatively related to profitability. 
This measure has been found to be significantly and negatively related to profitability in the following studies:(Kaneza, 2016),(Kamande et al., 2016),(Lee, 2012),(Ongore&Kusa, 2013)
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However, according to the risk-return hypothesis, a high asset quality ratio together with a sound quality of loans could suggest a positive correlation between risk and profits. In this regard,  (Athanasoglou et al., 2008) and (Vong& Chan, 2009)stated a positive relationship between the ratio of loan loss provisions over total loans (asset quality ratio) and profitability. However, according to(Fu & Heffernan, 2010), and(Onuonga, 2014), the estimated relationship of this ratio with profitability can be positive or negative due to the assessment of a possible loan loss in the future or a timely recognition of bad banks’ loans. According to what was pointed out above, the results of the majority of the existing studies lead to the following hypothesis

Although most of the studies indicate that an increase in loans with lead to an increase in nonperforming loans leading to reduction in profitability, (Halima, 2015), found out that there is no correlation between Asset quality and financial performance
2.4.3 Management Efficiency and Financial Performance
Management efficiency mainly looked from the perspective of cost efficiency variables. These variables includes operating expenses, which comprise salaries and other employee benefits expenses management, i.e. the total cost of a bank (net of interest payments), can be separated into operating costs and other expenses (including taxes, depreciation etc.). Only operating expenses can be viewed as the outcome of bank management. In our context, efficiency is represented by the ratio of cost/income. Higher numbers indicate a bank is operating less efficiently. Its relationship with profitability is almost uniformly negative. 
Studies by(Kaneza, 2016),(Alexiou&Sofoklis, 2009), (Almumani, 2013),(Ameur&Mhiri, 2013), (Bhatia, Mahajan, &Chander, 2012), (Dietrich &Wanzenried, 2011), (Francis, 2013), (Liu & Wilson, 2010), and (Muriu, 2011),  found similar results. 
All these studies clearly indicate that the efficiency ratio is significantly and negatively related to profitability. Banks that spend more on expenses in relation to current income depress profitability. The result confirms to the common rule of thumb that the lower the expenses, the higher the financial performances. Failure of this variable to significantly relate to profitability was found in the work by (A. Ali M, F. & Ahmed, 2011), (Vong& Chan, 2009), Mixed results have also been reported in the study done by (Tregenna, 2009).
2.4.4 Net interest margin and Financial Performance
Earning is such an important parameter to measure the financial performance of an organization. Earning quality mainly measures the profitability and productivity of the MFI, explains the growth and sustainability of future earnings capacity. In the same way, MFI depends on its earning to perform the activities like funding dividends, maintaining adequate capital levels, providing for opportunities for investment for MFI to grow, strategies for engaging in new activities and maintaining the competitive outlook (Ahsan, 2016), (Karagu&Okibo, 2014), (Gupta, 2014), (Parvesh& Sanjeev, 2014), (Karakuza, 2017) and (Muhmad&Hashim, 2015)
Earnings ability represents the potential for a MFI to realize profits that enable the organization to fund expansion, remain competitive and increase its capital .The earnings of a MFI constitute income from all operations. By assessing earnings ability, one can check the bank’s efficiency to cover all potential losses and its ability to distribute dividends (Sathyamoorthi, Mapharing, Ndzinge, Tobedza, & Dima, 2017). 

Various profitability ratios can be used to measure a MFI’s ability to earn profits from revenue and assets. Net interest margin (NIM), return on assets (ROA), net profit margin, earnings per share (EPS), return on capital employed (ROCE). NIM, ROA and ROE are the most commonly used ratios in measuring bank profitability in banking literature. Ratios are not affected by fluctuations in general price levels making them more appropriate to use than real values of profit when assessing MFI profitability,  (Kabir&Dey, 2012).

Net interest margin, return on assets, return on equity have been used as measures of profitability for banks(Shipho&Olweny, 2011), (Athanasoglou et al., 2008), (Ongore&Kusa, 2013), Ommeren, 2011), (Odunga, 2014). This means that the earnings ability of any financial institution can also be measured by its NIM.

Staff and other operating expenses represent cost- or efficiency-related variables. They have a relatively high negative impact on the NIM, which highlights the importance of banks being efficient. From a different perspective, only approximately 45% of an increase in staff or other operating expenses can be passed on to customers by increasing the NIM
NIM is a measure of the difference between the interest income generated by banks and the amount of interest paid out to their lenders relative to the amount of interest earning assets or total assets (Ongore&Kusa, 2013), It is usually expressed as a percentage of what the financial institution earns on loans in a specific time period and other assets minus the interest paid on borrowed funds divided by the amount of the assets in that time period. NIM measures the gap between the interest income the bank receives on loans and securities and interest cost of its borrowed funds(Ongore&Kusa, 2013). It reflects the cost of bank intermediation service and the efficiency of the bank. The higher the net interest margin, the higher the bank's profit and the more stable the bank is. Thus, it is one of the key measures of bank profitability

Interpretation of the high net interest margin can be seen from two sides. First, high net interest margin reflects a low level of efficiency of banking and banking market conditions which is not competitive. Second, high interest margin reflects inadequate in banking regulations and high asymmetric information.
(Karakuza, 2017)examined bank specific determinants of profitability in Turkish banks during the period 2005 – 2014. He used return on assets (ROA) as dependent variable. Dependent variables included amount of net interest income as a proportion of total operating income, Consumer loans as a proportion of total loans.  The findings were that Non-interest income as a proportion of total assets is strongly positively related to profitability. Consumer loans as a proportion of total loans is negatively related to profitability. His findings indicated that while the traditional source of bank profits from lending remains crucial, diversifying away from consumer loans into earning income from non-interest sources is important for enhancing bank profitability

Hasan and İbrahim (2014) conducted a study on the determinants of Turkish banks profitability for the period 1895-2005. They provide much statistical analysis on banks’ net interest margin and profitability. Second, they use panel data regression. The internal factors they tested include overhead, interest-bearing assets, and equity. They concluded that the level of bank profitability depends more on human capital. The qualified staff could improve the efficiency more than other factors. Meaning that the higher expenses in financial institutions could increase efficiency.

Soylu&Durmaz (2013) explored the determinants of the commercial bank profitability in Turkey. The results revealed that the performance of the domestic banks had been unstable within around two decades because of the negative profits. In their study, they also emphasize that the capital strength, non-interest income, non-income expense, inflations rate, net interest margin, return on assets, and money supply growth are all significant determinants of bank profitability. They concluded that the level of bank profitability depends more on human capital.

2.4.5 Liquidity Management and Financial Performance
Liquidity is the ability of an institution to generate sufficient cash or its equivalent in a timely manner at a reasonable price to meet its commitments as and when they fall due. These commitments can either be met by drawing from a stock of cash holdings, by using current cash inflows, by borrowing cash or by converting liquid assets into cash. Liquidity is the probability that an asset can be converted into an expected amount of value within an expected period of time. Cash and cash equivalents are the most liquid assets within the asset portion of a firm’s balance sheet. The level of liquidity can be an indicator of the success or the failure of the firm (Mainelli, 2007)
A widely used liquidity measure is the loans-to-total assets ratio (Total loans/Assets). Loans are less liquid than the other main component of a bank’s asset portfolio -investment securities. Hence, higher values of this ratio denote less liquidity. Because loans earn higher raw rates of return than more secure assets, this ratio may be positively related to profitability. This advantage may be eroded by the higher administrative and transaction costs of loans. If there are substantial loan defaults, because a bank’s credits are substandard or economic conditions are adverse, a large loan portfolio can lead to reduced profitability. If a bank ispaying a high cost to fund the loans their impact on profitability will be negative. Higher liquidity may act to increase profitability by reducing insolvency risk costs (Growe et al., 2014)
Studies finding that the larger the share of loans on the balance sheet the greater will be the bank’s profitability includes: (Francis, 2013), (Gul, Irshad, & Zaman, 2011), (F Sufian, 2011), (Sastrosuwito& Suzuki, 2012),(FadzlanSufian&Habibullah, 2009), and (Trujillo-Ponce, 2013).It is expected that the more loans, the more interest income, and the more profitable the bank is.
In other studies, this relationship failed to reach significance. This studies includes:(Almumani, 2013),(Lee, 2012), (Chronopoulos et al., 2015), (Saeed, 2014), (Ongore&Kusa, 2013), and (Dawit, 2016). In other studies by (Mirzaei&Mirzaei, 2011) and (Vong& Chan, 2009), (Buseretse, 2015), (Sathyamoorthi et al., 2017),  and (Nessibi, 2016), the relationship between size of the credit portfolio and profitability was negative. A bank having good asset quality, strong earnings and sufficient Capital may still fail if it is not maintaining adequate liquidity.
The ratio of loans to assets (LA) has been regarded as a measure of liquidity. Higher values result in lower liquidity. Given the mixed results of previous studies, it is hard to predict liquidity relationship with profitability.
2.5Conceptual Framework

A conceptual framework is a concise description of the phenomena under study accompanied by graphic or visual depiction of the major variables of the study (Mugenda, 2008). The dependent variable in this study was financial performance.While independent variables were Capital adequacy, Asset Quality, Management efficiency, Net Interest Margin and Liquidity. The conceptual framework is illustrated in Figure 2.1.
Figure 2.1 Conceptual Framework
Independent Variable




Dependent Variable
	Capital Adequacy


	Asset Quality

	Financial Performance


	Management Efficiency


	Net Interest Margin


	Liquidity Management


Source: (Author 2020)
CHAPTER THREE

RESEARCH METHODOLOGY

3.0 Introduction

This chapter explains the methods used in the study. It includes the following areas; the research design, target population, sampling and sample design, data collection instruments and procedures, data reliability and validityand model specification 
3.1 Research Design

Panel data research design was used to assess the determinants of financial performance of MFIs in Kenya. The study also made use quantitative research design. 

According to(Gujarati, 2014) using Panel or longitudinal research design has advantages for instance: The techniques of panel data estimation can take heterogeneity explicitly into account by allowing for individual-specific variables, By combining time series and cross-section observations, panel data give “more informative data, more variability, less collinearity among variables, more degrees of freedom and more efficiency. By studying the repeated cross section of observations, panel data are better suited to study the dynamics of change, panel data can better detect and measure effects that simply cannot be observed in pure cross-section or pure time series data.  By making data available for several thousand units, panel data can minimize the bias that might result if we aggregate individuals or firms into broad aggregates. The study employed quantitative research approach as the literature on research methodology showed quantitative research approach tends to assume that there is a cause and effect relationship between known variables of interest. In line with this quantitative research tests, the theoretically established relationship between variables using sample data with the intention of statistically generalizing for the population under investigation will be established
3.2 Population of the Study

The population of interest in this study was all licensed Microfinance Banks operating in Kenya as at December 2018. As of 31st December 2018, 13 Microfinance Banks had been licensed by the Central Bank of Kenya (Appendix II).
3.3 Data Types and Sources
Secondary Quantitative data was collected from the Central Bank of Kenya (CBK) annual Financial Sector Supervision Reports. Financial reports provide a presentation of income statement for the year for the bank, financial position as at the year-end, Cash flow statement and the notes to the accounts. From income statements, data on revenue generated for the year and sources was collected, operating expenses incurred during the year, provisions made for impairment losses on loans and advances and net income made for the year was also collected. Data from the balance sheet included net value of assets, liabilities, capital and reserves. Notes to the accounts provided detailed data on the analysis and breakdown of balances reflected in the income statement and in the balance sheet. Financial and accounting ratios for different variables under study wasdetermined using data extracted from the statements.  
3.4 Data Collection Methods

Data was collected from the 13MFIs which were in operational and had the required data for the study period 2011-2018. Relevant ratios for each MFI and for each year were determined for Capital adequacy, Asset Quality, Net Interest Margin, Management Efficiencyand Liquidity by applying the appropriate ratio formulae. The secondary data was collected guided by the Secondary data collection sheet in Appendix I. 
3.5 Measurement of the Variables

Independent and dependent variables weremeasured base on the study done elsewhere and the results obtained.
3.5.1 Financial Performance

It is a common measure of managerial performance in any institution. It is often described as the primary ratio, as it relates the income earned by the bank to the assets it used in the business operation(Ross,Westerfield, Jaffe 2005).
ROA has been the most widely used in the literature, and is invariably present among whichever the subset of measures used. There are several reasons why the ROA measure is preferred. First, assets directly reflect both income and expense levels (Olson &Zoubi, 2011). Second, ROA does not vary according to the amount of leverage employed, as does ROE (Golin&Delhaise, 2013). By measuring profitability solely in relation to a bank’s asset base, ROA has attributes characteristic of a core profitability indicator. A downside is that it does not include off-balance sheet items. 
ROA has been used by a number of studies including (Ofeh& Jeanne, 2017), (Adams, 2017),(Muriu, 2011), (Kingori et al., 2017), (Kaneza, 2016) and (Kamande et al., 2016)
ROA is calculated as: ROA = Net Profit after Tax / Total Asset.


3.5.2 Capital Adequacy

Capital refers to the amount of own funds available to support a microfinance’s business and therefore microfinance capital acts as a safety net in the case of adverse developments (Athanasoglou et al., 2008).

Various authors have calculated capital strength of various entities asthe ratio of equity capital to total assets. They include;(Muriu, 2011), (Kingori et al., 2017), (Adagi, 2013),(Poposka&Trpkoski, 2013),(Saeed, 2014),(Shipho&Olweny, 2011).  A high capital asset ratio is assumed to be indicator of low leverage and therefore lower risk
Most studies have  found positive resultslike (Muriu, 2011), found out that capital adequacy has robust and significant positive association with MFI profitability. Similar results were found by (Onuonga, 2014), (Nessibi, 2016)and (Shipho&Olweny, 2011)
Negative results were found in studies done by(Growe et al., 2014) and (Tregenna, 2009). Study done by(Iheanyi&Sotonye, 2017), found no relationship.
3.5.3 Asset Quality

Asset quality indicators provide indications of difficulties with a bank’s loan portfolio. Problems with a bank’s asset quality are usually assumed to lower profitability(Growe et al., 2014), and (Muriu, 2011)
One asset quality indicator is the NPL (nonperforming loans) ratio (Nonperforming loans/Total loans). This ratio has been used in the following studies;(Kaneza, 2016), (Growe et al., 2014), (Dawit, 2016),(Ongore&Kusa, 2013), (Elisa & Guido, 2016),
Most of the studies indicate that asset quality affect the financial performance of banks negatively implying that an increase in the asset quality, in terms of non-performing loans, would lead to a decrease in both ROA and ROE of commercial banks. For example (Kaneza, 2016), (Growe et al., 2014), (Mulualem, 2015) and (Elisa & Guido, 2016)
3.5.4 Management Efficiency

Efficiency in expenses management should ensure a more effective use of MFIs loanable resources, which may enhance profitability. Higher ratios of operating expenses to gross loan portfolio imply a less efficient management(Muriu, 2011), hence high expenses management is the main contributors to poor profitability  (F Sufian& Chong, 2008),
Efficiency here means efficiencyin the management of operating expenses: The total MFI costs (net of interest payments) can be split into operating and other expenses (such as taxes, depreciation etc). We regard operating expenses as the only direct outcome of MFI management. We thus measure efficiency in expenses management by the ratio of Adjusted Operating Expense/Adjusted Average Gross Loan Portfolio and in robustness tests, we use Cost per Borrower (CB) (Muriu, 2011)
Most studies have shown that management efficiency impact Microfinance negatively. The result has been found in studies done by(FadzlanSufian&Habibullah, 2009), (Athanasoglou et al., 2008),(Kosmidou, 2008), and (Pasiouras&Kosmidou, 2007)
As much as management efficiency indicate negative relationship with profitability other studies find it contrary. Studies by (Sathyamoorthi et al., 2017) and(Iheanyi&Sotonye, 2017)find out that  Managerial efficiency had no significant relationship with profitability.
Management capability can also be measured using other ratios such cost to income and Operating Cost to Net Operating Income, earnings per employee, operating profit per employee, expenditure per employee and average number of active borrowers per credit  officer.

This study will adopt cost to income ratio (Noninterest expense/Total income). Included in noninterest expenses are administrative, compensation, marketing, and property costs. Higher numbers indicate a bank is operating less efficiently. Its relationship with profitability is almost uniformly negative (Growe et al., 2014)
3.5.5. Net Interest Margin
Earnings ability represents the potential for a MFI to realize profits that enable the organization to fund expansion, remain competitive and increase its capital .The earnings of a MFI constitute income from all operations. By assessing earnings ability, one can check the bank’s efficiency to cover all potential losses and its ability to distribute dividends (Sathyamoorthi, Mapharing, Ndzinge, Tobedza, & Dima, 2017). 

Staff and other operating expenses represent cost- or efficiency-related variables. They have a relatively high negative impact on the NIM, which highlights the importance of banks being efficient. From a different perspective, only approximately 45% of an increase in staff or other operating expenses can be passed on to customers by increasing the NIM
NIM is a measure of the difference between the interest income generated by banks and the amount of interest paid out to their lenders relative to the amount of interest earning assets or total assets (Ongore&Kusa, 2013),
NIM measures the gap between the interest income the bank receives on loans and securities and interest cost of its borrowed funds (Ongore&Kusa, 2013). It reflects the cost of bank intermediation service and the efficiency of the bank. The higher the net interest margin, the higher the bank's profit and the more stable the bank is. Thus, it is one of the key measures of bank profitability

Interpretation of the high net interest margin can be seen from two sides. First, high net interest margin reflects a low level of efficiency of banking and banking market conditions which is not competitive. Second, high interest margin reflects inadequate in banking regulations and high asymmetric information.
(Karakuza, 2017) examined bank specific determinants of profitability in Turkish banks during the period 2005 – 2014. He used return on assets (ROA) as dependent variable. Dependent variables included Amount of net interest income as a proportion of total operating income.  Consumer loans as a proportion of total loans.  The findings were that Non-interest income as a proportion of total assets is strongly positively related to profitability. Consumer loans as a proportion of total loans is negatively related to profitability. His findings indicated that while the traditional source of bank profits from lending remains crucial, diversifying away from consumer loans into earning income from non-interest sources is important for enhancing bank profitability

Hasan and İbrahim (2014) conducted a study on the determinants of Turkish banks profitability for the period 1895-2005. They provide much statistical analysis on banks’ net interest margin and profitability. They provide much statistical analysis on banks’ net interest margin and profitability. Second, they use panel data regression. The internal factors they tested include overhead, interest-bearing assets, and equity. They concluded that the level of bank profitability depends more on human capital. The qualified staff could improve the efficiency more than other factors. Meaning that the higher expenses in financial institutions could increase efficiency.

Soylu&Durmaz (2013) explored the determinants of the commercial bank profitability in Turkey. The results revealed that the performance of the domestic banks had been unstable within around two decades because of the negative profits. In their study, they also emphasize that the capital strength, non-interest income, non-income expense, inflations rate, net interest margin, return on assets, and money supply growth are all significant determinants of bank profitability. They concluded that the level of bank profitability depends more on human capital.
3.5.6 Liquidity
A key liquidity ratio in measuring liquidity  is the liquid assets ratio (Liquid assets/Total assets) (Growe et al., 2014). Many studies however have used loan to asset ratio. These studies includes: (Kingori et al., 2017), (Karakuza, 2017). (Ongore&Kusa, 2013), and (Growe et al., 2014)
Positive relationship between liquidity and financial performance were observed in the following studies; (Kosmidou, 2008), (Poposka&Trpkoski, 2013).
3.6 Data Analysis

Descriptive statistics such as means and standard deviations were used to summarize the data. Also percentages and frequencies, tables and other graphical presentations were used where appropriate. The study usedpanel regression analysis to see the extent of performance of MFIs. Several significance tests were applied to the variables and model under study to see the significance of the variables and the fitness of the overall model. This was achieved by the use of STATA statistical Software. 
3.6.1 Analytical Model

The study adopted a multivariate Random Effect regression model to analyze the factors affecting financial performance of MFIs in Kenya. In analyzing the data, ROAwas used as an indicator of the dependent variable; the independent variables wereCapital Adequacy, Asset Quality, Management efficiency,Net Interest Marginand Liquidity. The following general random effect regression model was adopted: 
Yit=ß0+ß1CAit + ß2AQit + ß3MEit+ ß4NIMit+ ß5LMit+Ɛit + Uit ……………………..….. (1)

Where: 

Yit = Performance of MFIi at time t as expressed by ROE 

CAit = Capital Adequacy of MFI iat time t

AQit= Asset Quality of MFIiat time t
MEit = Management Efficiency of MFI iat time t
NIMit=Net Interest Margin of MFI i at time t

LMit = Liquidity Management of MFI iat time t
ß0= the constant term 

ß1,-ß4 = Coefficients parameters 

Ɛit = Error term where i is cross sectional and t time identifier
Uit =Error term capturing within effect across time t
3.7 Diagnostic Tests

Several tests ranging from the Hausman specification tests, multicollinearity test, autocorrelation tests, stationarity test and Heteroskedasticity tests were conducted before running the final panel regression model. 

3.7.1 Normality Test

A normal distribution is not skewed and is defined to have a coefficient of kurtosis of three. In order to assess likelihood that the panel data set is normally distributed. Jarque–Bera (JB) Test of Normality was adopted. The JB test of normality is an asymptotic, or large-sample, test. It is also based on the OLS residuals. This test first computes the skewness and kurtosis,then measures OLS residuals.For a normally distributed variable, S = 0 and K = 3. Therefore, the JB test of normality is a test of the joint hypothesis that S and K are 0 and 3, respectively. In that case the value of the JB statistic is expected to be 0. Under the null hypothesis that the residuals are normally distributed (Gujarati, 2014).In the test, the null hypothesis is that the data is normally distributed (not different from a normal distribution. A p-value greater than 0.05 implies that the null hypothesis will not be rejected meaning that the data is normally distributed. 
3.7.2 Multicollinearity test
Multicollinearity is a statistical condition in which the independent variables have a high magnitude of correlation. It is not possible to see the impacts of a change in one variable while the other variables are held constant due to this interrelationship between the variables. Small changes in the data may also cause severe changes in the coefficients. Therefore, it is important to exclude possible multicollinearity from the study (Damodar, 2004). The study hence tested for the existence of multicollinearity among the predictor variables using a variance inflation factor (VIF) method. If the VIF is above 10, it indicates that there are problems of multicollinearity in the model.
3.7.3 Autocorrelation test
Serial correlation exists when there is a correlation among the error terms due to changes in time. The study used data collected over a period of time and hence there was a need to test for the presence of first order serial autocorrelation. The study used Wooldridge Test of autocorrelation in Panel data. The null hypothesis of the Wooldridge Test of Autocorrelation test is no first order correlation. If the p-value is significant (p-value < 0.05), then the null hypothesis is rejected (Gujarati, 2014).
3.7.4 Heteroscedasticity test
The study tested against violation of the assumption of homoscedasticity. There was need to ensure that the residuals of the regression model are constant across time and hence the study used Likelihood Ratio Test of Heteroskedasticity. The test has null hypothesis which states that the error term are Homoscedastic. If the Prob> chi2 value is significant (Less than 0.05), the null hypothesis is rejected (Wang, 2009).
3.7.5 Stationarity Test

Since the data used in the study has the aspect of time, the study tested for the stationarity of the data to establish the presence of unit roots. This study adopted Levin-Lin-Chu method which is strongly advised ahead of other tests such as IPS and Breitung since it is not very strict. The null hypothesis for the test is that the data has a unit root. A p-value greater than 0.05 implies that the null hypothesis is not rejected.Presence of unit root was corrected by differencing. 
3.7.6 Hausman Specification Test
The test evaluates the consistencyDamodar, 2004) estimator which is already known to be consistent. It helps one evaluate if a statistical model corresponds to the data ( of an estimator when compared to an alternative, less efficient. The study conducted the Hausman test to establish the best model between a Fixed and Random effect model. The following hypotheses are tested under this test:

H0: 
Difference between the coefficients is not consistent (Random Effect Model is suitable)

Ha: 
Difference between the coefficients is consistent (Fixed Effect Model is suitable)

The test provides a chi-square value and a corresponding p-value which formed the basis of accepting or rejecting the null as appropriate. A value greater than 0.05 indicates that the Random effect model is suitable.
CHAPTER FOUR

RESEARCH FINDINGS AND DISCUSSION

4.0 Introduction
This  chapter  presents  the  results  of  analysis  of  the  data  collected  in  line  with  the  research design described  in  Chapter three. Data analysis started by descriptive analysis of the study variables aimed at obtaining the general profile of the data. Trends analysis was also conducted to establish the changes in the variables over time. In addition, appropriate regression diagnostic checks were undertaken on the data so as to determine its suitability for further statistical analysis. Further, there was an estimation of the panel regression modeland interpretationof the results conducted. 
4.1Descriptive Analysis
This  section  presents  the  descriptive  statistical  analysis  of  the  collected  data  based  on  the results of the entire sample. Summary statistics that  encapsulate  the  measures  of  central  tendency  such  as  the  mean,  the  measures  of  dispersion such as standard deviation, minimum and maximum observations as well as  measures of distribution (Skewedness and Kurtosis) and JarqueBera were used. The findings are presented in Table 4.1.

Table 4.1 Overall Panel Variables Descriptive Statistics

	
	Asset

Quality
	Capital

Adequacy
	Liquidity
	Management

Efficiency
	NIM
	ROA

	 Mean
	0.194
	0.368
	0.235
	1.556
	0.183
	(0.063)

	 Median
	0.140
	0.306
	0.196
	0.893
	0.181
	(0.012)

	 Maximum
	0.725
	0.874
	0.699
	14.333
	0.500
	0.038

	 Minimum
	0.000
	(0.306)
	0.063
	0.121
	0.000
	(0.542)

	 Std. Dev.
	0.175
	0.268
	0.140
	1.950
	0.087
	0.118

	 Skewness
	1.434
	0.353
	1.280
	4.102
	0.417
	(2.064)

	 Kurtosis
	4.486
	2.192
	4.318
	24.746
	4.430
	7.004

	Jarque-Bera
	35.201
	3.888
	27.967
	1,823.111
	9.242
	111.605

	 Probability
	0.000
	0.143
	0.000
	0.000
	0.010
	0.000

	 Observations
	81
	81
	81
	81
	81
	81


Source: Research Data (2011-2018)
The study findings in Table 4.1 indicated that the minimum ROA recorded in the study period (2011 – 2018) was -54.2% and the maximum was 3.8%. On average, the performance of the MFIs in the study period was a loss of – 6.3% Returns on Assets. A standard deviation of 0.118 reflected a high variation in the performance across the time period. 

The findings also indicated that the Skewness was negative which implies that the ROA of the MFIs was skewed to the left of the mean which implies that the firms were operating at a loss. 

The findings also indicated that the minimum capital adequacy captured as a ratio of equity capital to total assets recorded in the study period (2011 – 2018) was – 0.306 and the maximum was 0.874. The average value of capital adequacy recorded was 0.368 with a standard deviation of 0.268 reflecting a high variation in capital adequacy from firm to firm.  The data on capital adequacy was positively skewed which indicates increasing ratio of equity capital to total assets. This implies more injection of equity capital into the MFIs over the study period. In regard to asset quality captured as ratio of non-performing loans to total loans, it was established that the minimum value of asset quality recorded in the study period was (0.00) and the maximum value was 0.725. The average asset quality value recorded in the study period was (0.194) which imply that the loan book is deteriorating meaning that more and more clients are not paying their loans on time. The standard deviation was also high at 0.175 which indicate a high variation in the asset quality among the firms. The asset quality was also positively skewed meaning that most of the MFIs had deteriorating loan books reflecting increasing non-performing loans. 

The minimum value of management efficiency captured as the ratio of non-interest expense to total income recorded in the study period was (0.121) while the maximum was 14.333. The average value of management efficiency was 1.556 which implies that across the sector, non-interest expense exceeds the total income generated which signifies poor performance (management inefficiency). The value also indicated high variation from firm to firm as shown by a high standard deviation of 1.950. The data on management efficiency was also positively skewed implying that the non-interest expense of the MFIs was increasing faster than the total income generated. The findings also showed that the minimum Net Interest Margin captured as a ratio of net interest income to total assets was (0.000) while the maximum was 0.500. The average value of Net Interest Margin for the MFIs in the study period was 0.183 with a positive Skewness implying that the MFIs are performing well in the interest income since they get more interest income from the loans advanced from the customers as compared to the interest they pay from loans borrowed from other lenders. In regard to liquidity measured as the ratio of liquid assets to total assets, it was established that the minimum value recorded was 0.063 while the maximum value recorded was 0.699. On average, the liquidity value recorded in the study period was 0.235 with a positive Skewness implies that the MFIs are in a position to pay short term liabilities as and when they fall due with a lot of ease. A standard deviation of 0.140 indicated high variation in liquidity across the firms.

4.2Trend Analysis

The study conducted trend analysis in order to establish and graphically present the change in the variables over time. This trend gives a picture of the stationarity of the variables. Highly predictable trends indicate that the data is not stationary (has unit roots) while unsteady trends reveal that the data is not stationary. 

4.2.1 Trend Analysis of Performance (ROA)
The mean ROAper year was established for the entire industry and used to determine the trends for the study period between the year 2011 and 2018. The findings presented in Figure 4.1.
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Source: Research Data (2011-2018)
Figure 4.1 Trend Analysis of Performance (ROA)
The trends indicate that ROA of MFIs had unsteady increasing and decreasing trends between the year 2011 and 2018. Overall, the ROA of the MFIs has been on the negative side of the graph throughout the study period apart from the year 2012. Between the year 2011 and 2017, the MFIs performed better in the year 2012 and was the worst in the year 2015. From the year 2017, the average performance of MFIs deteriorated. 
4.2.2 Trend Analysis of Capital Adequacy

The Capital adequacy value of the MFIs was averaged per year and used to establish the mean plots as shown in Figure 4.2. 
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Source: Research Data (2011-2018)
Figure 4.2 Trend Analysis of Capital Adequacy
The trend analysis indicates that the average annual capital adequacy of the MFIs has been unsteady with both increasing and decreasing trends. The capital adequacy increased between the year 2012 and 2015 and decreased sharply to the lowest value in the year 2018. 
4.2.3 Trend Analysis of Asset Quality

The asset quality values of the MFIs was averaged per year and used to establish the mean plots as shown in Figure 4.3. 
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Source: Research Data (2011-2018)

Figure 4.3 Trend Analysis of Asset Quality
The graph reflectsincreasing trends in asset quality in the study period. Even though the trends are unsteadily increasing, there has been consistency in the increase to imply that the non-performing loans of the MFIs has been increasing since the year 2011 to 2018. 
4.2.4 Trend Analysis of Management Efficiency
The study established the annual trends in management efficiency captured as the average of the entire industry per year. The average was then used to determine the trends as shown in Figure 4.4. 
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Source: Research Data (2011-2018)
Figure 4.4 Trend Analysis of Management Efficiency
The figure reflects unsteady trends in management efficiency. There was a decreasing and increasing trend in the study period. However, in the year 2015, management efficiency recorded its highest value in the study period at 2.647. The lowest value was recorded in the year 2014 at 0.909. From the year 2015, management efficiency has been decreasing to imply that the non-interest expense has been decreasing too. 
4.2.5 Trend Analysis of Net Interest Margin
The trends for Net Interest Margin were also established using the annual average of the entire industry. The findings are presented in Figure 4.5.
[image: image5.emf].14

.16

.18

.20

.22

.24

2011 2012 2013 2014 2015 2016 2017 2018

Mean of NIM


Source: Research Data (2011-2018)

Figure 4.5 Trend Analysis of Net Interest Margin
It was shown that Net Interest Margin had unsteady increasing and decreasing trends in the study period. However, from the year 2015 to 2018, there has been a steady increase in the NIM of the MFIs. This implies that the net interest income of the MFIs has been increasing steadily. 
4.2.6 Trend Analysis of Liquidity
The liquidity trends were established using the annual average of the entire industry. The findings are presented in Figure 4.6.
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Source: Research Data (2011-2018)

Figure 4.6 Trend Analysis of Liquidity
It was indicated that apart from the average industry increase in the year 2015, the average liquidity decrease steadily up to 2017 before a slight increase in the year 2018. The lowest value was recorded in the year 2017 while the highest value was recorded in the year 2011. An increase in liquidity in the year 2018 showed an increase in liquidity assets. 
4.3Assumptions of Linear Regression
Before using the data to perform inferential analysis, the study conducted diagnostic tests, that is, descriptive tests which also contained JarqueBera test of normality test, multicollinearity test, autocorrelation test, Heteroskedasticity test, stationarity test and lastly Hausman specification test. These tests are presented and discussed in this section. 
4.3.1 Normality Test

The normality of the data for all the variables was established and indicated in Table 4.2. JB test was adopted. 

Table 4.2 JarqueBera Test of Normality

	
	Asset

Quality
	Capital

Adequacy
	Liquidity
	Management

Efficiency
	NIM
	ROA

	Jarque-Bera
	35.201
	3.888
	27.967
	1,823.111
	9.242
	111.605

	 Probability
	0.000
	0.143
	0.000
	0.000
	0.010
	0.000


Source: Research Data (2011-2018)
The results in Table 4.2 indicated that the JarqueBera (JB) value for ROA was significant (0.000 < 0.05) which implies that the data for ROA was not normally distributed. To normalize, natural logarithm of the data was carried out. JarqueBera (JB) value for capital adequacy was not significant (0.143 > 0.05) which implies that the data for capital adequacy was normally distributed. 

JarqueBera (JB) value for asset quality was significant (0.000 < 0.05) which implies that the data for asset quality was not normally distributed. Natural logarithm was conducted in order to normalize it. JarqueBera (JB) value for management efficiency was significant (0.000 < 0.05) which implies that the data for management efficiency was not normally distributed. Natural logarithm was conducted in order to normalize it. 

The JarqueBera (JB) value for Net Interest Margin was significant (0.010 < 0.05) which implies that the data for Net Interest Margin was not normally distributed. Natural logarithm was conducted in order to normalize it. The JarqueBera (JB) value for liquidity was significant (0.000 < 0.05) which implies that the data for liquidity was not normally distributed. Natural logarithm was conducted in order to normalize it. After natural logarithm, the data was normally distributed since they assumed a bell shape as indicated in Figure 4.7. 
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Figure 4.7 Graphical Representation of Normality
4.3.2Homoscedasticity Test
The study tested against violation of the assumption of homoscedasticity. There was need to ensure that the residuals of the panel regression model are constant across time and hence the study used likelihood ratio test to run the test. The likelihood ratio test is the best method for testing heteroscedasticity in panel data. It is tested against the null hypothesis of homoscedasticity. The results are presented in Table 4.3. 
Table 4.3Likelihood Ratio Test of Heteroskedasticityin Panel Data

	Log Likelihood
	=
	93.8077

	Wald Chi2 (5)
	=
	105.33

	Prob> Chi2
	=
	0.000


Source: Research Data (2011-2018)

The results in Table 4.3 indicate that the null hypothesis of Homoscedastic error terms is rejected as supported by a Prob> chi2 which is less than the critical p value (0.000). This therefore implies that the study adopted regression with panel corrected standard errors using robust standard errors.
4.3.3Multicollinearity Test

The study conducted a Multicollinearity test to establish whether the independent variables were highly correlated. Multicollinearity is a situation when independent variables in the regression model are highly inter-correlated. Multicollinearity inflates the variances of the parameter estimates and hence this may lead to lack of statistical significance of individual predictor variables even though the overall model may be significant.  The study adopted the Variance Inflation Factor (VIF) method to test for multicollinearity. The findings are presented in Table 4.4. 
Table 4.4 Variance Inflation Factor Test of Multicollinearity
	Variable 
	VIF
	1/VIF

	NIM
	1.960
	0.510

	Liquidity
	1.640
	0.608

	Management Efficiency
	1.130
	0.882

	Capital Adequacy
	1.100
	0.908

	Asset Quality
	1.080
	0.929

	Mean VIF 
	1.380
	


Source: Research Data (2011-2018)

The findings indicate that VIF values for all the independent variables were less than 10, which is the maximum thresholdacceptable. It can hence be concluded that the variables did not suffer from the problem of multicollinearity. Further analysis could therefore be performed using the data set. 
4.3.4 Stationarity Tests

Since the data used in the study had the aspect of time, the study tested for the stationarity of the data to establish the presence of unit roots. The presence of a unit root was tested by using Levin-lin-chu. The null hypothesis for the test is that all panels contain unit root. A p-value greater than 0.05 implies that the null hypothesis is not rejected. The findings are presented in Table 4.5. 
Table 4.5 Levin Lin Chu Test of Panel Data Stationarity at Level
	Variable
	Test
	Statistic at Level
	P-Value
	Decision

	ROA
	LLC
	-2.280
	0.011
	Stationary

	Capital Adequacy
	LLC
	-6.677
	0.000
	Stationary

	Asset Quality
	LLC
	2.411
	0.992
	Not Stationary

	Management Efficiency
	LLC
	-3.829
	0.000
	Stationary

	Liquidity
	LLC
	-1.966
	0.024
	Stationary

	Net Interest Margin
	LLC
	-0.185
	0.427
	Not Stationary

	Null Hypothesis 
	Has a unit root (Not Stationary)


Source: Research Data (2011-2018)

The study findings indicated that four variables in the study, that is, ROA, Management efficiency, capital adequacy and Liquidity were  stationary  at level before differencing since  the  P-values  associated  with  their  respective  test  statistics were  less than 0.05. A value less than 0.05 imply that the null hypothesis that the data has a unit root (Not Stationary) was rejected. However, Net Interest Margin and asset quality was not stationary at level hence it was first differenced and then stationarity tested again as shown in Table 4.6. 
Table 4.6 Levin Lin Chu Test of Panel Data Stationarity at First Difference
	Variable
	Test
	Statistic at First Difference
	P-Value
	Decision

	Asset Quality
	LLC
	-7.085
	0.000
	Stationary

	Net Interest Margin
	LLC
	-6.065
	0.000
	Stationary

	Null Hypothesis 
	Has a unit root (Not Stationary)


Source: Research Data (2011-2018)

The study findings indicated that Asset Quality and Net Interest Margin became  stationary  after first differencing since  the  P-values  associated  with  its  respective  test  statistics was  less than 0.05. 

4.3.5Granger Causality
Granger causality was adopted to establish whether a bi-directional / uni-directional relationship exist between the CAMEL variables and financial performance. The null hypothesis for the test is that, Variable X does not granger cause variable Y and vice versa. A p-value greater than 0.05 leads to rejection of the null hypothesis. Table 4.7 indicates the granger causality results. 
Table 4.7 Granger Causality
	Null Hypothesis:
	 F-Statistic 
	 Prob.  

	 CAPITAL ADEQUACY does not Granger Cause ASSET QUALITY
	        1.297 
	        0.282 

	 ASSET QUALITY does not Granger Cause CAPITAL ADEQUACY
	        0.993 
	        0.378 

	 LIQUIDITY does not Granger Cause ASSET QUALITY
	        0.199 
	        0.820 

	ASSET QUALITY does not Granger Cause LIQUIDITY
	        0.280 
	        0.757 

	 MANAGEMENT EFFICIENCY does not Granger Cause ASSET QUALITY
	        2.142 
	        0.128 

	ASSET QUALITY does not Granger Cause MANAGEMENT EFFICIENCY
	        1.169 
	        0.319 

	 NIM does not Granger Cause ASSET QUALITY
	        4.020 
	        0.024 

	 ASSET QUALITY does not Granger Cause NIM
	        3.677 
	0.032 

	 ROA does not Granger Cause ASSET QUALITY
	        1.716 
	        0.190 

	ASSET QUALITY does not Granger Cause ROA
	        0.970 
	        0.386 

	 LIQUIDITY does not Granger Cause CAPITAL ADEQUACY
	        0.380 
	        0.686 

	 CAPITAL ADEQUACY does not Granger Cause LIQUIDITY
	        0.698 
	        0.502 

	 MANAGEMENT_EFFICIENCY does not Granger Cause CAPITAL ADEQUACY
	        2.571 
	        0.087 

	 CAPITAL ADEQUACY does not Granger Cause MANAGEMENT EFFICIENCY
	        0.183 
	        0.834 

	 NIM does not Granger Cause CAPITAL_ADEQUACY
	        1.124 
	        0.333 

	 CAPITAL ADEQUACY does not Granger Cause NIM
	        1.267 
	        0.291 

	 ROA does not Granger Cause CAPITAL ADEQUACY
	        3.740 
	0.031 

	 CAPITAL ADEQUACY does not Granger Cause ROA
	        0.221 
	        0.803 

	 MANAGEMENT EFFICIENCY does not Granger Cause LIQUIDITY
	        0.763 
	        0.472 

	 LIQUIDITY does not Granger Cause MANAGEMENT EFFICIENCY
	        0.474 
	        0.625 

	 NIM does not Granger Cause LIQUIDITY
	        5.813 
	0.005 

	 LIQUIDITY does not Granger Cause NIM
	        2.786 
	        0.071 

	 ROA does not Granger Cause LIQUIDITY
	        1.295 
	        0.283 

	 LIQUIDITY does not Granger Cause ROA
	        1.821 
	        0.172 

	 NIM does not Granger Cause MANAGEMENT EFFICIENCY
	        4.401 
	        0.017 

	 MANAGEMENT EFFICIENCY does not Granger Cause NIM
	        9.332 
	        0.000 

	 ROA does not Granger Cause MANAGEMENT EFFICIENCY
	        2.610 
	        0.084 

	 MANAGEMENT EFFICIENCY does not Granger Cause ROA
	        0.773 
	        0.467 

	 ROA does not Granger Cause NIM
	        6.853 
	0.002 

	 NIM does not Granger Cause ROA
	        0.933 
	        0.400 


The results in Table 4.7 indicate that the null hypotheses that NIM does not Granger Cause asset quality; asset quality does not Granger Cause NIM, ROA does not Granger Cause capital adequacy;NIM does not Granger Cause liquidity; NIM does not Granger Cause management efficiency; management efficiency does not Granger Cause NIM and ROA does not Granger Cause NIM were rejected (Prob< 0.05). This implies that NIM causes asset quality; asset quality causes NIM, ROA causes capital adequacy; NIM causes liquidity; NIM causes management efficiency; management efficiency causes NIM and ROA causes NIM. 
4.3.6 Hausman Specification Test
Hausman specification test was used by the study to select the best regression model between a random effect and a fixed effect regression model. The following hypotheses were tested:

H0:
Difference between the coefficients is not consistent (Random Effect Model is suitable)

Ha:
Difference between the coefficients is consistent(Fixed Effect Model is suitable)
The null hypothesis for Hausman test states that the difference between the coefficients is not consistent meaning that a random effect model is the best while the alternative hypothesis states that the differences are consistent implying that a fixed effect model is the best. If the P-value (Prob>chi2) is greater than 0.05, do not reject the null hypothesis, otherwise reject the null hypothesis. The results for Hausman specification tests are presented in Table 4.8.

Table 4.8Hausman Specification Test

	Chi2(5)
	= 
	(b-B)'[(V_b-V_B)^(-1)](b-B)

	
	=
	7.99
	
	

	Prob>chi2
	=
	0.1569
	
	


Source: Research Data (2011-2018)

Results in Table 4.8 indicates a Prob> chi2value of 0.1569  which is greater than critical P value at 5% level of significance which implies that the null hypothesis that a random effect model is the best is not rejected. The study hence used a random effect regression model to establish the determinants of financial performance of microfinance institutions in Kenya.
4.3.7 Autocorrelation Test

Autocorrelation test was conducted to find out whether the error terms of the fixed effect regression model were not correlated. The study used Wooldridge Test of Autocorrelation in Panel data. The null hypothesis of the test is no first order correlation. If the p-value is significant (P-value < 0.05), then the null hypothesis is rejected. The findings are presented in Table 4.9. 

Table 4.9 Wooldridge Test of Autocorrelation in Panel data

	Wooldridge Test for Autocorrelation in Panel Data

	H0: No first order autocorrelation

	F(  1, 12) =      0.551

	Prob> F =      0.472


Source: Research Data (2011-2018)

From the Table 4.9 the null hypothesis of no first order correlation is not rejected given that the p-value is not significant (P-value = 0.474 > 0.05). It can hence be concluded that the final panel regression does not suffer from the problem of first order autocorrelation.
4.4. Inferential Statistics
This section presents the results for random effect regression analysis. 
4.4.1 Random Effect Regression Analysis

The results on Model fitness, coefficient of determination and model coefficients have been presented and explained. Table 4.10 shows the results.
Table 4.10: RandomEffect Regression Model
	Predictor Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	NIM
	      (0.195)
	        0.140 
	         (1.397)
	        0.167 

	Management Efficiency
	      (0.032)
	        0.007 
	         (4.622)
	        0.000 

	Liquidity
	        0.020 
	        0.075 
	           0.265 
	        0.792 

	Capital Adequacy
	      (0.003)
	        0.038 
	         (0.091)
	        0.928 

	Asset Quality
	      (0.071)
	        0.055 
	         (1.305)
	        0.197 

	C
	        0.033 
	        0.045 
	           0.736 
	        0.464 

	Effects Specification
	
	
	

	R-squared
	        0.802 
	
	
	

	Adjusted R-squared
	        0.748 
	
	
	

	S.E. of regression
	        0.059 
	
	
	

	Sum squared Residual
	        0.222 
	
	
	

	Log likelihood
	    124.085 
	
	
	

	F-statistic
	      14.983 
	
	
	

	Prob(F-statistic)
	        0.000 
	
	
	


Source: Research Data (2011-2018)

Regression Equation

Financial Performance = (0.033) – 0.003  (Capital Adequacy) – 0.071 (Asset Quality) – 0.195 (Net Interest Margin) + 0.020 (Liquidity) – 0.032 (Management Efficiency)
Which can be simplified as follows: 

Yit = (0.033) – 0.003  (CAit) – 0.071 (AQit) – 0.195 (NIMit) + 0.020 (LMit) – 0.032 (MEit)

4.4.2 Coefficient of Determination (R-Square)

The RE regression results indicated that the R-Square value was 0.802 which implies that the model explains 80.2% of financial performance of the MFIs being attributed to the five CAMEL determinants in the study with19.8% being unexplained by unidentified variable in the CAMEL approach. The adjusted R-squared value was 0.748 which implies that the significant variable in the regression, Management Efficiency, account for up to 74.8% of the variation in financial performance of the MFIs.
4.4.3 Model Fitness

The model had a significant fitness (Prob F- statistic = 0.000< 0.05) which implies that the overall RE model used to determine the determinants of financial performance of MFIs fit well. This means that the five CAMEL measures can be used to predict the outcome of financial performance of MFIs. 
4.5 Test of Hypotheses
The study adopted five null hypotheses to establish the determinants of financial performance of MFIs in Kenya between the year 2011 and 2018. Using panel data, a RE regression model was used to test the hypothesis as indicated. 
4.5.1 Effect of Capital Adequacy on the Financial Performance of MFIs in Kenya

The study established the effect of Capital Adequacy on the Financial Performance of MFIs in Kenya. The following null hypothesis was tested: 
Ho1:
Capital Adequacy has no significant effect on the financial performance of MFIs in Kenya.
The findings in table 4.10 indicated that capital adequacy has a negative (B =- 0.003) but not significant effect (Sig = 0.928, > 0.05) on financialperformance of MFIs. This implies that a unit increase in capital adequacy by increasing shareholders equity doesn’t improve the financial performance significantly. Since the P-value is not significant (0.928, > 0.05), the null hypothesis is not rejected. Therefore it can be concluded that capital Adequacy has no significant effect on the financial performance of MFIs in Kenya.
These findings were consistent with the  studies done by(Growe et al., 2014) and (Tregenna, 2009),(Aladwan, 2015) which had similar negative results
4.5.2 Effect of Asset Quality on the Financial Performance of MFIs in Kenya

The study established the effect of Asset Quality on the Financial Performance of MFIs in Kenya. The following null hypothesis was tested: 

Ho2:
Asset Quality has no significant effect on the financial performance of MFIs in Kenya.
The RE regression results presented in table 4.10 was used to test this hypothesis. The results showed that asset quality has a negative (B = - 0.071)and not significant effect (Sig = 0.197, > 0.05) on financial performance of MFIs. This implies that a unit increase in asset qualityleads to aninsignificant decrease in financial performance by 0.071 units. Since the P-value is significant (0.197 > 0.05), the null hypothesis is not rejected.  Therefore it can be concluded that asset quality does not have a significant effect on the financial performance of MFIs in Kenya.
These findings conform to the  studies done by(Kaneza, 2016), (Kamande et al., 2016) and (SimeyoOtieno, Nyagol, &Onditi, 2016) who found out that asset quality is negatively related to profitability
4.5.3 Effect of Management efficiency on the Financial Performance of MFIs in Kenya

The study established the effect of management efficiency on the Financial Performance of MFIs in Kenya. The following null hypothesis was tested: 

Ho3:
Management efficiency has no significant effect on the financial performance of MFIs in Kenya.
The study used the RE regression model to test the hypothesis. Based on the findings, it was established that management efficiencyhad a negative (B = - 0.032) and significant effect (Sig = 0.000, < 0.05) on financial performance of MFIs. This implies that a unit increase in management efficiency leads to a significant decrease in financial performance by 0.032 units. Since the P-value is significant (0.000 < 0.05), the null hypothesis is rejected.  Therefore it can be concluded that management efficiency has a significant effect on the financial performance of MFIs in Kenya.The findings agree with the findings of other studies such as Fadzlan, Sufianand Habibullah (2009), Athanasoglouet al.(2008),Kosmidou (2008)and Pasiourasand Kosmidou (2007).
4.5.4 Effect of Net Interest Margin on the Financial Performance of MFIs in Kenya

The study established the effect of net interest marginon the Financial Performance of MFIs in Kenya. The following null hypothesis was tested: 

Ho4:
Net Interest Margin has no significant effect on the financial performance of MFIs in Kenya.
The findings presented in Table 4.10 were used to test this hypothesis. It revealed that net interest margin had a negative(B = - 0.195)but not significant effect (Sig = 0.167, > 0.05) on financial performance of MFIs. This implies that a unit increase in net interest margin leads to an insignificant decrease in financial performance by 0.195 units.Since the P-value is not significant (0.167 > 0.05), the null hypothesis is not rejected.  Therefore it can be concluded that net interest margin does not have asignificant effect on the financial performance of MFIs in Kenya.
This study agrees with the study done by  (Karakuza, 2017), (Hasan and İbrahim 2014)  who found out that net interest income showed a negative relationship with profitability hence the diversification away from consumer loans into earning income from non-interest sources.
4.5.5 Effect of Liquidity on the Financial Performance of MFIs in Kenya

The study established the effect of liquidityon the Financial Performance of MFIs in Kenya. The following null hypothesis was tested: 

Ho5:
Liquidity has no significant effect on the financial performance of MFIs in Kenya.
The study adopted a RE regression model to establish the effect of liquidityon the Financial Performance of MFIs in Kenya. The findings presented in Table 4.10 were used to test this hypothesis. It revealed that liquidity had a positive (B = 0.020)but not significant effect (Sig = 0.792, > 0.05) on financial performance of MFIs. This implies that a unit increase in liquidity leads to an increase in financial performance by 0.020 units. The increase is however not significant. Since the P-value is not significant (0.792> 0.05), the null hypothesis is not rejected.  Therefore it can be concluded that liquidity does not have a significant effect on the financial performance of MFIs in Kenya.
The findings are consistent with the findings from previous studies such as Kosmidou(2008), Poposka andTrpkoski (2013) who established a positive relationship between liquidity and financial performance. 
CHAPTER FIVE
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.0 Introduction

The results of the study have been summarized in this chapter, conclusions have been drawn and areas for further studies have been identified
5.1 Summary of Findings

The study sought to establish the determinants of financial performance of MFIs in Kenya. Specifically, the effect of Capital Adequacy, Asset Quality, Management Efficiency, Net Interest Margin and Liquidity management on the financial performance of MFIs in Kenya was established. Data spanning eight years from the year 2011 to 2018 was used. A RE regression model using robust standard errors was adopted to test the hypotheses. 
Based on the RE regression model findings, it was established that capital adequacy has a negative but not significant effect on financial performance of MFIs which implies that an increase in capital adequacy leads to an insignificant decrease in financial performance of MFIs in Kenya.

The RE regression results also indicated that asset quality has a negative and not significant effect on financial performance of MFIs implying that that an increase in asset quality leads to an insignificant decrease in financial performance of MFIs in Kenya.
It was also established that management efficiency has a negative and significant effect on financial performance of MFIs which implies that an increase in management efficiency leads to a significant decrease in financial performance of MFIs in Kenya. 

The findings from the RE regression model also indicated that Net Interest Margin has a negativebut not significant effect on financial performance of MFIs which shows that an increase in net interest margin leads to an insignificant decrease in financial performance of MFIs in Kenya. 

Lastly, it was established that the effect of liquidityon the Financial Performance of MFIs in Kenya was positive but not significant which implies that an increase in liquidity leads to an increase in financial performance of MFIs in Kenya. 
5.2 Conclusions

Based on the study findings, the study concludes that an increase in capital adequacy by increasing shareholders equity does not lead to an improvement in financial performance of MFIs in Kenya. Another conclusion based on the study findings is that assessment of a possible loan loss in the future or a timely recognition of bad MFI’s loans can lead to a significant improvement in the financial performance of MFIs in Kenya.The study also concludes that when the MFI’s non-interest expenses rise faster than the total interest income generated from the loans, it significantly reduce the financial performance of MFIs.
It can also be concluded that when the MFIs earnings ability through interest income increases faster than the interest expense, it does not have a significant improvement on the financial performance MFIs in Kenya. Based on the findings, the study also concludes that an increase in liquid assets leads to an insignificant improvement inthe financial performance of MFIs in Kenya. 
5.3 Recommendations for Practice and Policy

Based on the findings that capital adequacy has a negative but not significant effect on financial performance of MFIs, the study recommends that the shareholders of MFIs should have a balance in their amount of capital they inject into the business in order to ensure that it is not invested unwisely which would in turn decrease ROA.
Since the findings of the study indicated that asset quality has a negative but not significant effect on financial performance of MFIs, the study recommends the management of MFIs to put in place a robust credit management policy that can ensure early assessment and detection of clients who are not paying their loans on time before they graduate from performing to total loss. 
Based on the findings that management efficiency has a negative and significant effect on financial performance of MFIs, the study recommends the management of MFIs to come up with strategies of managing non-interest expenses at the same time not compromising the quality of their staff. 
Based on the findings that net interest margin has a negative but not significant effect on financial performance of MFIs, the study recommends that the management of MFIs should borrow at lower interest rate and advance to their clients at a higher interest rate in order to maximize the returns. 
Since the findings indicated that the effect of liquidityon the Financial Performance of MFIs in Kenya was positive but not significant, the study recommends that the management of MFIs should put in place strategies to meet their short term obligations as and when they fall due with a lot of ease. They should not make their loan applicants to wait for long due to lack of liquid cash since it would lead to loss of income. 
5.4 Suggestions on Areas for Further Study

Other studies can adopt the use of both primary and secondary data in order to capture the opinions of unlicensed MFIS by CBK. Future studies can focus on using a different measure of financial performance other than the ROA. Such can be net profits, ROE and measure of market value. 
Since the study findings showed that up to 80.2% of the variation in financial performance of the MFIs is attributed to the five CAMEL measures adopted in the study, future studies can seek to establish the other factors not investigated in the study but explain the remaining 19.8% of the variation in performance of MFIs in Kenya. These factors can be non-bank-specific factors such as the economy indicators, social environment of operation and political environment of operation. 
The study focused on deposit taking MFIs which operates in the financial sector in Kenya. Other studies can widen the scope by focusing on other financial institutions such as SACCOs, non-deposit taking MFIs, commercial banks and credit lenders. 
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APPENDICES
Appendix I: Secondary Data Collection Sheet
	Company
	Year
	ROA
	Management Efficiency
	Capital Adequacy
	Net Interest Margin
	Asset Quality
	Liquidity

	
	2011
	
	
	
	
	
	

	
	2012
	
	
	
	
	
	

	
	2013
	
	
	
	
	
	

	
	2014
	
	
	
	
	
	

	
	2015
	
	
	
	
	
	

	
	2016
	
	
	
	
	
	

	
	2017
	
	
	
	
	
	

	
	2018
	
	
	
	
	
	


AppendixII:List of Microfinance Banks in Kenya
1) Caritas Microfinance Bank Limited

2) Century Microfinance Bank Limited

3) Choice Microfinance Bank Limited

4) Daraja Microfinance Bank Limited

5) Faulu Microfinance Bank Limited

6) Kenya Women Microfinance Bank Limited

7) Rafiki Microfinance Bank Limited

8) Remu Microfinance Bank Limited 

9) SMEP
Microfinance
Bank Limited


10) Sumac
Microfinance
Bank Limited


11) U& I Microfinance Bank Limited


12) UWEZO Microfinance Bank


13) Maisha
Microfinance Bank Limited
