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ABSTRACT 

Financial performance of an institution determines its outreach and depth in service 

provision. The purpose of this thesis was to study the determinants of financial 

performance of Deposit Taking Microfinance Institutions (DTMIs) in Nairobi City 

County, Kenya. The specific objectives of the study were; to assess the effect of 

Financial Leverage, Non-performing Loans, Capital Structure, and Market Structure on 

financial performance of DTMIs in Nairobi City County in Kenya. A mixed research 

design was used employing explanatory, descriptive and longitudinal designs. The target 

population of the study were all the thirteen DTMIs in the Nairobi City County, but a 

purposive sample of nine was used; that is, those that were registered and in operation 

by 2012. This is because, these are the DTMIs that have been captured in the bank 

supervision annual reports by CBK including the most current (dated 31
st
 December 

2014). These reports were major sources of secondary data for the study. By use of data 

collection schedules, secondary data was extracted from the published CBK banks 

supervision annual reports for years 2013 and 2014. For the purposes of primary data 

collection, proportionate random samples were selected from each of the sampled 

DTMIs using simple random sampling method. The sampling targeted portfolio 

managers and credit officers in all the nine DTMIs. The selected officers then complete 

questionnaires designed to collect the desired qualitative as well as quantitative data. 

The questionnaires were administered using the drop-and-pick method. The collected 

data was presented using contingency and frequency tables, graphs, charts and plots. The 

study partly used qualitative data (Likert scale data). To analyze these data, descriptive 

statistics such as the mean for central tendency and standard deviations for variability 

was computed. Other statistical procedures included the Pearson's coefficient of 

correlation, t-test, Analysis of Variance (ANOVA) and regression procedures. To assess 

normality of the data for modeling and parametric inference, Q-Q plots were constructed 

and coefficients of skewness and kurtosis determined. Durbin-Watson test was used to 

test for autocorrelation and correlation matrices were also used to check for relationships 

and collinearity/multicollinearity. Multiple linear regression analysis was performed on 

the data for each year, and for both years combined. This yielded to three multiple linear 

regression models which were very useful for comparison and confirmation of the 

relationships. Adjusted coefficients of determination, Fisher’s tests and the t-tests were 

used to assess the goodness of fit of the developed models. All data modeling and 

hypotheses tests was performed at five per cent significance level and the analysis 

software that was used were Statistical Package for Social Sciences (SPSS), R-Statistical 

software and Ms Excel. The results indicated that there was a positive relationship 

between financial performance and financial leverage, non-performing loans, capital 

structure and market structure. The study concluded that all the variables under study are 

statistically significant in explaining the financial performance of DTMIs in the Nairobi 

City County in Kenya. The study recommends that the DTMIs should; avoid 

overreliance on debt financing, have a thorough loan documentation system to avoid 

accumulation of non-performing loans, maintain an optimal capital structure, increase 

product awareness in the market and rely more on research and development in pricing 

of their services. 



1 

 

CHAPTER ONE 

INTRODUCTION 

1.1 Background  

Microfinance is an important tool for poverty eradication in many parts of the world. 

They target the poor through innovative approaches which include: group lending, 

progressive lending, regular repayment schedules and collateral substitutes. Consultative 

Group to Assist the Poor (CGAP), (2004) microfinance refers to a movement that 

envisions a world in which low-income households have permanent access to a range of 

high-quality financial services to finance their income producing activities, build assets, 

stabilize consumption, and protect themselves against risks. The range of financial 

services available to the poor has expanded to include loans, savings facilities, 

insurance, transfer payments and even micro-pensions. The users of microfinance 

services extend beyond business people to include the whole range of poor clients that 

require financial services to manage emergencies, acquire household assets, improve 

their homes, smoothen their consumption, and fund social obligations (Creswell, 2003). 

The poor are considered high-risk borrowers; their loan sizes are small requiring high 

transaction costs; they cannot present high valued collaterals; and their income sources 

are highly unstable (Beck & Demirgiic-Kunt, 2008). Thus, the poor for long relied on 

alternative sources of finance: small loans and grants from close relatives, loans from 

self-established Rotating Savings and Credit Associations (ROSCAs), loans from Saving 

and Credit Cooperatives (SACCOs) ,and loans from traditional local moneylenders, 

often at unaffordable rates. The start of micro lending institutions in the 1970s which 

later grew to microfinance institutions, with added financial services to the financially 

excluded (mainly the poor), have received a warm welcome globally. 

Unlike commercial banks, Microfinance Institutions (MFIs) use methodologies such as 

solidarity group lending, progressive loan structure, immediate repayment arrangements, 
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regular repayment schedules, and collateral substitutes to minimize associated financial 

risks and thereby reach the poor. For instance, Consultative Group to Assist the Poor 

(CGAP) reported that conventional banks in Sub-Saharan Africa serve only one quarter 

of the total borrowers. The reminder three-quarter borrows from nonbank financial 

intermediaries, non-governmental organizations, credit unions/financial cooperatives 

and others. Commercial Banks held 53 percent of the total loan portfolio and 60 percent 

of the total deposits (CGAP, 2001). This indicates that banks are involved in large loans 

per client unlike the microfinance institutions. 

1.1.1 Financial Performance of Deposit Taking Microfinance Institutions. 

A profitable microfinance industry is vital in maintaining a stable micro- banking 

system. Low profitability weakens the capacity of Deposit taking MFIs to absorb 

negative shocks, which subsequently affect their solvency. Profitability of MFIs is 

determined by the way they are run given the environment in which they operate, risk 

management capabilities, their competitive strategies, quality of their management and 

levels of capitalization (Laffont & Guessan, 2000).The share of the loan portfolio (as a 

percentage of total assets) devoted to financing income-generating activities for 

microenterprises and, possibly, SMEs must be above 70% of the total balance sheet. 

This ratio indicates that the MFI is focusing on its core business which is its most 

profitable activity (Farrington & Abrams, 2002). The main area of expertise of an MFI 

remains its sound knowledge of its clients; when it moves away from this, it takes a risk 

and causes provisions to put pressure on its profitability.  

The cost of financial resources (equity, debts, grants and deposits) must be optimized by 

trying to give priority to deposits, which are often the cheapest resources. If this is not 

possible, the DTMI should optimize the debt/equity leverage effect in order to avoid 

financing growth exclusively at the exorbitant cost of accrued income. Indeed, in this 

case it can only achieve a sufficient level of net income by charging high rates, which in 

turn will raise the level of equity so as to boost growth or at least not to curb it. The 
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weight of the return on capital – dividends – must be a specific focus. It will be more 

difficult to bear if the debt/equity ratio is not optimized (Fehr & Hishigsuren, 2004).   

Financial performance of a firm normally originates from the financial position and 

structure of the firm. This information is derived from the financial statement which is 

the yard stick to evaluate and monitor performance. Business executives use financial 

statements to draft a comprehensive financial plan that will maximize share-holders 

wealth and minimize possible risks that may pre-exist. Financial Statements evaluate the 

financial position and performance of a firm. These statements are prepared and 

produced for external stakeholders for example: shareholders, government agencies and 

lenders (Rahaman, 2010).  

Financial performance measures how well a firm is generating value for the owners. It 

can be measured through various financial measures such as profit after tax, return on 

assets (ROA), return on equity (ROE), earnings per share and any market value ration 

that is generally accepted (Pandey, 1985).The financial performance of financial 

institutions can been measured using a combination of financial ratios analysis, 

benchmarking, and measuring performance against budget or a mix of these 

methodologies. The financial statements of financial institutions commonly contain a 

variety of financial ratios designed to give an indication of the corporation’s 

performance (Oye, 2006). 

Most microfinance institutions may have to borrow from the market even at an 

exceptionally high rate during a liquidity crisis. This ultimately causes a decline in the 

firms' earnings. Moreover, a bank's further borrowing to meet depositors' demand may 

place the bank's capital at stake. Thus, debt to equity ratio will rise, affecting the bank's 

effort to maintain an optimal capital structure (Muranaga & Ohsawa, 2002). 
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1.1.2 Financial performance of DTMIs globally 

In the recent past, microfinance has gained prominence among poor and developing 

countries of Asia, Latin America, Eastern Europe and Africa. It has been prompted by 

the search for solutions to poverty alleviation. At first, the term microfinance was used 

interchangeably with microcredit and was easily understood as a credit methodology that 

employs effective collateral substitutes to deliver and recover short-term, working-

capital loans to existing (or potential) micro-entrepreneurs (Yunus, 2007; Sengupta & 

Aubuchon, 2008: 9). However, microfinance has evolved over time and is now accepted 

to be the provision of a full range of financial services to low-income earners (Hashemi, 

2003). Over the years, institutions offering microfinance services have grown both in 

outreach and asset base raising safety concerns on such microfinance operations. 

Financial performance is a subjective measure of how well a firm can use assets from its 

primary mode of business and generate revenues. It is also used as a general measure of 

a firm's overall financial health over a given period of time, and can be used to compare 

similar firms across the same industry or to compare industries or sectors in aggregation 

(Bernardin & Russel, 1998). There are many different ways to measure financial 

performance, but all measures should be taken in aggregation. Line items such as 

revenue from operations, operating income or cash flow from operations can be used, as 

well as total unit sales. Furthermore, the analyst or investor may wish to look deeper into 

financial statements and seek out margin growth rates or any declining debt.  

Ultimately the financial performance assessment is devoid of such a multitude of options 

and methodologies despite critical importance of financial sustainability. Though an 

ambition for sustainable institutions has been often articulated, there was also an opinion 

that most microfinance institutions working in this field have been unsustainable (Dean, 

2008). Research studies have shown that this is predominantly connected to the 

perception of micro borrowers’ risk and creditworthiness, and the diseconomies of scale 

in making small loans (Dean, 2008). Microfinance has been attractive to lending 

agencies because of demonstrated sustainability and low cost of operations. In India, the 
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engagement of National Bank for Agriculture and Rural Development (NABARD) and 

Small Industries Development Bank of India (SIDBI) shows that they see long term 

prospect for this sector (Srinivasan & Sriram, 2006). 

1.1.3 Financial Performance of DTMIs in Africa 

Microfinance operations have moved a notch higher with DTMIs being regulated and 

recognized in the formal financial system, and governments on the other hand seeking 

for the best ways to streamline the regulation. A survey conducted by CGAP in 2007 

indicated that the majority of Sub-Saharan Africa countries are increasingly focusing 

their attention on regulating microfinance, CGAP, (2004). It further showed that 

microfinance is becoming more integrated into formal financial systems and in some 

countries DTMIs are placed under the same law with commercial banks or under 

prudential regulation and supervision by the same authority. 

Unlike commercial banks, DTMIs use methodologies such as solidarity group lending, 

progressive loan structure, immediate repayment arrangements, regular repayment 

schedules, and collateral substitutes to minimize associated financial risks and thereby 

reach the poor. For instance, Consultative Group to Assist the Poor (CGAP) reported 

that conventional banks in Sub-Saharan Africa serve only one quarter of the total 

borrowers. The reminder three-quarter borrows from nonbank financial intermediaries, 

nongovernmental organizations, credit unions/financial cooperatives and others. Banks 

held 53 percent of the total loan portfolio and 60 percent of the total deposits (CGAP, 

2001). This indicates that banks are involved in large loans per client while MFIs deal 

with lower per capita loans suggesting MFIs’ deeper outreach to the poor. 

CGAP (2012) attests that the global fund committed for financial inclusion reached USD 

29 billion. Moreover, the estimate showed Sub-Saharan Africa’s stand as Eastern 

Europe, Central and South Asia’s top priority destination for international financial 

inclusion funds. However, the effect of such funding on the performance of DTMIs has 

ignited mounting concerns. It is on DTMIs ability to extend loan services to the poor 
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without donors and governments’ financial support in the long term, as well as 

remaining financially viable. There is also concern on the ability of governments and 

donors to continue funding to meet the growing demand for finance. Competing views 

on this has dominated policy and academic debates.  

The nexus between DTMIs’ loan service outreach to the poor and their institutional 

financial viability invites intensified scholarly debate on the approaches that DTMIs, 

donors, and governments are advised to follow to promote financial inclusion (Millson, 

2013). The debate is predominantly between the proponents of the self-sustainability 

approach (also called the financial systems approach or the institutionalism approach) 

and the poverty lending approach (also called the welfarist approach). The source of the 

controversy is whether DTMIs could continue targeting the poor while remaining 

financially self-reliant (the poor with economic opportunities distinct from the extreme 

poor). 

The poverty lending approach favors micro-lending to the poor at a lower cost (lower 

interest rates) through donor and government subsidies to decrease poverty (Millson, 

(2013); (Schreiner, 2002). In contrast, advocates of the self-sustainability approach 

contend that unless DTMIs are sustainable through full-cost recovery, the global 

microfinance demand will remain unmet. Donors and governments are shorthanded to 

reach the global microfinance needs, and their subsidies will be short-lived. In other 

words, while governments and donors provide relatively low cost financial access, their 

capital resources are insufficient to respond to the overwhelmingly huge loan demand. 

The self-sustainability proponents further suggest DTMIs seek alternative sources of 

funds, such as mobilizing funds from savings, leveraging equities, and making for-profit 

investments. 

Barth et al. (2006), argue that the interest spread is wide between deposit and lending 

interest rates, which provides disincentives for savings and lending as it depresses the 

returns for savers and pushes up the lending interest rates. This implies that banking in 

African countries is very expensive due to this high interest spreads and overhead costs. 
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Political and economic volatility coupled with high risks because of weak and 

underdeveloped contractual frameworks, drives up the cost and reduces the time 

horizons for both investors and borrowers (Beck & Torre, 2007) 

The value of non-performing loans or assets in DTMIs is associated with their failures in 

both developed and developing countries. The crisis which has influenced a large 

number of sub-Saharan African countries was also accompanied by the fast 

accumulation of non-performing assets (Caprio & Klingbiel, 2002). The global financial 

distress at first hit the advanced economies especially the United States and Europe and 

also the emerging markets and low income countries but in different ways. In addition, 

emerging markets with well-developed financial systems were mostly influenced by the 

cross-border financial linkages through capital flows, stock market investors and 

exchange rates. According to Kindle Berger and Aliber (2005), the financially less 

developed countries were affected in the growth and trade effects which were dominated 

by intervals. 

Akhibe (2001) underscores that it is important to control the non-performing assets for 

the performance of the individual MFI and the financial environment of the economy. 

The productivity capacity of an economy is maximized when the financial regulator 

ensures that there exists a sound microfinance system that maximizes the social welfare 

of the people. DTMIs expose themselves to the risks of default from borrowers because 

of the nature of their business. These risks can be cushioned through prudent credit risk 

assessment and creation of adequate provisions for debts being doubted.  

Waweru and Kalani (2009), found out that most financial crises encountered by DTMIs 

is often associated with the massive accumulation of non-performing assets which 

accounts for sizeable share of total assets of insolvent financial institutions. Daumont 

and Leroux (2004) concluded that accumulation of non-performing assets is attributable 

to economic downturns and macroeconomic volatility, high interest rates, insider 

lending and moral hazard. 
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1.1.4 Deposit Taking Microfinance Institutions in Kenya 

In Kenya, there has been renewed interest in Microfinance by both policy makers and 

practitioners based on the valued contribution to efforts aimed at improving the 

livelihoods of the rural population. Microfinance industry in Kenya promotes small-

scale investments that generates sufficient revenues from otherwise unrealized market 

activities while yielding a return on the investment. Agency costs may be particularly 

large in this industry because DTMIs hold private information on their loan clients. In 

addition, Deposit taking MFIs access to grant funding and other safety net protections 

may increase incentives for risk shifting or lax risk management, potentially increasing 

the agency costs of outside debt (Counts, 2005).   

The establishment of the microfinance Act on 2
nd

 May 2008 meant that a number of 

existing micro-finance institutions applied for licenses to allow them to take deposits 

from members and the general public. The main objective of the Microfinance Act is to 

regulate the establishment, business and operations of DTMIs in Kenya through 

licensing and supervision. In a report by CBK (2013) there are currently twelve (12) 

Deposit-taking MFIs operating in Kenya. In Kenya, there has been a tremendous 

increase in non-performing loans in DTMIs over the last 6 years; this has led to a 

decrease in liquidity, this negatively impacts on the investment decisions of the firm 

leading to poor financial performance of the firm (AMFI, 2013).  

To achieve financial performance, DTMIs should be well equipped to deal with the 

changing monetary policy that shapes the overall liquidity trends and the financial 

institutions' own transactional requirements and repayment of short term borrowing. 

There are a number of other risks faced by financial institutions that negatively impact 

on financial performance for example; credit risk, operational risk and interest rate risk, 

which may culminate in the form of liquidity risk. Similarly, liquidity ratios are 

sometimes requested by DTMIs when they are evaluating a loan application. If you take 

out a loan, the lender may require you to maintain a certain minimum liquidity ratio, as 

part of the loan agreement, (Waweru & Kalani, 2009). 
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CBK,(2013) in its annual supervision report indicated that DTMIs proportion of 

borrowings decreased significantly in 2013, reflecting their increased reliance on 

deposits thanks to the improved capacity to mobilize savings Banks’ and Credit only 

MFIs’ borrowings remain quite stable in 2013. In overall, the amount of external debt of 

the sector decreased both including and excluding banks. Credit-only MFIs still have the 

highest portfolio yield (37.2%) considering that they mostly charge flat interest rates, 

closely followed by MFBs (35.1%) while the Banks’ portfolio yield is significantly 

lower (19.4%).MFBs and Credit-only MFIs portfolio yield reflects the higher 

operational costs incurred, as they focus on issuing smaller loan sizes, could bear some 

internal inefficiencies and are generally yet to reach economies of scale compared to 

bank. Operating expense ratio is the highest for MFBs (26.1%) as they have to bear with 

post-transformation costs, followed by Credit-only MFIs (23.5%). Credit only MFIs and 

MFBs bear the same funding expense ratio (8.1%) although MFBs are more, which 

reflects the limited availability of affordable financial resources.  

 1.1.5 Financial performance of DTMIs in Kenya 

The desire to serve clients better is the motivation for most MFIs transforming from 

non-regulated microfinance institution to DTMIs which are regulated. This was 

envisioned as an easier way to mobilize funds, greater outreach and a more efficient way 

of service delivery. Amongst the benefits of such transformation is cheaper access to 

funds through deposits in the long run, increased governance and greater competitive 

position. This will perhaps contribute towards achieving greater financial performance 

leading to self-sustainability of the DTMI.  

Although the 2006 Microfinance Act in Kenya allows deposit taking MFIs, such 

institutions appeared in Kenya in 2009 when two of the pioneering MFIs- Faulu Kenya 

and Kenya Women Finance Trust transformed to deposit-takers. Transformation of 

microcredit programmes into a bank serving only low income clients is an old story that 

happened back in 1999 when 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 
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financial institution, (Central Bank of Kenya, 2013). Financial inclusion remains to be a 

challenge for Kenya. There are 12 deposit taking microfinance institutions up to date 

that h9ave plunged into the deposit taking business. 

CBK (2014) highlights that, in terms of their financial performance, without commercial 

banks, total assets of the DTMI sector stood at KES 57.4bn as of December 2013 

posting 26.7% annual growth. The market shares of Credit only MFIs and MFBs 

remained stable with the two segments accounting for 28% and 72% respectively of the 

total assets for the sector without banks over the past 3 years. Credit-only MFIs 

registered stronger asset growth compared to MFBs over the past years. For all 

segments, a slower paced growth was achieved in 2013 compared to the previous year. 

The whole sector (over the past 3 years) and the sector without banks (since 2012) are 

mostly funded by deposits, representing 63.9% and 50.9% of total liabilities and equity 

respectively.  

Borrowings are the second main source of funding for the sector without banks (27% of 

total liabilities and equity) while they only represent 13.3% of the whole sector’s total 

liabilities and equity, ranking after equity (20.3%).The balance sheet structure of the 

whole industry remained stable over the past three years. The sector without banks 

experienced a significant increase of the share of clients’ deposits leading to a reduction 

of the share of debt funding. 

A financial access survey by the central Bank of Kenya in 2014, found that over 50 

percent of the poorest quintile is financially excluded, while nearly 70 percent of the 

wealthiest quintile access financial services from formal prudential financial providers. 

Banks are dominant in the Kenya’s MFI industry. For instance, the total asset held in the 

industry grew from USD 1.71 billion in 2009 ( over two fold of Ethiopia’s) to 2.59 

billion at the end of 2011 ( Over 4 fold of Ethiopia’s), yet, 80 percent of the total asset 

belonged to the Equity Bank. If we exclude commercial banks from the figure, the asset 

growth drops significantly. The size of the MFI sector without banks is one-fifth its 

aggregate size with banks according to AMFI (2013).  
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The commercial Banks remain the most profitable segment as they have other income 

streams and benefit from economies of scale, with ROE and ROA at 26% and 5.4%. As 

in 2012, Credit-only MFIs show a higher level of profitability and sustainability than 

DTMIs in 2013. As of December, 2013, 4 out of 9 DTMIs were yet to break-even, two 

of them licensed in 2010 and two licensed in 2012.DTMIs in Kenya are by law restricted 

to limit loan per borrower not to exceed 2 percent of its equity. Again, DTMIs are 

coerced to direct their mobilized deposits to advancing microfinance loans i.e. from the 

total deposit mobilized, 70 percent should be allocated to microfinance loans according 

to FSD Kenya, (2012). In the long term, DTMIs, now also called microfinance banks 

(MFB), and the regulators will potentially determine depth-of-outreach in Kenya, as 

more and more credit only MFIs transform into MFBs.  

1.2 Statement of the problem 

The concept of financial performance has received significant attention from scholars in 

the various areas of business. It is an issue of primary concern virtually by all business 

stakeholders in any sector since financial performance is an ingredient to organizational 

health and ultimately its survival. Good financial performance may reflect management 

effectiveness and efficiency in utilizing a company’s resources and this may contribute 

to the economy at large according to Ansah-Adu et al. (2012).  

The funding structure of a Microfinance industry is basically a mix of fund which a 

DTMI deems as appropriate to enhance its operations. Thus, theory point out that high 

leverage or low equity/asset ratio reduces agency cost of outside equity and thus 

increases firm value by compelling managers to act more in the interest of 

shareholders (Berger & Udell, 2006). Modigliani and Miller (1958) argue on the basis of 

the following assumptions existence of perfect capital market; homogenous 

expectations; absence of taxes; and no transaction cost, that, capital structure is irrelevant 

to the value of a firm. DTMIs in Kenya use equity and or donations as some of their main 

source finances in Kenya which accounted for by 72.42% and 27.58% in form of debt 

AMFI (2013). 
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In CBK report (2012), the DTMIs altogether got 47.9% of total assets funded from 

deposits, the dominant fund source are borrowed money accounting for 54.2% followed 

by compulsory deposits of 22.5% and voluntary savings of 6.32%. The debt-to-equity-

ratio is near 5%, which indicates low equity leverage in the sector. As of December, 

2013 total liabilities of the sector was KES 47.8 billion. The total liabilities’ growth rate 

decreased in 2013 for both the whole sector and the sector without commercial banks. 

Non-performing loans can be treated as undesirable costs or outputs to the DTMIS 

loaning them and that impacts on the performance of DTMIs in Kenya. According to the 

supervision report by the central bank of Kenya, 2012, the ratio of non-performing loans 

to gross loans signaled an increase in credit risk which was largely attributed to high 

interest rate in the first half of 2012. The level of non-performing loans in DTMIs is 

measured using the portfolio at risk ratio (PAR). As at December, 2013, PAR for DTMIs 

stood at 7.8% and it signaled likely challenges of portfolio management, (CBK, 2014). 

Ayuma (2015) cited access to financial information, prudential supervision, and cost of 

capital as determinants of financial risk of listed companies in the Nairobi Securities 

Exchange. Kiaritha (2015), highlighted internal politics, operating costs, savings culture, 

investment policies as determinants of financial performance of SACCOS. Makori et al. 

(2013) cited high dependency on short term borrowing, lack of liquidity monitoring 

system, political interference, investment in non-earning assets and inadequate 

managerial competences. Makau (2006) carried out a study on the effect of capital 

structure on firm value:  evidence from Nairobi stock exchange. From the study, the 

researcher concluded that there existed a regression equation that was relating the firms 

leverage to its own growth, profitability, liquidity, size and non-debt ratio tax shields.  

Therefore the purpose of this study was to answer the following questions: How does 

financial leverage affect financial performance of DTMIs in Kenya? How do non-

performing loans affect the financial performance of DTMIs of Kenya? How does the 

capital structure affect financial performance of DTMIs in Kenya? How does Market 

structure affect their financial performance of DTMIs in Kenya? 
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1.3 Research objectives 

1.3.1 General objective 

The general objective of this study was to evaluate the determinants of financial 

performance of Deposit Taking Microfinance Institutions in Nairobi City County, 

Kenya. 

1.3.2 Specific objectives  

i) To determine the effect of financial leverage on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

ii) To assess the effect of non-performing loans on financial performance of Deposit 

Taking Microfinance Institutions   in Nairobi City County, Kenya. 

iii) To establish the effect of capital structure on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

iv) To examine the effect of Market structure on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya 

1.4 Research Hypotheses 

H01: The level of financial leverage has no significant effect on financial performance of 

Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

H02: The non-performing loans have no significant effect on financial performance of 

Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

H03: The capital structure has no significant effect on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

H04:  Market structure has no significant effect on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 
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1.5 Significance of the study 

The study to be undertaken was on determinants of financial performance of Deposit 

Taking Microfinance Institutions in Kenya.  

1.5.1 Regulatory Body 

Firstly, this research would be beneficial to the CBK as the regulatory body for DTMIs 

as it will help highlight the determinants of financial performance which can be 

evaluated early to enable the DTMIs stay afloat even in the face of financial inclusion 

which can weigh heavily on them.  

1.5.2 DTMIs Management 

Secondly, the proposed study would be crucial to the top management of DTMIs to help 

prevent further degeneration and also be a caution to the top management of healthy 

DTMIs on how to prevent them from going into financial inefficiency.   

1.5.3  Researchers/Institutions  

Researchers and students particularly those pursuing postgraduate studies in Finance, 

Economics and Accounting will find this study useful in their quest to understand MFI 

control in the public sector. Scholars especially academicians engaged in research in 

MFI, finance, investment and public finance would find this study useful as one of the 

working documents especially to those focusing on the health status of the DTMIs 

financially. 

1.5.4 Government 

This study would also be important to the Government as it will help put up laws and 

legislation that help DTMIs to operate effectively in their endeavors. The Kenya Vision 

2030 envisions an inclusive financial system that will serve the communities effectively. 

The banked and un-banked in the society will have their interests taken care of by 
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ensuring DTMIs do not charge exorbitant interest rates leading to high default in loan 

repayment. A system that gauges the client’s ability to repay a loan will save most of the 

members the agony of having their assets attached for non-performing loans.  

1.6 Scope of the study 

The focus of this thesis was to evaluate the determinants of financial performance of 

DTMIs in Kenya and all facts would be derived from statements taken from DTMIs in 

Nairobi City County as each one under scrutiny has its headquarters there. The study 

targeted all the DTMIs based in Nairobi City County and licensed by the CBK. 

Secondary data was collected from CBK annual Microfinance supervision reports as 

well as reports from AMFI.  

The study also aimed at analyzing the information on financial performance obtained 

from the each DTMIs managers and loan officers. The top management is the risk and 

strategy owners while the loan officers are in charge of lending which                                                                                                                              

customers and therefore is better placed to assist in information especially concerning 

non-performing loans.  

1.7 Limitations of the study 

The study had various limitations and notably; it focused on DTMIs in Nairobi City 

County in Kenya, considered only four variables as the determinants of the financial 

performance of DTMIs whereas there could be many other factors. Also, the study was 

not able to carry out a census of the DTMIs but instead sampled those that had been in 

operation by the year 2012. Due to the limitations of using samples, care was taken to 

ensure that the sampled respondents were representative of the population in order to 

arrive at reliable generalizations. 

The study also took only into consideration the financial indicators to determine the 

performance of DTMIs, whereas, there could be non-financial indicators of 

performance. The respondents to the questionnaire of the study also had reservations that 
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the findings of the study could be divulged to their competitors to their disadvantage; 

however, I assured them that the data was used for academic purposes only.   

The process of sorting data from both primary and secondary sources was time 

consuming as no exact source would give all the required data. This also was not easy as 

some data was given in absolute values which were to be converted to nominal values. 

This also would have been a source of error to the data analyzed. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

The purpose of this chapter was to review the available literature based on the proposed 

study. It dealt with the theoretical framework and conceptual framework of the study 

and then followed by the review of determinants of financial performance of DTMIs in 

Kenya. The chapter proceeded with the critique on the literature, followed by the 

research gaps and then lastly summary. 

2.2 Theoretical Framework 

Theories are formulated to explain, predict, and understand phenomena and, in many 

cases, to challenge and extend existing knowledge, within the limits of the critical 

bounding assumptions. The theoretical framework must demonstrate an understanding 

of theories and concepts that are relevant to the topic of the research and that will relate 

to the broader fields of knowledge in the study one is taking. The selection of a theory 

should depend on its appropriateness, ease of application, and explanatory power. The 

theoretical framework connects the researcher to existing knowledge (Cresswell, 2003). 

2.2.1 The Moral Hazard Theory 

Arko (2012) refers to moral hazard as the risk in which a party to a transaction provides 

misleading information about its assets, liabilities or credit capacity, or has an incentive 

to take unusual risks in a desperate attempt to earn a profit before the contract settles. 

Usually a party to a transaction may not enter into the contract in good faith, thus 

providing misleading information about its assets, liabilities or credit capacity. It is 

postulated that, moral hazard problems may be occasioned by asymmetric information 

which makes it difficult to distinguish between good and bad borrower. It is also noted 

that moral hazard has led to substantial accumulation of NPLs.  
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Problems of moral hazard in financial institutions are evident at many stages of the 

recent financial crises. This theory is considered relevant in this study since borrowers 

and lenders tend to conceal crucial information pertaining to the lending and borrowing 

agreement (Bloem et al., 2001). Yet in modern macroeconomic theory economic growth 

rate depends, crucially, on the efficiency of financial institutions. The DTMIs 

themselves depend on accurate information about borrowers and the project the funds 

are used for.  

Adewale et al. (2010) asserts that NPLs may be caused by less predictable incidents; 

they indicate that moral hazards resulting from generous government guarantees could 

lead to loan default. It is arguable that DTMIs with relatively low capital, just like other 

mainstream financial institutions, may respond to moral hazard incentives by increasing 

the riskiness of their loan portfolio. The foregoing is bound to result in higher non-

performing loans on average in the future. As further reinforced by another study’s 

argument -microfinance banks that tend to take more risks, including in the form of 

excess lending ultimately incur losses. Still in tandem with moral hazard, higher equity-

to-assets ratio results in lower NPLs. Given that, moral hazard incentives such as low 

equity tend to aggravate, then DTMIs and other financial institutions ought to avoid such 

moral hazard incentives in order for them to mitigate losses through NPLs (Agu et al., 

2013). 

2.2.2 Leverage “Irrelevance” theory 

The proponents of theory are Villamil and Kumar (2008) who postulated that the value 

of the firm is independent of its leverage as long as there are no tax subsidies on interest 

payment, no transaction costs and the interest rate on borrowing is the same for 

corporations and individuals. They also challenged the traditionally held notion that a 

firm could increase its value by using debt as part of its capital structure. They postulate 

that the investors can create any leverage that they want but not offered, or the investor 

can get rid of leverage that the firm takes but is not wanted. From this perspective, the 

leverage of the firm has no effect on the market value of the firm.  
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Modigliani and Miller (1958) indicate that given a firm’s investment policy, the 

dividend pay-out it chooses to follow will affect neither the current price of its shares 

nor the total return to its shareholders. In other words, in perfect markets, neither capital 

structure choices nor dividend policy decisions matter. Studies on   performance, Kumar 

(2008) points out that numerous documented researches showing a fall in equity prices 

just before announcement of new equity issue and in the few years that follow hence 

validating the M & M leverage “irrelevance” theory. 

2.2.3 Pecking Order Theory 

The pecking order theory by Donaldson and modified by Myers and Majluf (1984) 

claims that firms prioritize their sources of financing according to the principle of least 

effort, preferring to raise equity as a means of last resort. When companies are faced 

with no option in internal financing other than external financing, then priority will be to 

borrow through debt issue since it is the least risky security. The pecking order theory 

assumes that there is no target Capital structure. The firms choose capitals according to 

the following preference order: internal finance, debt, equity. Myers and Majluf (1984), 

argued the existence of information asymmetry between managers (insiders) and 

investors (outsiders). They argued that managers have more inside information than 

investors and act in favor of old shareholders.  

Modigliani and Miller (1958) were the pioneers in the theoretically examining the effect 

of capital structure on the firm value. It is based on the premise that in reality successful 

firms (zero’ debt firms) with high and consistent profitability rarely goes for debt 

financing.  The origin of  pecking  order  theory  is  asymmetric  information where 

managers  know more  about  a  firm’s prospect  than  the outside  investors. The theory 

suggests that if the firm issues equity shares to finance a project, it has to issue shares at 

less than the prevailing market price. This signals that the shares are overvalued and the 

management is not confident to serve the debt if the project is financed by debt. Thus 

issue of shares is ‘bad news.  
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On the contrary if external borrowing is used to finance the project, it sends a signal that 

the management is confident of the future prospect of serving debt. Hence debt is 

preferred over shares in financing decision. If debt is issued, pricing of debt instrument 

remains a problem. To avoid controversy, the management may wish to finance project 

by internal Fund generation, i.e. by retained earnings. Thus, financing follows an order, 

first-retained earnings, then-debt and finally equity when debt capacity gets exhausted. 

This explains why the profitable firm uses less debt.   

In the perfect capital market, the capital structure does not affect a firm’s value. It is the 

theory of capital structure irrelevance that a firm’s value depends on the ability of its 

assets to create value, and is irrelevant if the assets originate in internal capital or 

external capital. Modigliani and Miller (1963) took taxation under consideration and 

proposed that the firms should employ as much debt as possible. Companies have an 

advantage in using debt rather than using internal capital, as they can benefit from debt 

tax shields. This tax shield allows firms to pay lower tax than they should, when using 

debt capital instead of using only their own capital. The theory argues that the more debt 

is, the more a firm’s value is created. 

2.2.4 The Traditional Trade-Off Theory. 

Traditional Trade-Off theory is an opposing theory to the pecking order theory because 

it claims that firms always consider a balance between the costs of bankruptcy and the 

tax allowable – benefits they get from debt. According to Brealey and Myers (2006) the 

trade –off theory refers to the idea that a firm chooses how much debt or equity finance 

to use to balance costs and benefits.  Since interest on debt is tax allowable compared to 

other external financing sources, it is a major advantage to the institution. However this 

is an increased risk to the company which can lead to financial instability and in addition 

the costs associated with bankruptcy.  
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This theory advocates for an optimal capital structure considering a level of leverage 

unlike the pecking order theory which ranks the different financing methods. The Trade- 

Off theory considers both the positive and negative effects of debt bearing in mind the 

tax relief earned due to debt financing as well as the present value of expected cost due 

to financial (Al-Tamimi & Hassan, 2010). 

Although it may not be possibe to determine the exact debt target level objectively in 

microfinance, because of MFIs industrial organization, trade off theory explains that that 

there  is  a  limit  to  debt  financing  and  the  target  debt may  vary  from DTM to DTM 

depending on profitability, among a host of other factors (Brealey et al., 2003). 

Consistently, profitable MFIs with  lot  of  tangible  asset  that  can  be  offered  as  

collateral  for debt may have  a higher  target debt  ratio.  Simply put  high proportion  of  

fixed  interest  capital  to  equity would  imply  that  the DTMI is highly  indebted  and  

therefore  risks becoming  insolvent. On the other hand highly leveraged DTMIs may 

perform better by enjoying large scale economies, enhancing their ability to boost 

profitability.    

2.3 Conceptual framework 

According to Kombo and Tromp (2009) a concept is an abstract or general idea inferred 

or derived from specific instances.  A conceptual framework is a set of broad ideas and 

principles taken from relevant fields of enquiry and used to structure a subsequent 

presentation.  Smyth (2002) defines a conceptual framework a hypothesized model 

identifying the model under study and the relationship between the dependent and 

independent variables.  
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Kothari (2004) defines an independent variable also known as the explanatory variable 

is the presumed cause of the changes of the dependent variable, while a dependent 

variable refers to the variable which the researcher wishes to explain.  The goal of a 

conceptual framework is to categorize and describe concepts relevant to the study and 

map relationships among them. Such a framework would help researchers define the 

concept, map the research terrain or conceptual scope, Systematize relations among 

concepts, and identify gaps in literature (Creswell, 2003). 

The study hypothesized a causal relationship between financial performances of DTMIs 

with each of the independent variable namely; Financial Leverage, Non-Performing 

loans, Capital Structure and Market structure as shown in figure 2.1. 
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Figure 2.1: Conceptual Framework 
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2.4 Empirical Review of variables 

The key variables hypothesized in this study were reviewed in detail to create a 

theoretical underpinning. There are many variables that determine the financial 

performance of DTMIs including; Risk tolerance, Dividend payout, Investment culture, 

Access to financial information, Performance of top management etc.  The variables 

considered in this study were enumerated as; Financial leverage, Non-performing loans, 

Capital structure and Market structure.  

2.4.1 Financial leverage 

Financial leverage refers to that part of the fixed cost which represents a risk to the firm 

(Shim & Siegel, 2007). It is largely dependent on the allocation between debt and equity 

while financing the firm. A firm is said to be unlevered if it uses equity in financing 

while a levered one is where more debt is used. Kumar (2011) says that, the guiding 

principle of leverage should be the course of action that maximizes the value of the firm. 

Goldstein et al. (2001) observes that a firm with low leverage currently can in future 

increase its leverage, where the option to increase leverage serves to reduce the 

otherwise optimal level of leverage today.  

Jostova and Philipov (2005) indicate that the firm’s leverage is an important determinant 

of its equity risk. This is because in case of bankruptcy, equity is given the last 

preference in the distribution of assets compared to other senior sources of funds. The 

larger the debt in the firm’s capital structure, the higher the risk of default and therefore 

equity is less valued. Since financial performance is associated with fixed costs such as 

debt and preferred stock, financial leverage is therefore a measure of the risks involved 

which directly reflects the financial leverage of the firm.  

Although it may not be possible to determine the exact debt target level objectively in 

microfinance, because of MFIs industrial organization, trade off theory explains that that 

there  is  a  limit  to  debt  financing  and  the  target  debt may  vary  from MFI  to MFI 
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depending on profitability, among a host of other factors. Consistently profitable MFIs 

with  lot  of  tangible  asset  that  can  be  offered  as  collateral  for debt may have  a 

higher target debt  ratio.  Simply put high proportion  of  fixed  interest  capital  to  

equity would imply  that  the MFI  is highly  indebted  and  therefore  risks becoming  

insolvent. On  the other  hand,  highly  leveraged MFIs may  perform  better  by  

enjoying  scale  economies, enhancing their ability to boost profitability (Goldstein et 

al., 2001). 

Strebulaev (2007) analyzed a dynamic trade-off model used to consider the option 

values of deferring leverage decisions to the next periods. He found out that if firms 

optimally finance only periodically because of the operating costs involved, then the 

debt ratios of most firms will deviate from the optimum most times. In the model 

analysed, the firm’s leverage responds less to short-run equity fluctuations and more to 

long-run ones. If external borrowing is used to finance the project, it sends a signal that 

the management is confident of the future prospect of serving debt. Hence debt is 

preferred over shares in financing decision. If debt is issued, pricing of debt instrument 

remains a problem. To avoid controversy, the management may wish to finance project 

by internal fund generation, i.e. by retained earnings. Thus, financing follows an order, 

first-retained earnings, then-debt and finally equity when debt capacity gets exhausted. 

This explains why the profitable firm uses less debt. 

2.4.2 Non-performing loans 

International Monetary Fund (IMF, 2009) stipulates that a non-performing loan is any 

loan in which interest and principal payments are more than 90 days overdue; or more 

than 90 days’ worth of interest has been refinanced. On the other hand, the Basel 

Committee (2001) puts non-performing loans as loans left unpaid for a period of ninety 

days. An efficient and well-functioning financial sector is essential for the development 

of any economy, and the achievement of high and sustainable growth. One of the 

indicators of financial sectors health is loan qualities. Most unsound financial sectors 

show high level of non-performing loans within a country. The causes for loan default 
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vary in different countries and have a multidimensional aspect both, in developing and 

developed nations.  

Loan portfolio constitutes the largest operating assets and source of revenue of most 

financial institutions. However, some of the loans given out become non-performing and 

adversely affect the profitability and overall financial performance of the lending 

institutions. Theoretically there are so many reasons as to why loans fail to perform. 

Some of these include depressed economic conditions, high real interest rate, inflation, 

lenient terms of credit, credit orientation, high credit growth and risk appetite, and poor 

monitoring among others.  

More often than not, the loan of the financial institution is a key asset that generates the 

major share of the MFIs income (Jeanne & Svensson, 2007). Repayment of a DTMI’s 

loans is a crucial indicator of performance. Poor collection of microloans is almost 

always traceable to management and systems weaknesses. The strongest repayment 

incentive for uncollateralized microloans is probably not peer pressure, but rather the 

clients’ desire to preserve their future access to a loan service that they and their families 

find very useful: thus, healthy repayment rates are a strong signal that the loans are of 

real value to the clients, high delinquency makes financial sustainability impossible.  

Loan is the major asset of most financial institutions from which they generate income. 

The quality of loan portfolio determines the financial performance of firm. The loan 

portfolio quality has a significant impact on the financial performance of the firm. A 

review or evaluation assessing the credit risk associated with a particular asset. These 

assets usually require interest payments such as a loans and investment portfolios. How 

effective management is in controlling and monitoring credit risk can also have an effect 

on the what kind of credit rating is given, (Kashyap et al., 2002). 
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2.4.3 Capital Structure 

Sushanta (2011) explains that capital structure is the mix of the long-term sources of 

funds used by the firm. They further explain that the capital structure decisions aims at 

maximizing the market value of the firm through employment of the optimal capital 

structure which maximizes the firms overall cost of capital and maximizes the market 

price per share of the firm. David Durand provided the net income approach of capital 

structure (Danielson & Scott, 2006).This approach states that a DTMI can increase its 

value by using the debt capital. Net operating income approach is the inverse to this 

approach. It contends that the value of a firm and cost of capital are independent of 

capital structure, thus the DTMI cannot increase its value by judicial mixture of debt and 

equity capital alone. 

Loans are less liquid and more risky than other assets in a DTMIs portfolio. The risk of 

default, and the additional costs incurred in managing credit risk requires DTMIs to 

apply a risk premium to the interest rate charged for the loan. Larger share of loans to 

total assets may therefore translate to more interest revenue because of the higher risk. 

However, MFI loans are subject to significantly higher transaction costs than retail profit 

seeking banks, which include cost of funds for on-lending, the loan loss, and 

administrative costs (Cull et al., 2009). A proportionally larger deposit base as a 

percentage of total assets will typically lead to an overall lower cost of funds, assuming 

that the deposits program is cost efficient in its operational and financial expense of 

deposits ratios. The higher the ratio, the more the MFI must rely on external funding, 

which is often a more costly source of funding than deposits 

The intermediate approach to the capital structure focused on this rather traditional 

theory of capital structure.  It expouses that the value of the firm goes on increasing to a 

certain level of debt capital and finally the value of the firm decreases (Goldstein et al., 

2001). This theory holds the concept of optimal capital structure. Bauer et al. (2008) 

developed the capital structure theory based on the agency costs. They postulate that 

DTMIs incur two types of agency costs; costs associated with the outside equity holders 
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and the costs associated with the presence of debt in capital structure. Total agency costs 

first decreases and after a certain level of outside equity capital in capital structure, it 

decreases. This therefore means that DTMIs prefer internal financing as opposed to 

external financing because it reflects less financial risk which impacts on the financial 

performance of the DTMI. 

The funding structure in deposit Taking Microfinance institution is crucial due to need 

of maximizing returns and also because of the impact such funding structure has on a 

DTMIs’ ability to deal with the competitive financial market in Kenya. DTMIs with a 

relatively high portfolio to asset ratio may be at greater risk of failure. Regulated DTMIs 

made choice on funding decision to increase portfolio asset ratio due to specialization in 

lending and benefits from informational advantages, which may reduce intermediation 

costs and enhance profitability (Freixas, 2005) 

2.4.4 Market structure. 

A market structure describes the key traits of a market, including the number of firms, 

the similarity of the products they sell, and the ease of entry into and exit from the 

market. Examination of the business sector of our economy reveals firms operating in 

different market structures. Competitive forces are like an “invisible hand” that leads 

people who simply pursue their own interests and, in the process, serve the interests of 

society.  According to CGAP (2001) once microfinance institutions are committed to 

managing business on a commercial basis, competition quickly becomes a hallmark of 

the environment in which they operate and determines efficiency. The economics 

literature states that competition ensures well-functioning markets, protects consumers, 

promotes allocative and productive efficiency and provides incentives for the 

development of new products.  

Further, greater bank penetration in the overall economy is associated with DTMIs 

pushing toward poorer markets, as reflected in smaller average loans sizes and greater 

outreach to women (Cull et al., 2007). However, Evans (2002) indicates that MFIs need 
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to assess the nature of the competition within the marketplace, then refocus their 

marketing campaigns and reprioritize their capital investments. Daniels (2000) also 

states that thinking more carefully about the competition issues, the MFIs might realize 

that the actual marketplace perception of the company’s products, services and prices 

compared to the competition would be a major help in focusing time and money on the 

factors and business processes that have the biggest impact on the competitive position. 

MFIs were largely operating as a monopolist in the early years (CGAP, 2001; McIntosh 

et al., 2005). Such a market power is, however, associated with allocative inefficiency, 

which refers to the welfare losses as a result of high prices a monopolist charge. There is 

even further loss if the monopolist employs inefficient technology (productive 

inefficiency). Besides, there may not be pressure to invest in efficient technology and 

introduce new products (Motta, 2004).  

Therefore, it would be reasonable to assume competition due to the market structure can 

be beneficial in the context of microfinance market as it may result in improved and new 

financial product designs, better customer services, lower costs and lower interest rates. 

Cull et al. (2007) investigated the performance of MFIs under the pressure of 

competition from formal banks, measuring competitive pressure by using bank 

penetration variables such as the number of bank branches per capita and per square 

kilometer. Their results show that MFIs faced with high competition tend to reduce the 

breadth of outreach but will focus more on the depth of outreach, i.e., more loans to 

women borrowers and smaller loans.  

However, the effect on other performance indicators, such as profitability, appears to be 

weak. Competition and the effort to win clients and expand market share, therefore, may 

lead to low screening and lending standards. There are some indications of lose MFI-

clients relationship with intense competition. Increased competition is also associated 

with an increase in information asymmetry, which makes it difficult for MFIs to know 

about the general debt level of clients. This in turn may lead to multiple borrowing, 

heavy debt burdens, low repayment rates and poor portfolio quality.  
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Nyaga (2008), notes that competition as experienced by the players was reported to exist 

on all the fronts modeled by Porter. MFIs however did not give due credence to the 

impact of competition on their chances of success relative to other factors. This study 

however did not focus on deposit taking microfinance institutions. On the other hand 

Mutua (2011) established that commercial banks receive services from the microfinance 

institutions which include savings and deposit mobilization among others. In 

establishing the linkage, commercial banks are faced by challenges like loan repayment 

and low interest rate unlike the micro finance institutions whose greatest challenge is 

geographical location of the small and micro enterprises. 

Srinivasan and Sriram (2006) also indicates that intense competition lowers borrower 

selection standards, weakens relationships with customers and leads to multiple loan, 

taking thus high defaults. According to Bikker and Haaf (2002), 25% of borrowers in 

microfinance institutions take loans from six or more different financial institutions 

which eventually lead to repayment crisis in the microfinance industry. Repayment crisis 

subsequently lead to liquidity problems which negatively influence the operational 

performance of microfinance institutions. Despite its importance due to the increasing 

competition in the microfinance industry in Kenya, there is no record available to this 

study on the effects of Market structure on the loan performance of deposit taking MFIs 

in Kenya. 

Research from the IMF (Hesse & Cihak, 2007) found that microfinance financial 

institutions tend to be more stable in times of crisis, as their investment patterns use the 

capital of members in ways that best serve their long term needs and interests. They 

have a lesser tendency to invest in high risk financial markets when compared to other 

forms of commercial banks. It is therefore thought that their comparative stability, under 

both average and extraordinary conditions, can help to mitigate crisis impact for 

members and clientele, especially in the short-term. 
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2.4.5 Measurement of financial performance  

Traditionally, operating and financial ratios have long been used as tools for determining 

the condition and the performance of a firm (Ogilo, 2012). Parast and Fini (2010) 

indicate that in the pursuit of better financial performance and profitability, 

organizations are looking for strategies to improve their operational performance and 

boost their profitability. As competition intensifies due to changes in the industry 

structure and the emergence of new technologies, DTMIs are determined to reduce their 

operational costs while enhancing their profitability.  

Similarly, financial performance of DTMIs can also be viewed in light of their overall 

financial performance. Herrmann (2008) says that when analyzing a firm’s profitability, 

the concern is with evaluating a firm’s earnings with respect to a given level of sales / 

assets / owners’ investment or share value. In doing so, the common profitability 

measures include: Common size income statements; Return on total assets (ROA); 

Return on equity (ROE); Earnings per share (EPS); Price/Earning (P/E) ratio Under the 

common-size income statement, we express every item on the income statement as a 

percentage of sales, which is gross margin; operating margin; and profit margin. 

Gross margin is the percentage of each sales dollar remaining after the firm has paid the 

direct cost of goods sold while Operating margin is the percentage of each sales dollar 

remaining after the firm has paid all expenses (excluding financing expenses and taxes); 

Profit margin is the percentage of each sales dollar remaining after the firm has paid all 

expenses (including interest and taxes). Return of total assets (ROA) takes into 

consideration the Return on Investment (ROI) and indicates the effectiveness in 

generating profits with its available assets, thus the higher the better.  

Return on equity (ROE) indicates the return on owners’ equity, hence the higher the 

better. Earnings per share (EPS) indicate the dollar amount earned on behalf of each 

common share, thus the higher the better. Price/earnings (P/E) ratio is the amount 

investors are willing to pay for each dollar of earnings, that is indicates investors’ 
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confidence (Herrmann, 2008). In this study, financial performance of Deposit Taking 

Microfinance Institutions will be measured using ROE and ROA.  

2.5 Critique of Existing Literature 

Ali (2007) notes that the existing literature has identified the conventional financial 

structure as the main stronghold of financial efficiency in DTMIs. In addition, Wang and 

Chen (2010) focused on liabilities scale, interest rate, debt structure, operational ability 

and solvency in their study. 

Dean (2008), developed independently the measures of financial performance any 

modern firm can adapt. Profit describes how much wealth your company has created 

(profit) or consumed (loss) over a certain period of time. These figures are reflected in 

the profit and loss account of the firm. Four useful measures of a firm’s profitability are 

the rate of return on the firm’s assets (ROA), rate of return on the firm’s equity (ROE) 

operating profit margin and net firm income. A full measurement of profit must take into 

account owner’s compensation and the higher the profit levels, does the same with 

financial performance  

Sakwa et al. (2014) did a study on the challenges of stakeholder management in MFIs, 

which concluded that there were 3 stakeholder management challenges faced by MFIs 

transforming into regulated deposit taking financial institutions in Kenya. These are; 

managing staff and clients, creating appropriate governance structures and attracting 

private shareholders. However, the logistic regression model developed to test the 

association of the challenges and successful transformation was not statistically 

significant, indicating that the model was not able to distinguish between respondents 

who reported and those who did not report successful transformation. The study thus 

concluded that managing stakeholders was not a significant challenge in the 

transformation of microfinance institutions into regulated deposit taking institutions in 

Kenya. 
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Gathuku (2010) carried out a study on performance of microfinance institution with 

regard to regulation through the Microfinance Act 2006. She examined the potential 

sources of financial leverage in the inter-bank market and the effects on interest-rate 

spreads, loan/deposit flows and bank equity and argued that while a considerable 

potential for contagion results from asymmetric information among contracting parties, 

due to imperfect information collection and monitoring costs in markets for loans 

without collateral, the actual settlement process itself creates an ‘institutional’ contagion 

potential. This arises not just from the ability to spread credit risks of participating 

banks, but those relating to sovereign risk and liquidity risk. 

Available literature on financial performance of DTMIs shows that the conventional 

financial structure is very unstable and therefore by itself it’s a contributory factor to the 

occurrence of financial performance, (Diamond & Dybvig, 2003). Deposit taking 

microfinance institutions means that they have liabilities that are fixed with also a fixed 

interest rate too while their loans are their assets that earn variable and not fixed interest 

rate. These assets are prone to credit risk as well interest rate risk. Deposits are made 

with a short maturity while loans are mostly long term and so there is a mismatch 

between the two. This mismatch leaves these DTMIs exposed to financial performance 

in case of any economy shock or lack of adequate deposits. 

Makau (2006) carried out a study on the effect of capital structure on firm value:  

evidence from Nairobi stock exchange. From the study, the researcher concluded that 

there existed a regression equation that was relating the firms leverage to its own 

growth, profitability, liquidity, size and non-debt ratio tax shields, the study also 

concludes that there was a general increase in leverages from year 2003 to years 2007, 

The researcher also concluded that in order for firm to increase its leverage it should 

increase it factors that leads to increase in its size and growth. The study further 

concludes that the firm own capital structure affects is value. The study further 

concludes that profitability of the company affects leverage of the company. 
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Richard (2009) notes that organizational performance encompasses three specific areas 

of firm outcomes financial performance (profits, return on assets, return on investment, 

etc.); product market performance (sales, market share, etc.); and shareholder return 

(total shareholder return, economic value added, etc.). In a survey on the quality, uses 

and perceived importance of various financial and non-financial measures, Hulme 

(2000) reports wider disparities between the perceived quality and importance of non-

financial measures as compared to financial measures. Perceived inadequacies in a 

traditional performance measurement system that focuses on financial measures have led 

many organizations to switch to and put greater emphasis on forward looking non-

financial measures such as customer satisfaction, employee learning and innovation 

(Ivatury & Siedek, 2006). 

2.6 Research Gaps 

From the reviewed empirical literature, it is evident that factors influencing the 

performance of DTMIs are multifaceted and are purely dependent on the operating 

environment of the DTMI. Sustainability of MFIs became a concern of donors in the 

mid-1990s and increasingly has been linked with growth of microfinance service 

provision. Some of the benefits of sustainability are increased outreach and quality of 

services offered (CGAP, 2004). Sustainable MFIs are able to increase their capital 

through retained earnings and hence increased capacity to reach more loan customers. 

Makau (2006) carried out a study on ‘The effect of capital structure on firm value:  

Evidence from Nairobi stock exchange’. From the study, the researcher concluded that 

there existed a regression equation that was relating the firms leverage to its own 

growth, profitability, liquidity, size and non-debt ratio tax shields. Operating and 

financial ratios have long been used as tools for determining the condition and the 

performance of a firm (Ogilo, 2012). 

Lauer (2008), argues that microfinance works and is sustainable; several institutions 

have proved that financial services for poor people can cover their full costs, through 

adequate interest spreads, relentless focus on efficiency, and aggressive enforcement of 
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repayment.  Most MFIs find themselves unable to scale up their operations due to 

limited access to funds. Some of the reasons preventing them from accessing external 

funding are related to their weak organizational structures (especially not-for-profit), 

shortage of management skills and lack of profitability. They are unable to attract the 

interest of outside investors (Avgouleas, 2009). Njeru, Namusonge and Kihoro, (2012), 

in their study on sources of finances for companies listed on the NSE, Retained earnings 

were a major source of financing for mature, established firms in developing countries, 

compared to debt, common stock and preferred stock for  the not so established 

companies.  

Ayuma, Namusonge and Iravo (2015), cited access to financial information, capital 

structure, prudential supervision, and cost of capital as determinants of financial risk of 

listed companies in the Nairobi Securities Exchange. Kiaritha (2015), in her study, 

highlighted internal politics, operating costs, savings culture, investment policies as 

determinants of financial performance of SACCOS. Makori et al. (2013) cited high 

dependency on short term borrowing, lack of liquidity monitoring system, political 

interference, investment in non-earning assets and inadequate managerial competences. 

Makokha, Namusonge and Sakwa (2016) focused more on the risk management 

practices that affect the financial performance of commercial banks and therefore 

recommended that risk management framework should be adopted in financial 

institutions to enable them proactively mitigate risks. They did not look at the risks 

associated with increasing non-performing loans that are threatening the survival of most 

financial institutions.  

Other studies have not been done specifically to establish the financial performance of 

DTMIs in Nairobi City County based on a combination of the variables considered in 

this study especially after the regulations stipulated in the Microfinance Act (2006). It is 

in the face of such that this study aims at filling the gap by establishing the factors 

considered to influence the financial performance of DTMIs in Nairobi City County. 

This study will add value to existing literature and may be used as a guide to DTMIs 

policy development for the general good of the country and their members. 
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2.7 Summary 

Effective financial management is a key success to any firm. Managers must be adept in 

balancing between internal and external operational policies to ensure financial stability 

and growth of the organization. Financial risks encountered in recent time’s impact 

directly on the financial status of most firms. The contagion effect has led to increase in 

the unbanked in most developing countries. Many DTMIs suffer financial impropriety 

resulting from increased non-performing loans which directly affects their operation 

with the clients bearing the bigger burden. Therefore a thorough understanding by the 

DTMIs management of the determinants of such risks is important.   

According to literature reviewed previously, the greatest factor contributing to bad loans 

in DTMIs is defaulting by customers which accounted for substantial proportion of bad 

debts. Macroeconomic instability worsens the poor loan quality that faced these DTMIs 

together with lending at high interest rates to borrowers compared to commercial banks 

in the high risk segment of the credit market which cause moral hazards and adverse 

selection of the borrowers.  
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CHAPTER THREE 

RESEARCH METHODOLOGY 

3.1 Introduction 

This chapter discusses the methodology that was used to carry out the study.  It gives the 

specific procedures, tools and instruments that were used in undertaking the study.  

These include; research design, target population, sampling techniques, data collection 

methods and instruments and data analysis tools and procedures. 

3.2 Research design 

Research design is a set of logical procedures that enable the researcher to obtain 

evidence to determine the degree to which the research hypotheses are correct. It is a 

general plan or strategy for conducting a research study to examine specific testable 

research questions of interest (Lavkaras, 2008). Further, it can be perceived as a plan and 

structure of investment conceived so as to obtain answers to research questions (Coopers 

& Schindler, 2011). The study used explanatory descriptive research design with a 

longitudinal dimension. Explanatory studies seek explanations of the nature of certain 

relationships, where hypothesis testing provides an understanding of the relationships 

that exist between variables. As such, this aspect of the design was quite instrumental in 

explaining the relationships between determinants and the financial performance of the 

DTMIs. 

A descriptive research design helps provide answers to the questions of who, what, 

when, where, and how associated with a particular research problem. It is a description 

of the state of affairs as it exists (Orodho & Kombo, 2001). It is used to obtain 

information concerning the current status of a phenomenon and to describe what exists 

with respect to variables or conditions in a situation. Sekaran and Bougie (2011) concurs 

with Orodho and Kombo (2001) by asserting that descriptive study is undertaken in 

order to ascertain and be able to describe the characteristics of the variables of interest in 
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a situation. This approach therefore helped in describing the status of financial 

performance and its determinants in the DTMIs. The financial performance determinants 

described are; Financial leverage, non-performing loans, capital structure and market 

structure. 

Longitudinal studies are studies in which multiple observations are made over time. The 

study used data on financial performance and its determinants in the DTMIs for two 

calendar years (2013 and 2014). This yielded data that was very useful in bringing out 

any trends in the determinants of financial performance of the cohort of the DTMIs 

being studied. Longitudinal studies have advantage over cross-sectional ones in 

providing information that describe processes over time. Quantitative data analysis was 

used to determine the relationships between the dependent and independent variables 

using secondary data. This data was obtained from CBK supervision annual reports. The 

quantitative approach was followed in a systematic manner to describe and test 

relationships and examine the cause and effect among variables.  

3.3 Sampling frame  

The sampling frame for this study included all the licensed DTMIs that were in 

existence within Nairobi City County by January 2013 and were included in the CBK’s 

annual supervisory reports for years 2013 and 2014. The list of these DTMIs was 

extracted from the AMFI list of Deposit Taking Microfinance Institutions in Kenya by 

the end of year 2012, and verified using the CBK’s annual supervisory reports. Due to 

the data availability constraint, nine out of the twelve listed DTMIs were involved in the 

study. 

3.4 Target population 

Target population is the universal set of elements that the researcher is interested in and 

to which (s) he wants to make inference. According to Ngechu (2004), a population is a 

well-defined or set of people, services, elements and events, group of things or 
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households that are being investigated. According to Mugenda and Mugenda (2003), a 

population refers to an entire group of individuals, events or objects having a common 

observable characteristic. The target population in this study was the set of all DTMIs in 

Nairobi City County that were in existence, registered and licensed by 31
st
 December 

2014. The reason for selecting the population of all DTMIs in Nairobi City County is the 

fact that all DTMI headquarters and senior management are based in the city of Nairobi, 

CBK (2013). Table 3.1 shows the current population of DTMIs in Nairobi City County 

as at December 2016. 

Table 3.1: Current Population of DTMIS in Nairobi City County as at Dec, 2016 

 
DTMI Date Licensed 

1 Faulu Microfinance Bank Limited 21st May 2009 

2 
Kenya Women Microfinance Bank Limited 

(formerly KWFT) 
31st March 2010 

3 Uwezo Microfinance Bank Limited 8th November 2010 

4 SMEP Microfinance Bank Limited 14
th
 December 2010 

5 Remu Microfinance Bank Limited 31
st
 December 2010 

6 Rafiki Microfinance Bank Limited 14th June 2011 

7 Century Microfinance Bank Limited 17
th
 September 2012 

8 SUMAC Microfinance Bank Limited 29th October 2012 

9 U & I Microfinance Bank Limited 8th April 2013 

10 Daraja Microfinance Bank Limited 12th January 2015 

11 Choice Microfinance Bank Limited 13th May 2015 

12 Caritas Microfinance Bank Limited 2nd June 2015 

 Source: AMFI list of Deposit Taking Microfinance Institutions in Kenya (2012) 
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Some of the data that the researcher used are secondary data sourced from the CBK 

through the CBK’s Annual Bank Supervision Reports. The most current such report that 

the CBK has published up to date is for the year 2014, hence the time limit of 31
st
 

December 2014. As such, Daraja, Choice and Caritas DTMIs were not involved in the 

study.  

The observation units as well as the sampling units were individual portfolio managers 

and credit officers in the DTMIs. Stevenson and St-Onge (2005) intimate that DTMIs 

are heterogeneous in terms of their organizational status since some began as NGOs, 

credit only institutions or microfinance banks. They were registered under different laws 

like the Microfinance Act, the NGOs coordination Act, the Harambee (self-help) group 

regulations or the Banking Act. As such, the respondents were heterogeneous in terms of 

the age of their DTMI, regional reach, number of clients, size of loan portfolio as well as 

value of capital.  

3.5 Sample and sampling technique  

A sample is a representative subset of a population. It is the one that is actually studied 

in order to make conclusions on the entire population through statistical inference. 

Sample selection depends on the population size, its homogeneity, the sample media and 

its cost of use as well as the degree of precision required (Salant & Dilman, 1994). 

These authors also observed that a prerequisite to sampling is a precise definition of the 

target population. It is not often possible, however, to know the true population. In such 

cases, Yumane (1967) suggested that a theoretical sample may be used. Theoretical 

samples purposively select organizations that exhibit the desired features that focus on 

the researcher’s study.  

Purposive sampling technique was used to obtain the sample of nine DTMIs out of the 

twelve that are in Nairobi City County. This was guided by the fact that the desired data 

for the study concerning the remaining three DTMIs, which can only be obtained from 

the CBK, will not be available; otherwise, census would have sufficed the study. 
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Purposive sampling is a non-probability sampling design that allows the researcher to 

sample only those elements that have the required information in relation to the study 

objectives, (Kothari, 2004).  

Simple random sampling was then used to select proportional samples of respondents 

comprising of portfolio managers and credit officers from each of the sampled DTMI. 

Simple random sampling is a probability sampling design in which every element in the 

population is accorded equal and independent chance of being selected into the sample. 

This minimizes selection bias hence the sampling error.  

Out of the population of 71 employees in the relevant category (portfolio managers and 

officers) in all the 9 DTMIs, the researcher arrived at a working sample using the 

Yumane’s formula: 

 

Where; 

N ≡ The population size (71) 

n ≡ The sample size 

e = estimated standard error equal to 5% (for 95% confidence level)  

Therefore, the sample size used was obtained as;  

employeesn 60
)05.0(711

71
2

=
+

=  

The entire sample size was therefore 60 employees, distributed proportionately among 

the 9 DTMIs as shown in table 3.2. 
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Table 3.2: Sample distribution among the DTMIs 

 
DTMI 

Number of employees in 

the relevant category Sample size 

1 Faulu Microfinance Bank Limited 13 11 

2 
Kenya Women Microfinance Bank 

Limited (formerly KWFT) 
12 10 

3 Uwezo Microfinance Bank Limited 10 9 

4 SMEP Microfinance Bank Limited 7 6 

5 Remu Microfinance Bank Limited 6 5 

6 Rafiki Microfinance Bank Limited 7 6 

7 Century Microfinance Bank Limited 7 6 

8 
SUMAC Microfinance Bank 

Limited 
5 4 

9 U & I Microfinance Bank Limited 4 3 

 Total 71 60 

Source: AMFI List of DTMIs in Kenya (2014) 

3.6 Data collection instruments 

Primary data was collected from the sampled employees of the DTMIs using 

questionnaires (See Appendix II). A questionnaire is a pre-formulated written set of 

questions to which the respondents record the answers usually within rather closely 

delineated alternatives. The questionnaire was complete and comprehensive enough. 

Where need be internal informants were used to give a lead on how to get to the 

respondents. On the other hand, secondary data on financial performance of DTMIs and 

its determinants was gathered from the CBK through the annual bank supervision 

reports. This was facilitated by the use of a secondary data collection schedule that was 

prepared to gather the relevant information on the study variables (See Appendix III). 
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3.7 Data collection procedures 

Data collection refers to the means by which data is obtained from the subjects or 

elements under investigation. This study involved collection and compilation of both 

primary and secondary data. 

3.7.1 Primary data 

This is data that is collected from the original source and for the first time specifically 

for the purpose of the current study. It is first-hand information. For the purposes of this 

study, questionnaires with both open and closed questions were used to collect primary 

data. The questionnaire also contained Likert-type items that were designed in a simple 

to answer format. Likert-type items use an interval scale that specifically uses five 

anchors of; strongly agree, agree, neutral, disagree and strongly disagree. The Likert-

type items measure the level of agreement or disagreement. They are good in measuring 

perception, attitude, values and behavior, and it is very useful in the conversion of 

qualitative responses into quantitative data values through data-coding (Zikmund et al., 

2010).   

The reliability of the questionnaires was verified through a piloting exercise. After the 

pilot study, and upon readiness to undertake the primary data collection exercise, the 

questionnaires were uniformly administered using the drop-and-pick approach to ensure 

reliability, accuracy, follow-up, minimized non-response and minimized bias. 

3.7.2 Secondary data 

Secondary data refers to descriptions or summaries by other people, other than the 

original researcher. They are accounts of events which were created well after the actual 

event occurred. Secondary sources are based on primary sources. By assessing, 

repackaging and distributing information, secondary sources make the information more 

accessible. Secondary sources can be articles in newspapers or popular magazines, 

books or movie reviews, or articles found in scholarly journals that address someone 
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else's original research. The procedure of collecting secondary data involved using a 

secondary data collection schedule which sourced data from the annual bank supervision 

reports from CBK. Other procedures included data acquisition from the internet and 

reading about theories and models from online libraries and relevant journals. 

3.8 Pilot study 

A pilot study is a research project that is conducted on a limited scale that allows 

researchers to get a clearer idea of what they want to know and how they can best find it 

out without the expense and effort of a full-fledged study. In a questionnaire, it is 

necessary to determine whether the questions and instructions are clear to the respondent 

and if they are consistent in obtaining the required feedback.  

Bryman and Cramer (2012) and Saunders et al. (2007) indicate the purpose of a pilot 

study is to establish the accuracy and appropriateness of the research design and the 

study instruments. Newing (2011) states that the importance of a pilot test cannot be 

overemphasized as one will always find ambiguous questions and questions which turn 

out not to be relevant for eliciting the sort information among other errors.  Cooper and 

Scindler (2011) concurs that the purpose of a pilot test is to detect weaknesses in design 

and implementation. Sekam (2008) reinforces that pilot testing is necessary for testing 

the reliability of instruments. A pilot study can reveal deficiencies in the research design 

of a proposed experiment or procedure and these can be addressed before time and 

resources are expended on large scale studies (Golafshani, 2003).  

In this study, a small sample of the questionnaire designed as the main data collection 

instrument was used to pre-test the effectiveness and relevance of the instrument. It 

helped in testing the effectiveness, consistency and appropriateness of the prepared 

questionnaire. The questionnaire pre-testing was done using randomly selected 

managers and loan officers from the three DTMIs which were not included in the final 

data collection. It was also used to test the logistics and gather information prior to the 

main study in order to improve the quality and efficiency of the research.  In effect, after 
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the pilot trials of the questionnaires, the researcher was able to assess the validity and 

reliability of the prepared questionnaire as a data collection instrument. 

3.8.1 Validity  

Mugenda and Mugenda (2003) define validity as the degree of accuracy with which 

results obtained from analyzed data represent the reality of the phenomenon under study. 

This implies that, to ensure the validity of the findings and results of the proposed study, 

the instruments of data collection must collect relevant and precise data. The data points 

must reflect the actual measurement on the ground. To ensure this, the questionnaire was 

given to two senior managers from the non-sampled DTMIs who were able to assess the 

validity of the statements on the questionnaire. Their views and responses about the 

questionnaire were reviewed and were used appropriately to improve the questionnaire 

as a data collection instrument. 

3.8.2 Reliability  

Reliability refers to a measure of the degree to which a research instrument yields 

consistent results after repeated trials (Mugenda & Mugenda, 2003). To ensure 

reliability of the questionnaire used, the respondents were sensitized on the motive, 

structure and the mode of answering the questionnaires. This ensured that the 

respondents fully understood these details and thus enhanced correctness and accuracy 

of the questionnaire as well as the responses.  

The questionnaires were pre-tested in both the pilot and the main study using the 

Cronbach’s Alpha correlation coefficient. Cronbach’s alpha for the test of reliability is 

computed as follows; 
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Where;  

n is the number of questions 

Vi is the variance of the scores on each question 

Vtest is the total variance of overall scores on the entire questionnaire 

 According to George and Mallery (2003) Cronbach Alpha value greater than 0.7 is 

regarded as satisfactory for reliability assessment. A Cronbach alpha value for any of the 

variables; financial regulation non-performing loans, capital structure and market 

structure that was greater than 0.7 from the findings led to the conclusion that the 

constructs measured had adequate reliability for the subsequent stages of analysis.  

3.9 Data analysis and presentation 

Data analysis is the mathematical treatment of quantitative and/or qualitative data so as 

to obtain the desired statistical measurements. Data presentation on the other hand refers 

to conversion of data into summarized and easily understandable graphical forms. 

Modes of data presentation include contingency and frequency tables, graphs, charts and 

plots. Data analysis procedures include; determination of descriptive statistics, statistical 

modeling and statistical inference. Collectively, these statistical procedures enable the 

analyst to establish the various characteristics of data, and the relationships between 

variables so as to be able develop statistically significant relationship and forecasting 

models. Essentially, this culminates in drawing of valid conclusions and meaningful 

recommendations.  

According to Zikmund et al. (2010), data analysis refers to the application of reasoning 

to understand the data that has been gathered with the aim of determining consistent 

patterns and summarizing the relevant details revealed in the investigation. It is 

extracting significant variables and detecting anomalies and testing any assumptions 

(Kombo & Tromp, 2009).  



47 

 

The data collected was edited and organized to ensure relevancy, standardization and 

completeness in readiness for analysis. To determine the patterns revealed in the data 

collected regarding the selected variables, data analysis was guided by the aims and 

objectives of the research. The research adopted both qualitative and quantitative 

methods in determining factors affecting financial performance in DTMIs in Nairobi 

City County in Kenya. 

3.9.1 Qualitative data analysis 

Using Likert-type items, questionnaires were used to collect qualitative data. Clason and 

Dormody (1994) described the difference between Likert-type items and Likert scales. 

They identified Likert-type items as single questions with five-level multiple choices. 

While multiple questions may be used in a research instrument, there is no attempt by 

the researcher to combine the responses from the items into a composite scale. Because 

of these conditions, Likert-type items fall into the ordinal measurement scale. The 

descriptive statistics recommended for ordinal measurement scale items include mean 

and mode or median for central tendency and frequencies for variability, (Harry & 

Debra, 2012). Additional analysis procedures appropriate for ordinal scale items include 

the chi-square measure of association. 

Likert scale data, on the other hand, are data that are analyzed at the interval 

measurement scale. Likert scale items are created by calculating a composite score (sum 

or mean) from four or more Likert-type items; therefore, the composite score for Likert 

scales should be analyzed at the interval measurement scale. Descriptive statistics 

recommended for interval scale items include the mean for central tendency and 

standard deviations for variability (Harry & Debra, 2012). Additional data analysis 

procedures appropriate for interval scale items would include the Pearson's coefficient of 

correlation, t-test, Analysis of Variance (ANOVA), and regression procedures. 

This study used the procedures for Likert-type items with appropriate data coding in 

collecting and analyzing the qualitative data. 
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3.9.2 Quantitative analysis 

Quantitative data are numerical observations or measurements on quantifiable attributes 

or variables of interest. Whereas qualitative data describes, quantitative data on the other 

hand defines. Due to its numerical nature, quantitative data is not short of mathematical 

and statistical vigor, unlike the qualitative data.  As such quantitative data is very useful 

in mathematical and statistical analyses that involve determination of descriptive 

measurements, modeling and inference. This study utilized quantitative data from both 

primary and secondary sources.  

The primary quantitative data was obtained through questionnaires while the secondary 

data was deduced from the Annual Bank supervision reports by CBK for calendar years 

2013 and 2014. This gave the study an aspect of quantitative research. Quantitative 

research usually is based on testing the theories composed of variables, measured with 

numbers, and analyzed using statistical techniques and aims at determining whether the 

predictive generalization of the theories hold true (Bryman & Cramer, 2004).  

This study’s data analysis was based on the principle components of the financial 

performance and how they affect the financial performance of DTMIs in Nairobi City 

County in Kenya. Once processed, the data was presented in form of tables and charts 

for various variables of interest. To analyze the data, descriptive statistics were 

computed in terms of frequencies, ratios/percentages, measures of central tendency and 

variability. 

To assess normality of the data for modeling and parametric inference, Q-Q plots were 

constructed and coefficients of skewness and kurtosis were determined. For a normally 

distributed data, the Q-Q plots should indicate clustered data points around the central 

measure; mean, that fade sparingly equally in both directions. The measure of skewness; 

coefficient of skewness should indicate a symmetrical normal distribution with the 

coefficient lying between -1 and +1. A coefficient less than -1 indicate a negatively 
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skewed distribution, while a coefficient greater than +1 indicates a positively skewed 

distribution.  

The coefficient of kurtosis should indicate a mesokurtic distribution, with the coefficient 

value being approximately equal to 3. A coefficient significantly less than 3 indicates a 

platykurtic distribution which best fits the t-distribution and not the normal distribution. 

On the other hand, a coefficient significantly greater than 3 indicates a leptokurtic 

distribution. Standard parametric tests, regression modeling as well as interval 

estimation require that the data are normally distributed and the observations are 

statistically independent. To assess the independence of the observations, Durbin-

Watson tests of autocorrelation (serial correlation) were conducted. The test statistic for 

Durbin-Watson test, d, lies between 0 and 4.  If d ≃ 2, there is no autocorrelation, but if 

d is significantly away from 2, then there is enough evidence of the presence of 

autocorrelation. 

To determine the association between the hypothesized determinants of the financial 

performance of the DTMIs, correlation matrices of all determinants (independent 

variables) and the financial performance (dependent variable) were determined. These 

helped in determination of the most powerful determinants of the financial performance 

of the DTMIs. Further, the correlation matrices helped in the assessment of 

collinearity/multicollinearity among the determinants which are the explanatory 

variables in the financial performance model.  

In case of any collinearity, the weaker collinear determinant is weeded out in the 

development of the regression model. This results into a reduced model, which is more 

powerful. It must be noted that inclusion of two or more collinear explanatory variables 

in a regression model compromises the explanatory power of the model making it 

inadequate for prediction.  
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Multiple linear regression analysis was performed on the data for each year, and for both 

years combined. These yielded three multiple linear regression models that were very 

useful in comparison, clarification and confirmation of the relationships as well as the 

general results. The researcher was now in a position to determine the effect, or lack of 

effect of the determinants on the financial performance of the DTMIs. 

Regression analysis is a statistical modeling technique used to identify meaningful, 

stable relationships among sets of data. The application of these analytical procedures is 

based on the premise that, in the absence of known conditions to the contrary, 

relationships among the variables may reasonably be expected to exist. Regression 

measures the casual relationship between one dependent and one independent variable. 

Multiple regression analysis measures the effects of multiple independent variables on 

one dependent variable. 

The dependent variable of the proposed model is financial performance and the 

independent variables are; financial leverage, non- performing loans, capital structure 

and Market structure. The model took the form; 

εβββββ +++++= 443322110 XXXXY  

Where; 

Y is the Financial Performance of a DTMI 

X1 is the Financial Leverage of a DTMI 

X2 is the Non-Performing Loans of a DTMI 

X3 is the Capital Structure of a DTMI 

X4 is the Market Structure of a DTMI 

β0, β1, β2, β3, and β4, are the Regression coefficients  

ɛ ≡ Random Error  



51 

 

The goodness of fit of each multiple linear regression was assessed. The coefficient of 

determination (R
2
) was used to assess the explanatory power of each model. R

2
 gives the 

percentage of the variations in the response variable that can be explained by the model. 

This implies that 1 – R
2
 gives the unexplained variation, which is mainly associated to 

pure chance variations and other significant predictor variables that have not been 

captured by the analysis/model. As such, the higher the value of R
2
, the stronger the 

model, and vice-versa. Specifically, using the rule of the thumb; if R
2
 ≥ 75%, the model 

is excellent, if 60% ≤ R
2
 ≤ 74%, the model is good, if 50% ≤ R

2
 ≤ 59%, the model is 

satisfactory and if R
2
 ≤ 49%, the model is poor. 

To test the statistical significance of the models as well as their adequacy for prediction, 

Analysis of Variance (ANOVA) was performed on an entire model together with t-tests 

on the individual predictor variables (determinants). The ANOVA facilitates the Fisher’s 

test (F-test) which uses the F-statistic as the test statistic. F-statistic is the ratio of the 

explained variation to the unexplained/residual variation. It was computed for each 

model in order to test the hypotheses; 

Null hypothesis, H0: The model is NOT statistically significant, 

Alternative hypothesis, H1: The model is statistically significant. 

The computed F-statistic was then compared with the critical F-statistic at 5% 

significance level. The null hypothesis is rejected if, computed F-statistic ≥ critical F-

statistic, or if the P-value (Sig.) is less than the significance level i.e. 0.05. P-value is 

mainly the probability that the Null hypothesis is actually true. 

To test the statistical significance of the individual predictors (determinants) in the 

models, t-tests were performed. t-test uses the t-ratio/statistic as the test statistic. T-ratio 

is the ratio of the estimated regression coefficient to its standard error. A coefficient that 

has a high standard error yields a small absolute t-ratio rendering it to be non-significant. 



52 

 

This implies that the higher the absolute t-ratio, the stronger the predictor variable and 

vice-versa. t-test tests the hypotheses; 

Null hypothesis, H0: βi = 0 (The associated predictor variable is NOT statistically significant) 

Alternative hypothesis, H1: βi ≠ 0 (The associated predictor variable is statistically significant) 

The computed t-ratio is then compared with the critical t-statistic at 5% significance 

level. This is a two-tailed test, and so the critical t-statistic was obtained at 2.5% 

significance level. The null hypothesis is rejected if, computed |t-ratio| ≥ critical t-

statistic, or if the P-value (Sig.) is less than the significance level i.e. 0.05. 

Analysis of data using regression model has been used previously by Aduda (2011) in a 

study which investigated the relationship between executive compensation and firm 

performance in the Kenyan banking sector. Also Ngugi (2001) used regression analysis 

in a study on the empirical analysis of interest rates spread in Kenya while Khawaja and 

Musleh (2007) used regression analysis to identify the determinants of interest rates 

spread in Pakistan. 

3.10 Definition and Measurement of Variables 

The dependent variable in the study is financial performance and the independent 

variables are financial leverage, non-performing loans, capital structure and Market 

structure. Measurement of financial performance of the DTMIs was constituted in three 

indicators; Net Income, Return on Assets (RoA) and Return on Equity (RoE). The 

financial leverage was indicated by EBIT and Financial Leverage Ratio (FLR). The 

Non-Performing Loans were measured using Net-non-performing loans (NNPLs) and 

Loan-to-Deposit Ratio (LDR). The capital structure was measured using Core Capital-

to-Deposit Ratio (CCDR), Debt-to-Equity Ratio (DER) and Total Risk Weighted Assets 

(TRWA). Market structure was measured using market share percentage (market size 

index), the number of branches that a DTMI has and the number of active deposit 

accounts. Table 3.3 shows the operationalization of the variables. 
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Table 3.3 Operationalization of variables 

Objective Variable 

Dependent 

or 

Independent Indicator(s) 

Measurement 

Data 

Level  

Primary 

(Qualitati

ve) Secondary (Quantitative) 

 

To evaluate the 

determinants of financial 

performance of DTMIs in 

Nairobi City County. 

 

 

Financial 

Performa

nce  

 

 

Dependent 

 

� Net Income 

� RoA 

� RoE Likert 

Scales 

Net Income 

100
.

.
x

AssetsTotal

IncomeNet
RoA =  

 

100
'

.
x

FundsrsShareholde

IncomeNet
RoE =  

 

Ratio 

 

(Percenta

ge)  

To determine the effect of 

financial leverage on 

financial performance of 

DTMIs in Nairobi City 

County. 

 

Financial 

Leverage 

 

Independent 

� EBIT 

� Degree of 

Financial 

Leverage (DFL) 

Likert 

Scales 

EBIT 

 

InterestEBIT

EBIT
DFL

−
=  

 

 

Ratio 

 

To determine the effect of 

non-performing loans on 

financial performance of 

DTMIs in Nairobi City 

County. 

 

Non-

Performi

ng Loans  

 

Independent 

 

� NNPLs 

 

� LDR 

Likert 

Scales 

NNPL = Total Non-performing loans 

and advances – Impairment loss 

allowance  

DepositsCustomer

customerstoAdvance
LDR

.

..
=  

 

 

Ratio 

 

Interval 

 

To determine the effect of 

capital structure on 

financial performance of 

DTMIs in Nairobi City 

County. 

 

Capital 

structure 

 

Independent 

� CCDR 

 

� DER 

 

� TRWA 

Likert 

Scales 

CCDR 

sLiabilitieAssets

sLiabilitie
DER

−
=  

TRWA 

 

Ratio 

 

Interval 

 

To determine the effect of 

Market structure on 

financial performance of 

DTMIs in Nairobi City 

County. 

 

Market 

structure 

 

Independent 

� Market Share 

(MS) 

� Number of 

branches 

� Number of active 

deposit accounts 

Likert 

Scales 

 

MS = Market Size Index 

 

Number of branches 

 

Number of active deposit accounts 

 

 

Ratio 

 

Interval 
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3.11 Summary 

The study used explanatory descriptive research design with a longitudinal dimension. 

The sampling frame for this study included all the licensed DTMIs that were in 

existence within Nairobi City County by January 2013 and were included in the CBK’s 

annual supervisory reports for the calendar years 2013 and 2014. As such, the target 

population of the study was the set of all DTMIs in Nairobi City County that were in 

existence, registered and licensed by 31
st
 December 2014.  

Purposive sampling technique was used to obtain the sample of nine DTMIs out of the 

twelve that are there in Nairobi City County. Simple random sampling was then used to 

select a sample of 60 employees comprising of portfolio managers and credit officers 

from each of the sampled DTMI. Primary data was collected using questionnaires with 

open and closed questions as well as Likert-type items. Secondary data was collected 

from the CBK’S Annual supervisory reports for years 2013 and 2014 using data 

collection schedules. A pilot study was conducted to test the reliability as well as the 

validity of the data collection instruments. 

 Frequency distribution tables were constructed with percentages and descriptive 

statistics to summarize and deduce the trends in the primary data. Correlational data 

analysis was conducted on the secondary data to determine the significant indicators on 

financial performance of the DTMIs and its determinants. Linear regression analysis was 

then conducted to determine the functional relationship between various determinants 

and financial performance. Goodness of fit tests were performed to assess the 

relationships and their strengths. 
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CHAPTER FOUR 

RESEARCH FINDINGS AND DISCUSSIONS 

4.1 Introduction 

The data collected was cleaned, edited and organized in readiness for analysis and 

presentation. For the purposes of description of the data, descriptive statistics of the key 

variables were computed. Further, correlational analysis was conducted on the various 

indicators of the explanatory variables (determinants of the financial performance of 

DTMIs) and the response variable (financial performance).  This correlational analysis 

aimed at identifying the strongest indicator of the financial performance. The analysis 

then extended and fragmented to simplified bivariate correlations between each cluster 

of indicators of an explanatory variable (determinant) against the identified strong 

indicator of financial performance. This analysis yielded the strongest indicator for each 

determinant. 

The study used the descriptive explanatory research design with a longitudinal 

dimension. As such, correlational and regression analysis were considered instrumental 

in explaining the interactions between financial performance and its determinants in the 

DTMIs.  To achieve this, multiple linear regression models were obtained for years 2013 

and 2014 as well as for the combined data. Reliability of regression models in explaining 

the functional relationship between variables depends on its goodness of fit as well as its 

general statistical significance. It is for this reason that this chapter provides an 

investigation and determination of the goodness of fit and statistical significance of each 

of the developed models 

The softwares used for the analysis were Statistical Package for Social Scientists (SPSS) 

and Microsoft Excel Analysis toolpak. For proper, efficient and accurate application of 

quantitative analysis methods, qualitative data was coded appropriately in the various 

categories of analysis.  
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4.2 Primary data 

Primary data was collected using questionnaires from the sampled respondents 

comprising portfolio managers and credit officers from each of the sampled DTMI. The 

questionnaires contained questions on Likert-type items and were uniformly 

administered using the drop-and-pick approach to ensure reliability, accuracy, follow-up 

and maximized response rate.  

4.2.1 Response rate 

Response rate is usually of great concern to any researcher due to the risk of non-

response bias. Non-response bias is the error resulting from distinct differences between 

the people who responded to a survey versus those who did not respond. Response rate 

is used as one way to gauge the potential for non-response bias. The higher the response 

rate of a survey, the lower the risk of non-response bias. Of the distributed 60 

questionnaires, 52 were received back as completed questionnaires with relevant and 

useful information for the study. The 52 completed questionnaires constituted an 86.67% 

response rate which was considered an excellent response rate (Mugenda & Mugenda, 

2003) with a minimized risk for non-response bias. To this extent, the randomly 

collected primary sample data was considered adequate and sufficiently representative. 

To ensure adequate representation of each DTMI, proportional random stratified 

sampling was used. Table 4.1 shows the distribution of the questionnaires collected from 

the sampled officers across the nine DTMIs. 
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Table 4.1: Distribution of the responses across the DTMIs 

DTMI 

Questionnaires 

dropped 

Questionnaires 

Picked Proportion Response Rate 

Century 6 4 7.70% 66.67% 

Faulu 11 11 21.20% 100.00% 

KWFT 10 9 17.30% 90.00% 

Rafiki 6 6 11.50% 100.00% 

REMU 5 4 7.70% 80.00% 

SMEP 6 5 9.50% 83.33% 

SUMAC 4 3 5.80% 75.00% 

U & I 3 3 5.80% 100.00% 

Uwezo 9 7 13.50% 77.78% 

Total 60 52 100.00% 86.67% 

 
 

In all the DTMIs, the response rate was above 60% indicating good response rate, and 

the distribution among the DTMIs was adequately proportional. The responses received 

were therefore sufficiently representative of the population. 

4.2.2 Reliability Results 

The term reliability generally refers to the consistency of a measure. The construct being 

measured using a questionnaire, however, is expected to vary from one respondent to 

another. The study used the Chronbach’s coefficient alpha to estimate the consistency of 

Likert-items included in the questionnaires, and table 4.2 shows the results.  
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Table 4.2: Reliability test of the questionnaire items 

Variable 

Reliability Chronbach’s 

alpha Remark 

Financial performance 0.902 Reliable 

Financial leverage 0.871 Reliable 

Non-performing loans 0.809 Reliable 

Capital structure 0.845 Reliable 

Market structure 0.911 Reliable 

 

A high coefficient indicates that the items are consistently measuring the same 

underlying construct. George and Mallery (2003) provide the following rules of thumb: 

“_ > 0.9 – Excellent, _ > 0.8 – Good, _ > 0.7 – Acceptable, _ > 0.6 – Questionable, _ > 

0.5 – Poor, and _ < 0.5 – Unacceptable”. As such, having yielded all coefficients greater 

than 0.8 and greater than 0.9 for some sections, the questionnaires were accepted as 

consistent and reliable for the study. 

4.2.3 Demographic factors 

Among the primary data collected were the demographic profiles of the respondents.  

The objective was to get a brief insight into their backgrounds. The demographic details 

examined were; gender, highest education level, and job rank.  

The sample constituted of 61.5% female respondents and 38.5% male respondents. The 

lowest maximum education level of the respondents was ordinary diploma qualification, 

while the highest was the master’s degree. Figure 4.1 shows the distribution of the 

respondents across the education levels. 
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Figure 4.1: Education levels and gender 

The sampled officers were classified into two ranks; portfolio managers (Rank 1), and 

credit officers (Rank 2). Table 4.3 shows the cross tabulation of the ranks against the 

education levels. 

Table 4.3: Cross tabulation of job ranks against education levels 

Rank Bachelor's Degree Diploma Master's Degree  Total 

1 2 0 4 6 

2 32 6 8 46 

Total 34 6 12 52 
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A total of 6 officers sampled were portfolio managers (rank 1) while 46 were credit 

officers (rank 2). It must be noted that all the officers in rank 2 perform the same duties, 

but their job titles differ depending on the DTMI in which they work. A total of 34 

officers had bachelor degree qualifications, 6 officers had only diploma qualifications 

while 12 officers had master’s degree qualifications. It is noted that none of the officers 

with diploma qualifications only was in rank 1. Table 4.4 shows the Chi-square test 

results to investigate whether job rank depended on the education level at 5% 

significance level. 

Table 4.4: Chi-Square Test for independence – job rank versus education level 

 

  Value Degrees of Freedom Significance 

Pearson Chi-Square 7.433 2 .024 

Likelihood Ratio 6.704 2 .035 

N of Valid Cases 52   

 

 

Chi-square test tests the null hypothesis of the attributes being independent of each 

other. Since the P-values (Asymp. Sig.) are less than the significance level of 0.05, the 

null hypothesis is rejected. This implies that job rank depends on the education level of 

the officer. As such, it is concluded that job promotions and/or recruitments within the 

DTMIs are highly dependent on the highest education qualifications of the officers 

among other requirements. 

4.2.4 Financial performance 

Financial performance was the study’s dependent variable. It is anticipated that variation 

in some or all aspects of the previously discussed determinants would result to some 

variation in the financial performance of a DTMI. In order to be able to relate this 
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variable to the determinants (independent variables), the study sought to delve into the 

characteristics of this variable, for a better insight. These characteristics ranged from the 

response of the DTMI’s profitability the changes in the operating environment, to the 

growth/decline patterns of the DTMI’s annual profits. The following series of tables 

show the results of the Likert-scale on the various aspects of the DTMIs’ financial 

performance. 

Table 4.5: Growth in profits despite changes in the operating environment 

Levels Frequency Percent Cumulative Percent 

Agree 3 5.8 5.8 

Neutral 2 3.8 9.6 

Disagree 29 55.8 65.4 

Strongly disagree 18 34.6 100.0 

Total 52 100.0  

Mean =  4.192 Mode = 4 

 

 

Over 90% of the respondents disagreed that regardless of the changes in the operating 

environment, the DTMI will still grow in its profits. Only 5.8% agreed to this statement, 

with 3.8% being undecided. The analysis yielded a mean of 4.192 indicating “disagree” 

with mode = 4 indicating the same. Therefore turbulence in the operating environment 

will cause the DTMIs’ profits to fluctuate, sometimes decreasing. 
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Table 4.6: Risk of closing branches due to financial constraints  

Levels Frequency Percent Cumulative Percent 

Strongly agree 16 30.8 30.8 

Agree 29 55.8 86.5 

Neutral 3 5.8 92.3 

Disagree 4 7.7 100.0 

Total 52 100.0  

Mean =  1.904 Mode = 2 

 

Over 86% of the respondents agreed that the DTMIs are not at the verge of closing any 

of its branches due to financial constraints. However, 7.7% of the respondents disagreed. 

The analysis yielded a mean of 1.904 indicating “agree” and a mode of 2 indicating the 

same. As such it is concluded that the DTMIs are not in any financial crisis that would 

result to some or all of their branches being closed down. 

Table 4.7: Plans to increase investment in new technology  

Levels Frequency Percent Cumulative Percent 

Agree 5 9.6 9.6 

Disagree 30 57.7 67.3 

Strongly  disagree 17 32.7 100.0 

Total 52 100.0  

Mean =  4.135 Mode = 4 

 

 

Only 9.6% of the respondents agreed that there are plans at the DTMIs to increase 

investment in new technology so as to aid efficient operations and service delivery. This 

leaves 93.4% who disagreed, with 32.7% disagreeing strongly. This is a major cause for 
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alarm since lack of investment in the adaptation to the changes in the dynamic world of 

technology may lead to the methods of service delivery of a DTMI or its products being 

obsolete and irrelevant in the long run. This will definitely ditch the DTMI into losses 

and a possible closure. 

Table 4.8: Continuous cash flow to finance of the clients’ projects. 

Levels Frequency Percent Cumulative Percent 

Agree 7 13.5 13.5 

Disagree 28 53.8 67.3 

Strongly  disagree 17 32.7 100.0 

Total 52 100.0  

Mean =  4.058 Mode = 4 

 

 

It is indicated that only 13.5% of the respondents agreed that the DTMI will always have 

enough cash flow to finance any of its client’s projects. All other respondents; 86.5% 

disagreed, with 32.7% disagreeing strongly. The mean was obtained as 4.058 and mode 

as 4, both indicating “disagree”. This is another cause for alarm for the DTMIs as this 

indicates limitation of cash flow within the DTMIs hence limitation in their ability to 

meet their immediate customer needs. This may eventually result to customers voting 

with their feet to other financial institutions thus rendering the DTMIs financially non-

competitive and non-performing. 
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Table 4.9: Consistent growth in annual net income of DTMIs 

Levels Frequency Percent Cumulative Percent 

Strongly Agree 15 28.8 28.8 

Agree 32 61.5 90.4 

Disagree 5 9.6 100.0 

Total 52 100.0  

 Mean =  1.904 Mode = 2 

 

 

Over 90% of the respondents agreed that there is consistent growth in the annual net 

income of the DTMI, with 28.8% agreeing strongly. Only 9.6% disagreed. The mean 

was obtained as 1.904 while mode was obtained as 2 both indicating “agree”. As such, 

despite the challenges identified in the previous discussions, the DTMIs have recorded a 

consistent growth in their annual net income over the years. This is quite encouraging, 

and raises the hope for DTMIs to excel, grow and spread even beyond Nairobi City 

County, or even to become fully fledged banks. 

4.2.5 Financial leverage 

The study sought to investigate the levels of financial leverage of the DTMIs as a 

determinant of their financial performance. These ranged from the use of debts as 

alternate corporate financing measure to the measures taken by the DTMIs to control 

their debt load. The following series of tables show the results of the Likert-scale on the 

various financial leverage characteristics. 
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Table 4.10: Debt as a preferable option for additional financing 

Levels Frequency Percent Cumulative Percent 

Strongly agree 11 21.2 21.2 

Agree 33 63.5 84.6 

Neutral 3 5.8 90.4 

Disagree 5 9.6 100.0 

Total 52 100.0  

 Mean =  2.039 Mode = 2 

 

 

It is observed that 21.2% of the respondents strongly agree that DTMIs always use debt 

as the first option for additional financing, while 63.5% agree to it. This yields a 

cumulative 84.6% of the respondents agreeing to the use of debts as first option for 

additional financing. However, 9.6% of the respondent disagreed, while 5.8% were 

neutral. These proportions yield a mean 0f 2.039 which indicates “agree” with majority 

indicating that they agree (mode = 2). 

Table 4.11: Use of debt as a source of finance does not always lead to increased cash 

flow for the DTMI 

Levels Frequency Percent Cumulative Percent 

Strongly agree 8 15.4 15.4 

Agree 37 71.2 86.5 

Neutral 3 5.8 92.3 

Disagree 4 7.7 100.0 

Total 52 100.0  

 Mean =  2.058 Mode = 2 
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15.4% of the respondents strongly agree while 71.2% agree that use of debt as a source 

of finance does not always lead to increased cash flow for the DTMIs. This yields a 

cumulative 86.5% of the respondents agreeing to the statement. 5.8% of the respondents 

were neutral about the statement, while 7.7% disagreed. The proportions yield a mean of 

2.058 indicating “agree” with majority agreeing to it (mode = 2). 

Table 4.12: Market value of the DTMI is determined by its financial leverage 

Levels Frequency Percent Cumulative Percent 

Agree 7 13.5 13.5 

Neutral  3 5.8 19.2 

Disagree 19 36.5 55.8 

Strongly disagree 23 44.2 100.0 

Total 52 100.0   

 Mean =  4.115 Mode = 5 

 

Only 13.5% of the respondents agree that the market value of a DTMI is determined by 

its financial leverage. 5.8% were neutral. This leaves 36.5% and 44.2% of the 

respondents who disagree and strongly disagree respectively, yielding a cumulative 

80.7%. The mean yielded by the responses is 4.115 indicating “disagree” with majority 

indicating that they strongly disagree (mode = 5). This leads to the conclusion that the 

market value of a DTMI is not determined by its financial leverage. 

Table 4.13: Use of reserves to pay interest and debt at maturity 

Levels Frequency Percent Cumulative Percent 

Agree 5 9.6 9.6 

Neutral  3 5.8 15.4 

Disagree 17 32.7 48.1 

Strongly disagree 27 51.9 100.0 

Total 52 100.0  

Mean =  4.269  Mode = 5 
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9.6% of the respondents agree that DTMIs do not use reserves to pay interest and debt at 

maturity. However, a cumulative 84.6% disagree with 51.9% disagreeing strongly. The 

mean is 4.269 indicating “disagree” while the mode is 5. As such, it is concluded that 

DTMIs use reserves to pay interests and debts at maturity. 

Table 4.14: Use of asset or liability to offset another liability or asset 

Levels Frequency Percent Cumulative Percent 

Strongly agree 21 40.4 40.4 

Agree 23 44.2 84.6 

Neutral 2 3.8 88.5 

Disagree 6 11.5 100.0 

Total 52 100.0  

 Mean =  1.865 Mode = 2 

 

 

40.4% of the respondents strongly agree that no asset or liability stated in the balance 

sheet is offset by deduction of another liability or asset except inter-branch balances and 

items in transit or where a legal right of set-off exists. 44.2% agree to it, giving a 

cumulative of 84.6% of the respondents who agree. 3.8% were neutral, while 11.5% 

disagree. The mean yielded is 1.865 indicating “strongly agree” with majority indicating 

that they agree (mode = 2). 
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Table 4.15: Reduced borrowing in the money market 

Levels Frequency Percent Cumulative Percent 

Strongly agree 19 36.5 36.5 

Agree 25 48.1 84.6 

Neutral 2 3.8 88.5 

Disagree 6 11.5 100.0 

Total 52 100.0  

 Mean =  1.904 Mode = 2 

 

 

It is observed that cumulatively, 84.6% of the respondents agree that borrowing in the 

money market is highly discouraged and if it has to be done, it has to be less than six 

times per annum, with 36.5 agreeing to this strongly. 3.8% were neutral, while 11.5% 

disagreed. The responses yielded a mean = 1.904 and mode = 2. Therefore, it is 

concluded that in the DTMIs, borrowing in the money market is highly discouraged and 

if it has to be done, it has to be less than six times per annum. 

4.2.6 Non-Performing Loans (NPLs) 

The study hypothesized non-performing loans as one of the determinants with a 

significant effect on the financial performance of the DTMIs. As such, various aspects of 

non-performing loans were investigated within the DTMIs. These aspects ranged from 

the DTMIs’ lending policy, to the cleanliness of the collateral used by the customers to 

secure loans. The following series of tables show the results of the Likert-scale on the 

various aspects of the non-performing loans. 
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Table 4.16: Existence of a lending policy that minimizes NPLs 

Levels Frequency Percent Cumulative Percent 

Strongly agree 19 36.5 36.5 

Agree 29 55.8 92.3 

Neutral 2 3.8 96.2 

Disagree 2 3.8 100.0 

Total 52 100.0  

 Mean =  1.750 Mode = 2 

 

 

Cumulatively, 92.3% of the respondents agree that in the DTMIs, there exist a lending 

policy that is geared towards the minimization of NPLs.  3.8% were undecided, while 

another 3.8% disagreed. The mean score is 1.75 indicating “strongly agree” while the 

majority agreed to the statement (mode = 2). It is therefore concluded that there exist 

lending policies in the DTMIs that bear the objective of minimizing the NPLs. 

Table 4.17: Provision for NPLs at the DTMI branches 

Levels Frequency Percent Cumulative Percent 

Strongly agree 21 40.4 40.4 

Agree 24 46.2 86.5 

Neutral 5 9.6 96.2 

Disagree 2 3.8 100.0 

Total 52 100.0  

 Mean =  1.769 Mode = 2 

 

 



70 

 

The table shows that 40.4% strongly agree while 46.2% agree that provision for NPLs is 

actually done at the DTMI branches. Only 3.8% disagree, with 9.6% undecided. The 

mean score obtained was 1.769 indicating “strongly agree”, where the majority just 

agree (mode = 2). Therefore, it was concluded that indeed, there are provisions for NPLs 

at the DTMI branches. 

Table 4.18: Constant contact between customers and the DTMI  

Levels Frequency Percent Cumulative Percent 

Strongly agree 18 34.6 34.6 

Agree 27 51.9 86.5 

Neutral 2 3.8 90.4 

Disagree 5 9.6 100.0 

Total 52 100.0  

 Mean =  1.885 Mode = 2 

 

 

It is indicated that 34.6% of the respondents strongly agree while 51.9% agree that there 

is a constant contact between the customers and the DTMI personnel that establishes the 

customer’s ability to repay loans. 3.8% of the respondents were undecided while 9.6% 

disagreed. The responses yielded mean = 1.885 indicating “strongly agree”, in which 

case majority actually agreed (mode = 2). As such, it is concluded that there exist a 

continuous contact between the DTMIs and their customers in order to be able to gauge 

and determine their ability to repay loans. This essentially goes a long way in ensuring 

that the rates of defaulting hence NPLs are minimized. 
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Table 4.19: Loan repayment adjustments  

Levels Frequency Percent Cumulative Percent 

Strongly agree 18 34.6 34.6 

Agree 22 42.3 76.9 

Neutral 5 9.6 86.5 

Disagree 7 13.5 100.0 

Total 52 100.0  

 Mean =  2.019 Mode = 2 

 

The table shows that 34.6% of the respondents and 42.3% of the respondents strongly 

agree and agree respectively, that loan repayment adjustments are done according to the 

terms of agreement between the DTMI and the customer. This is with the aim of making 

sure that the customer is able to repay the loan without defaulting. However, 9.6% of the 

respondents were undecided, while 13.5% disagreed. The 13.5% cannot go unnoticed, as 

this is a significant proportion indicating that the DTMIs do not ensure that loan 

repayment adjustments are done according to the terms of agreement with the customer. 

This may be a point of great concern. All in all, the responses yielded a mean of 2.019 

indicating “agree” with majority falling in that category (mode = 2). 

Table 4.20: Existence of a thorough loan documentation system  

Levels Frequency Percent Cumulative Percent 

Agree 7 13.5 13.5 

Neutral 5 9.6 23.1 

Disagree 27 51.9 75.0 

Strongly disagree 13 25.0 100.0 

Total 52 100.0  

 Mean =  3.885 Mode = 4 
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51.9% of the respondents disagreed while 25% strongly disagreed that there exist a 

thorough loan documentation systems in the DTMIs that leaves no loophole for 

exposure to loan defaulting. This is accompanied by a mean of 3.885 which indicates 

“undecided” with an inclination to “disagree”. Majority indicated that they disagree 

(mode = 4). However, a meager 13.5% agreed that such systems exist in the DTMIs. It is 

therefore concluded that generally, there are no concrete and thorough documentation 

systems in the DTMIs that curb loans from being defaulted. 

Table 4.21: Cleanliness of loan collaterals 

Levels Frequency Percent Cumulative Percent 

Strongly agree 19 36.5 36.5 

Agree 22 42.3 78.8 

Neutral 5 9.6 88.5 

Disagree 6 11.5 100.0 

Total 52 100.0  

 Mean =  1.962 Mode = 2 

 

 

The table depicts that the proportions of respondents who strongly agree and who agree 

that the cleanliness of loan collateral is usually scrutinized thoroughly and ascertained in 

the DTMIs were 36.5% and 42.3% respectively. 9.6% were undecided, while 11.5% 

disagreed. The proportions were accompanied by a mean of 1.962 indicating “strongly 

agree” with majority indicating that they agree (mode = 2). Consequently, it is 

concluded that the cleanliness and legitimacy of the collaterals used as security by 

customers to secure loans at the DTMIs are thoroughly ascertained. 
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4.2.7 Capital structure 

In the analysis of financial performance of DTMIs, capital structure cannot be ignored. 

A strong capital base provides a firm foundation upon which the financial excellence of 

a DTMI is built. As such, the study investigated various aspects of the capital structure 

of the DTMIs. These aspects ranged from decision making on issues that affect the 

capital structure to the maintenance of the prescribed minimum capital requirements. 

The following series of tables show the results of the Likert-scale on the various aspects 

of the capital structure. 

Table 4.22: Managers rarely pursue their own objectives in making capital 

structure decisions 

Levels Frequency Percent Cumulative  

Agree 6 11.5 11.5 

Neutral 1 1.9 13.5 

Disagree 29 55.8 69.2 

Strongly disagree 16 30.8 100.0 

Total 52 100.0  

Mean =  4.058 Mode = 4 

 

 

55.8% of the respondents disagreed while 30.8% strongly disagreed that managers of the 

DTMIs rarely pursue their own objectives in making capital structure decisions. 1.9% 

were undecided, while 11.5% agreed. This is associated with a mean of 4.058 indicating 

“disagree” and a mode of 4. All this generally implies that the managers of the DTMIs 

do not pursue their own objectives, rather they pursue the objectives of the DTMI more 

so on matters concerning capital structure. 



74 

 

Table 4.23: The DTMI operates on low-cost short term financing 

Levels Frequency Percent Cumulative Percent 

Strongly agree 19 36.5 36.5 

Agree 28 53.8 90.4 

Disagree 5 9.6 100.0 

Total 52 100.0  

Mean =  1.827 Mode = 2 

 

A cumulative of 90.4% of the respondents agreed that DTMIs operate on low-cost short 

term financing. Only 9.6% disagreed. The mean was obtained as 1.827 indicating 

“strongly agree” with majority agreeing to the statement (mode =2). The conclusion is 

that DTMIs operate on low-cost short term financing. 

Table 4.24: Competitiveness of DTMI’s capital structures 

Levels Frequency Percent Cumulative Percent 

Strongly agree 21 40.4 40.4 

Agree 24 46.2 86.5 

Neutral 1 1.9 88.5 

Disagree 6 11.5 100.0 

Total 52 100.0  

 Mean =  1.846 Mode = 2 

 

 

40.4% and 46.2% are the proportions of the respondents who strongly agree and agree 

respectively, that DTMIs capital structures are in line with the competitive structures existing in 

the industry. 1.9 % were undecided, while 11.5% disagreed. The mean is 1.846 indicating 

“strongly agree” with majority indicating that they agree (mode = 2). 
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Table 4.25: Use of funds for the intended purpose 

Levels Frequency Percent Cumulative Percent 

Strongly agree 17 32.7 32.7 

Agree 29 55.8 88.5 

Neutral 1 1.9 90.4 

Disagree 5 9.6 100.0 

Total 52 100.0  

 Mean =  1.885 Mode = 2 

 

 

It is observed that 55.8% of the respondents agreed and 32.7% strongly agreed that 

DTMI funds are always used for the intended purpose. This is accompanied by a mean 

of 1.885 indicating “agree”, majority being those that agree (mode = 2). It is therefore 

concluded that DTMI funds are always used for the intended purpose. This implies that 

the DTMIs adhere to their financial budgets hence minimizing wastage. 

Table 4.26: Maintenance of the prescribed minimum capital requirements 

Levels Frequency Percent Cumulative Percent 

Strongly agree 23 44.2 44.2 

Agree 24 46.2 90.4 

Neutral 2 3.8 94.2 

Disagree 3 5.8 100.0 

Total 52 100.0  

Mean =  1.712 Mode = 2 
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The table shows 46.2% and 44.2% of the respondents who agree and strongly agree 

respectively, that the DTMIs maintain the prescribed capital requirements. 3.8% were 

undecided, while 5.8% disagreed. These proportions were associated with mean = 1.712 

indicating “strongly agree” with mode = 2 indicating “agree”. Therefore, it is concluded 

that DTMIs do maintain the prescribed minimum capital requirements ensuring a capital 

structure that conforms with both internal and external regulations and requirements. 

4.2.8 Market structure 

Market structure is another key determinant of the financial performance of DTMIs. Any 

kind of business that endeavors to excel financially has to carefully build a large 

clientele network and develop concrete and sound marketing strategies and policies. In 

effect, these ensure a strong market structure that guarantees ready market for the goods 

or services being offered. The study sought to investigate various properties of the 

market structure of the DTMIs ranging from integration of market research and 

development to pricing decisions of the DTMIs. The following series of tables show the 

results of the Likert-scale on the various aspects of the market structure. 

Table 4.27: Market research and development as an integral part of the DTMI’s 

operations 

Levels Frequency Percent Cumulative Percent 

Strongly agree 23 44.2 44.2 

Agree 21 40.4 84.6 

Neutral 1 1.9 86.5 

Disagree 7 13.5 100.0 

Total 52 100.0  

 Mean =  1.846 Mode = 1 
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44.2% of the respondents strongly agree that market research and development is an 

integral part of the DTMI’s operations. 40.4% agree to it, yielding a cumulative 84.6% 

of the respondents who agreed. 1.9% were undecided while 13.5% disagreed. The mean 

obtained was 1.846 indicating “strongly agree” with mode =1. Therefore, it is concluded 

that DTMIs conduct market research regularly in order to consistently develop their 

market structure. 

Table 4.28: Reference of products to the market demands  

Levels Frequency Percent Cumulative Percent 

Strongly agree 29 55.8 55.8 

Agree 23 44.2 100.0 

Total 52 100.0  

 Mean =  1.442 Mode = 1 

 

 

In this case, 100% agreed that the financial products offered by the DTMI are designed 

with reference to the market demands. 55.8% strongly agree, while 44.2% agree. This is 

accompanied by mean = 1.442 indicating “strongly agree” and mode = 1 indicating the 

same. This implies that the DTMIs put the voice of the customers into consideration 

when designing their financial products. This goes a long way in ensuring that the 

DTMIs are keeping pace with the changes in the market demand as well as ensuring that 

their products penetrate the market and are accepted by the customers. 
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Table 4.29: Prioritizing advertisement for product differentiation 

Levels Frequency Percent Cumulative Percent 

Agree 5 9.6 9.6 

Neutral 6 11.5 21.2 

Disagree 26 50.0 71.2 

Strongly disagree 15 28.8 100.0 

Total 52 100.0  

 Mean =  3.981 Mode = 4 

 

 

A total of 78.8% of the respondents disagreed that advertising for product differentiation 

is given priority. 11.5% were undecided, while 9.6% agreed. The mean was obtained as 

3.981 and mode as 4 indicating that majority of the respondents disagreed. It is therefore 

concluded that advertisement for product differentiation is not usually given priority in 

the DTMIs. This could be one of the failures by the DTMIs that result to challenges in 

achieving the set market structure objectives. 

Table 4.30: Innovation of new products is driven by market forces 

Levels Frequency Percent Cumulative Percent 

Strongly agree 15 28.8 28.8 

Agree 32 61.5 90.4 

Neutral 1 1.9 92.3 

Disagree 4 7.7 100.0 

Total 52 100.0  

Mean =  1.885 Mode = 2 
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Innovation of new DTMI products is usually driven by market forces. This was 

confirmed by over 90% of the respondents with only 7.7% who disagreed. The 

proportions are accompanied by a mean of 1.885 indicating “strongly agree” and mode = 

2 indicating “agree”. As such, it is conclusive that DTMIs do not develop new products 

in isolation, but in consultation with the customers who are the target market for the new 

products, and in consideration of the prevailing market forces. 

Table 4.31: Pricing of products is determined by the market forces 

Levels Frequency Percent Cumulative Percent 

Strongly agree 18 34.6 34.6 

Agree 31 59.6 94.2 

Neutral 2 3.8 98.1 

Disagree 1 1.9 100.0 

Total 52 100.0  

Mean =  1.731 Mode = 2 

 

 

Over 94% of the respondents agreed that pricing of DTMI products is determined by the 

market forces, with 34.6% agreeing strongly. 3.8% were undecided, while a meager 

1.9% disagreed. The mean was obtained as 1.731 indicating “strongly agree” while the 

mode was 2 indicating “agree”. Consequently, it is concluded that pricing of DTMI 

products is greatly influenced by the market forces, more so those on demand and 

supply. 

4.3 Secondary data  

Secondary data on the indicators of financial performance and its determinants was 

gathered from the CBK for all the nine sampled DTMIs, through the annual bank 

supervision reports for years 2013 and 2014. The indicators of financial performance 
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were; net income, shareholders’ funds, total assets, ROE and ROA. These indicators 

were coded as follows; 

F3: Net income (Sh. “Millions”) 

F4: Share holders’ funds (Sh. “Millions”) 

F5: Total assets (Sh. “Millions”) 

F6: Return On Equity (ROE – percentage) 

F7: Return on Assets (ROA – percentage) 

4.3.1 Descriptive statistics of financial performance indicators  

Table 4.32 shows the descriptive statistics of these indicators for year 2013. 

Table 4.32: Descriptive statistics for financial performance indicators – year 2013 

  F3 F4 F5 F6 F7 

N Valid 9 9 9 9 9 

  Missing 0 0 0 0 0 

Mean 65.5556 592.2222 4594.4444 .0050 -.0189 

Std. Deviation 138.79491 906.96303 7564.4009 .14740 .05802 

Coefficient of 

Variation 
2.117209 1.531457 1.646423 29.48 3.069841 

Skewness 1.104 1.151 0.393 -.751 -1.400 

Std. Error of Skewness .717 .717 .717 .717 .717 

Minimum -27.00 45.00 80.00 -.30 -.16 

Maximum 395.00 2897.00 21752.00 .23 .02 

Sum 590.00 5330.00 41350.00 .05 -.17 
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In the year 2013, the mean net income of the DTMIs stood at Sh. 65.56 Millions, 

shareholders’ funds at Sh. 592.22 Millions and the total assets at Sh. 4,594.44 Millions. 

On the other hand, the mean ROE stood at 0.5% and ROA at -1.89%. These mean values 

are associated with high standard deviation values that indicate high variation ranging 

from 153.15% variability to 2948% variability. This high variability in financial 

performance among the DTMIs may be attributed to the wide range [-27, 395] with nine 

observations only (count = 9), and the variation in one or more of the financial 

performance determinants investigated in this study. The skewness values range from -

1.4 to 1.151 (Std. Error = 0.717) which indicate slight negative/positive skewness. This 

skewness is not significant since the coefficients lie within the range; ± 2 * Std. Error, 

i.e. [-1.434, 1.434]. Therefore the data are approximately normally distributed.  

Table 4.33 shows the descriptive statistics of these indicators for year 2014. 

Table 4.33: Descriptive statistics for financial performance indicators – year 2014 

  F3 F4 F5 F6 F7 

Mean 86.1111 1177.6667 6330.1111 -.0356 -.0121 

Std. Deviation 203.03229 1750.2530 10137.933 .17424 .05379 

Coefficient of 

Variation 
2.357795 1.4862040 1.601541 -4.894382 -4.445454 

Skewness 1.219 1.258 1.300 -1.311 -1.424 

Std. Error of Skewness .717 .717 .717 .717 .717 

Minimum -97.00 76.00 137.00 -.45 -.15 

Maximum 474.00 4606.00 26985.00 .11 .02 

Sum 775.00 10599.00 56971.00 -.32 -.11 

 

 

In the year 2014, the mean net income of the DTMIs stood at Sh. 86.11 Millions, 

shareholders’ funds at Sh. 1,177.67 Millions and the total assets at Sh. 6,330.11 
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Millions. On the other hand, the mean ROE stood at -3.56% and ROA at -1.21%. Just 

like in the year 2013, these mean values are associated with high standard deviation 

values that indicate high variation ranging from 148.62% variability to 489.44% 

variability. The skewness values range from -1.424 to 1.300 (Std. Error = 0.717) which 

indicate slight negative/positive skewness. This skewness is also not significant since the 

coefficients lie within the range; ± 2 * Std. Error, i.e. [-1.434, 1.434]. As such, the data 

are approximately normally distributed.  

To determine whether the observations of both financial performance and its 

determinants indicators are dependent on years, and to rule out the possibility of years 

being a confound in the analysis, a two-way Analysis of variance (Two-Way ANoVA) 

was conducted at 5% significance level to test the hypotheses; 

H01: Variation in years does not affect the financial performance of the DTMIs 

H02: Variation in the indicators of financial performance does not affect the financial 

performance of the DTMIs 

H03: There is no statistically significant interaction between years and indicators of 

the financial performance of the DTMIs 

Table 4.34 shows the two-way ANoVA output 

Table 4.34: Two-way ANoVA output 

Source of Variation SS df MS F P-value F crit 

Years 6060825 1 6060825 0.29586 0.58838 3.990924 

Indicators 3.7E+08 3 1.23E+08 6.018283 0.001121 2.748191 

Interaction 9037953 3 3012651 0.147063 0.931205 2.748191 

Within 1.31E+09 64 20485473 

Total 1.7E+09 71         



83 

 

 

The P-value for “Years” (0.58838) is greater than the significance level of the test 

(0.05). Also, the computed F-statistic (0.29586) is much less than the critical F-statistic 

(3.99092). For these reasons, H01 fails to be rejected. This implies that variation in years 

does not affect the financial performance of the DTMIs. It further implies that any 

variation observed in the results of independent analysis of the financial performance of 

the DTMIs in the two years should not be attributed to the change in years (say from 

2013 to 2014). 

On the other hand, the P-value for “Indicators” (0.00112) is less than the significance 

level (0.05). Also, the computed F-statistic (6.01828) is greater than the critical F-

statistic (2.74819). For these reason, H02 is rejected. This implies that variation in the 

indicators affects the financial performance of the DTMIs. As such, any variation 

observed in the results of independent analysis of the financial performance of the 

DTMIs in the two years can be attributed to the change in the indicators of the financial 

performance. 

The P-value for the “Interaction” (0.93120) is greater than the significance level (0.05). 

Also, the computed F-statistic (0.14706) is less than the significance level (0.05). H03 is 

therefore not rejected, and the interaction between years and the indicators of financial 

performance is not statistically significant. These results of the two-way ANoVA rule 

out the possibility of years being a confound variable in the explanation of the variations 

in the financial performance of the DTMIs. This leaves the task of explaining the 

variations in the financial performance of the DTMIs as caused by the determinants; 

financial leverage, non- performing loans, capital structure and Market structure.   
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4.3.2 Model variables and their indicators 

The study examined three indicators of financial performance of the DTMIs, which is 

the dependent/response variable of the study model. Several indicators were also 

examined for each independent/explanatory variable. Table 4.35 shows the indicators 

examined for each variable. 

Table 4.35: Model variables and their indicators 

Response 

variable Explanatory variables 

Financial 

Performance 

Financial 

Leverage 

Non -

Performing 

Loans Capital Structure Market Structure 

Indicators: 

 

� Net Income 

� ROE 

� ROA 

Indicators: 

� EBIT 

� Financial 

Leverage 

Ratio 

Indicators: 

� Net non- 

performin

g loans 

� Loan to 

Deposit 

Ratio 

Indicators: 

� Core capital to 

deposit ratio 

� Debt to Equity 

Ratio 

� Total risk 

weighted assets 

Indicators: 

� Market share 

� Number of 

branches 

� Number of 

active deposit 

accounts 
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4.3.3 Financial performance indicator 

Financial performance is influenced by various variables, that is, financial performance 

determinants. These financial performance determinants, just like financial performance 

itself, have a number of indicators that can be used for their measurement and appraisal. 

As such, for analytical purposes, the most preferred indicator for financial performance 

is that which has the strongest relationship with the various indicators of the 

determinants. In order to determine the strongest hence the preferred indicator of 

financial performance of the DTMIs, an explorative correlation analysis was conducted 

yielding the correlation matrix as shown in Table 4.36. Pearson’s product moment 

coefficient of correlation was used to determine the nature as well as the degree of the 

relationship between each indicator of a determinant and each indicator of financial 

performance. 
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Table 4.36: Correlation matrix – Determination of the strongest indicator for 

financial performance 

 
  

Year 2013 Year 2014 

Net 
Income ROE ROA 

Net 
Income ROE ROA 

 
Net Income 
  

Pearson 
Correlation 

1 .646 .418 1 .536 .397 

Sig. (2-tailed) . .060 .263 . .137 .290 

  
ROE 

Pearson 
Correlation 

.646 1 .897(**) .536 1 .985(**) 

Sig. (2-tailed) .060 . .001 .137 . .000 

  
ROA 

Pearson 
Correlation 

.418 .897(**) 1 .397 .985(**) 1 

Sig. (2-tailed) .263 .001 . .290 .000 . 

  
EBIT 

Pearson 
Correlation 

.990(**) .568 .368 .983(**) .449 .310 

Sig. (2-tailed) .000 .111 .330 .000 .225 .417 

Financial 
Leverage 
Ratio  

Pearson 
Correlation 

.144 .217 .221 -.108 .199 .204 

Sig. (2-tailed) .711 .575 .567 .783 .607 .599 

  
NNPLs 

Pearson 
Correlation 

.961(**) .546 .372 .928(**) .499 .365 

Sig. (2-tailed) .000 .128 .325 .000 .171 .334 

 Loan to 
Deposit Ratio 

Pearson 
Correlation 

.346 .017 .014 -.283 .359 .450 

Sig. (2-tailed) .361 .965 .972 .461 .343 .224 

 Core Capital 
to Deposit 
Ratio 

Pearson 
Correlation 

-.620 -.650 -.467 -.476 .133 .227 

Sig. (2-tailed) .075 .058 .205 .196 .734 .558 

 Debt to Equity 
Ratio 

Pearson 
Correlation 

.591 .727(*) .403 .613 .184 .085 

Sig. (2-tailed) .094 .026 .282 .079 .636 .829 

 Total Risk 
Weighted 
Assets 

Pearson 
Correlation 

.992(**) .608 .370 .969(**) .468 .336 

Sig. (2-tailed) .000 .082 .327 .000 .204 .377 

  
Market Share 

Pearson 
Correlation 

.994(**) .626 .387 .969(**) .454 .322 

Sig. (2-tailed) .000 .071 .304 .000 .220 .397 

 No. of 
Branches 

Pearson 
Correlation 

.838(**) .761(*) .465 .902(**) .506 .382 

Sig. (2-tailed) .005 .017 .208 .001 .165 .310 

 No. of Active 
Deposit A/cs 

Pearson 
Correlation 

.978(**) .631 .416 .799(**) .323 .227 

Sig. (2-tailed) .000 .068 .265 .010 .396 .557 

       

**  Correlation is significant at the 0.01 level (2-tailed). 
*  Correlation is significant at the 0.05 level (2-tailed). 
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It is observed that the only strong correlation among the proposed indicators of financial 

performance is that between ROE and ROA (0.897 and 0.985 for 2013 and 2014 

respectively). This indicates that ROE and ROA are more or less equal measures of 

financial performance of the DTMIs, and so they can be used interchangeably. The 

correlation between each of these and the net income is relatively weak; 0.646 and 0.418 

respectively for 2013, and 0.536 and 0.397 respectively for 2014. As such, neither ROE 

nor ROA can substitute net income as an indicator of financial performance.  

It is further observed that the correlations between each of the indicators of the 

explanatory variables and ROE as well as ROA are all weak (less than 0.7). On the other 

hand, most of the correlations between the indicators of the explanatory variables and 

the net income are relatively strong (greater than 0.7).  Therefore, strong correlations are 

those between the various financial performance indicators and the net income. This 

implies that net income is best explained by the listed indicators than the ROE and ROA. 

Further, it implies that variations in the net income as a measure of financial 

performance can be explained significantly by the variations in most of the indicators of 

the explanatory variables which are financial performance determinants. As such, net 

income is selected as the strongest and the preferred measure of financial performance of 

the DTMIs. 

4.3.4 Normality of the response variable (Net Income) data 

For the purposes of regression modeling and the parametric tests therein, the response 

variable data (net income) is required to originate from a normally distributed 

population. To verify the normality of the net income data, Q-Q plots were constructed. 
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Figure 4.2: Q-Q plots - Normality check for the Net Income data 

The Q-Q plots indicate approximately normal distribution of net income data (coded as 

F3) with the data points clustered and balanced around the line of exact-normal 

distribution. This is verified using the descriptive statistics of the net income data in 

Tables 4.33 and 4.34, where the positive skewness indicated is insignificant, hence the 

presence of symmetry. The data yielded a moment coefficient of kurtosis of 2.7904 

which is very close to 3 indicating an approximately mesokurtic distribution with an 

inclination to platykurtic distribution due to the wide range. These descriptive statistics 

collectively indicate an approximate normal distribution of the net income data.  

4.3.5 Indicators of the determinants of financial performance  

In order to determine the strongest and the most statistically significant indicator for 

each explanatory variable, further correlation analysis was conducted for each cluster of 

indicators against the selected indicator of the response variable, net income. The 

resulting correlation matrices were useful in weeding out the weak/non-significant 

indicators as well as assessing the collinearity/multicollinearity among the indicators. 

Table 4.37 shows the correlation matrix of the measures of financial leverage and the net 

income. 
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Table 4.37: Correlation matrix – Financial leverage and net income 

Year Variable Net Income  EBIT  Financial Leverage Ratio 

 Net Income 1.0000 

2013 EBIT  0.9900 1.0000 

 Financial Leverage Ratio 0.1440 0.1900 1.000 

 Net Income 1.0000 

2014 EBIT 0.9841 1.0000 

 Financial Leverage Ratio -0.1078 -0.0849 1.0000 

 

In both years, correlation between EBIT and net income is the strongest (0.9900 and 

0.9841 respectively) while that between the financial leverage ratio and net income is 

very weak (0.1440 and -0.1078 respectively). As such, EBIT as a measure of financial 

leverage is a stronger determinant of financial performance than financial leverage ratio. 

Therefore, EBIT was selected as the indicator for the explanatory variable; financial 

leverage. The correlation between EBIT and financial leverage ratio is very weak 

(0.1900 and -0.0849 respectively) indicating that there does not exist any collinearity 

between the two indicators.  

Table 4.38 shows the correlation matrix for the measures of non-performing loans and 

the net income. 

Table 4.38: Correlation matrix – Non-performing loans and net income 

Year Variable Net Income NNPLs Loan to Deposit Ratio 

 Net Income  1.0000 

2013 NNPLs  0.9610 1.0000 

 Loan to Deposit Ratio  0.3460 0.3700 1.0000 

 Net Income  1.0000 

2014 NNPLs  0.9283 1.0000 

 Loan to Deposit Ratio  -0.2827 -0.3710 1.0000 
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Net-Non-Performing Loans (NNPLs) have the strongest correlation with the net income 

in both years (0.9610 and 0.9283 respectively). The correlation between the loan to 

deposit ratio and the net income is very weak (0.3460 and -0.2827 respectively). As 

such, NNPLs is selected as the measure for non-performing loans; an explanatory 

variable in the determination of financial performance of the DTMIs.  

Table 4.39 shows the correlation matrix of the measures of capital structure and the net 

income. 

Table 4.39: Correlation matrix – Capital structure and net income 

Year Variable 

Net 

Income 

Core Capital to 

Deposit Ratio 

Debt to 

Equity Ratio 

Total Risk 

Weighted Assets 

 Net Income 1.0000 

2013 

Core Capital to 

Deposit Ratio -0.6200 1.0000 

 Debt to Equity Ratio 0.591 -0.785 1.0000 

 Total Risk Weighted 

Assets 0.992 -0.639 0.6220 1.0000 

 Net Income 1.0000 

2014 

Core Capital to 

Deposit Ratio -0.4757 1.0000 

 Debt to Equity Ratio 0.6133 -0.9129 1.0000 

 Total Risk Weighted 

Assets 0.9661 -0.6385 0.7649 1.0000 

Total risk weighted assets emerge the strongest predictor for net income in both years 

(0.9920 and 0.9661 respectively). The correlations among the three indicators are all 

relatively strong (r ≥ 0.7) indicating presence of collinearity among them. This implies 

that including more than one of these indicators in a model would compromise the 

explanatory power of the model due to the collinearity. Consequently, total risk 

weighted assets was selected as the key measure for capital structure; a predictor of the 

financial performance of the DTMIs.  
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Table 4.40 shows the correlation matrix for the measures of market structure and the net 

income. 

Table 4.40: Correlation matrix – Market structure and net income 

Year Variable 

Net 

Income 

Market 

Share 

No. of 

Branches 

No. of Active 

Deposit A/c’s 

 Net Income  1.0000 

 Market Share 0.9940 1.0000 

2013 No. of Branches 0.8380 0.8690 1.0000 

 

No. of Active Deposit 

A/c’s  0.9780 0.9720 0.797 1.0000 

 Net Income  1.0000 

 Market Share 0.9693 1.0000 

2014 No. of Branches 0.9017 0.9429 1.0000 

 No. of Active Deposit 

A/c’s 0.7989 0.8843 0.7230 1.0000 

Source: Author (2016) 

The correlations between each of the indicators of market structure and net income are 

all strong (greater than 0.7) in both years. However, market share is the strongest of all 

(0.9940 and 0.9693 respectively). The correlations among the indicators are all greater 

than 0.7 (strong), indicating collinearity among the indicators. As such, only one of them 

can be included in the model determining the financial performance of the DTMIs. 

Market share is therefore selected as the measure of market structure. 
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Table 4.41 shows a summary of the model variables and the respective key indicators. 

Table 4.41: Model Variables and the key Indicators 

Response 

variable 
Explanatory variables 

Financial 

Performance 

Financial 

Leverage 

Non-Performing 

Loans Capital Structure 

Market 

Structure 

Indicator: 

� Net Income 

 

Indicator: 

� EBIT 

 

Indicator: 

� Net -non 

performing 

loans 

Indicator: 

� Total risk 

weighted assets 

Indicator: 

� Market share 

 

 

4.4 Regression results 

To determine the functional relationship between financial performance of the DTMIs 

and its determinants, a multiple linear regression model was developed for each year and 

then for the two years. The response variable in the model is financial performance (Y) 

while the explanatory variables are; financial leverage (X1), non- performing loans (X2), 

capital structure (X3) and Market structure (X4). The model structure is; 

εβββββ +++++= 443322110 XXXXY  

4.4.1. Multiple Linear Regression for Year 2013 

Table 4.42 shows a segment of the multiple linear regression output indicating the model 

summary, Analysis of Variance (ANoVA) and the regression coefficients of the model. 



93 

 

Table 4.42: Multiple Linear Regression Output Year 2013 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. VIF 

(Constant) -9.407 6.066 -1.551 0.196 

X1 0.25 0.072 3.478 0.025 8.51 

X2 -0.311 0.11 -2.821 0.048 3.809 

X3 -0.011 0.013 -0.84 0.448 49.993 

X4 848.532 378.386 2.243 0.088 39.056 

R-Square 0.995 

F-Value 410.390 Sig. 0.000 

Durbin Watson 1.721 

              

The output yields the model; 

4321 53.848011.0311.0250.0407.9 XXXXY +−−+−=  

It is observed that in the year 2013, the net income that was not influenced by the 

financial performance determinants captured in the model was Sh. (9.407) Million. 

Further, net income increased by Sh. 0.25 Million for every Sh. 1 Million increase in the 

EBIT (financial leverage), decreased by Sh. 0.311 Million for every Sh. 1 Million in the 

non-performing loans, decreased by Sh. 0.011 Million for every Sh. 1 Million in the 

total risk weighted assets (capital structure) and increased by Sh.  848.53 Million for 

every 1% increase in the market share (market structure). 

4.4.2 Goodness of fit of the model 

(a) Explanatory power 

The model is associated with a multiple correlation value R = 0.999. This indicates a 

very strong direct association between the determinants of financial performance and the 

financial performance. The adjusted coefficient of determination, R
2
 = 0.995 = 99.5%.  

This indicates a very high explanatory power of the model hence an excellent model. It 

implies that the model and the determinants of financial performance involved can 
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explain 99.5% of the variations observed in the financial performance of the DTMIs. 

The remaining 0.5% is the unexplained/residual variance which is attributed to other 

significant explanatory variables that are not captured in the model and the pure chance 

variations/errors. 

 (b) Serial/Auto correlation 

The Durbin-Watson statistic was obtained as d = 1.721. This is a value close to 2 (i.e. d 

≃ 2) indicating the absence of serial correlation/autocorrelation. This implies that the 

observations were statistically independent of each other. Autocorrelation basically 

refers to lag correlation of a given set of data within itself, lagged by a number of 

observations. Presence of autocorrelation implies that the observations of a given 

variable influence each other. The consequence of autocorrelation in regression analysis 

is that the regression parameters become inefficient despite being unbiased and linear. 

This compromises the explanatory power of the regression model. 

(c) F-test 

F-test tests the hypotheses; 

Null hypothesis, H0: The model is NOT statistically significant, 

Alternative hypothesis, H1: The model is statistically significant. 

The test statistic for F-test is the F-statistic. It is the ratio of the explained variation to the 

unexplained/residual variation. The obtained F-statistic = 410.38 is greater than the 

critical F-statistic obtained from the F-distribution table; F0.05,4,4 = 6.3882. Also, the P-

value obtained, sig = 0.000 is much less than the significance level, α = 0.05. Based on 

these findings, the null hypothesis is rejected implying that the model is statistically 

significant thus explaining the functional relationship between financial performance of 

the DTMIs and the determinants adequately. 
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 (d) t-tests and collinearity diagnostics 

t-test tests the hypotheses; 

Null hypothesis, H0: βi = 0 (The associated predictor variable is NOT statistically 

significant) 

Alternative hypothesis, H1: βi ≠ 0 (The associated predictor variable is statistically 

significant) 

The test statistic for the t-test is the t-statistic. It is the ratio of an esti-mated regression 

parameter to its standard error. The decision rule is; reject the null hypothesis if the 

computed |t-statistic| ≥ critical t-statistic, or if the P-value (Sig.) is less than the 

significance level i.e. α = 0.05. Table 4.12 shows the findings as well as the conclusions 

of the t-tests. 

Collinearity is the existence of a linear relationship between any two predictor variables 

in a regression model. Where more than two predictor variables are involved in such a 

relationship, then the relationship is referred to as multicollinearity. Collinearity renders 

a predictor variable non-significant in a model. It is measured using Variance Inflation 

Factor (VIF) which indicates the factor by which the variance of a regression parameter 

is amplified due to the existence of collinearity between the associated predictor variable 

and any other predictor variable(s) in the model. VIF = 1 indicates absence of 

collinearity while VIF ≥ 10 is a sign of serious multicollinearity requiring correction for 

the model to be usable and adequate for any prediction. Table 4.43 shows the results, 

decisions and conclusions of the t-tests as well as the collinearity diagnostics. 
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Table 4.43: t-test and collinearity diagnostic results (Year 2013) 

Explanatory 

Variable 

Computed 

|t-statistic| 

Critical 

t-statistic 

P-value 

(sig) Decision VIF Conclusion 

Financial 

Leverage 3.478 2.776 0.025 Reject H0 8.510 

Significant 

and Non-

collinear 

Non-

performing 

loans 

2.821 2.776 0.048 Reject H0 3.809 

Significant 

and Non-

collinear 

Capital 

structure 0.840 2.776 0.448 
Fail to 

reject H0 

49.993 

Non-

significant and 

collinear 

Market 

structure 2.243 2.776 0.088 
Fail to 

reject H0 

39.056 

Non-

significant and 

collinear 

 

It is observed that of the four explanatory variables, financial leverage and the non-

performing loans are significant and non-collinear, while capital structure and market 

structure are non-significant and collinear. This implies that prediction power of the 

model developed using the year 2013 data is compromised by the presence of 

collinearity. It must be noted that the interaction between the determinants of financial 

performance is plausible and inevitable. To verify this, a simple linear regression 

analysis was performed where financial performance was regressed against each of the 

collinear determinants. Table 4.44 shows the regression output for capital structure (F15) 

as a determinant/predictor of financial performance (F3) using year 2013 data. 
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Table 4.44: Simple Linear Regression Output Year 2013 – Financial performance 

against capital structure 

Dependent Variable: Y Coeff.  (B) Std. Error t-statistic Sig. R-Square 

(Constant) -13.6871 7.3873 -1.8528 0.1063 0.9810 

X3 0.0229 0.0011 20.5850 0.0000 

F-Value 423.7410 

Durbin Watson 2.5900 

 

The output yields the model; 

30229.06871.13 XY +−=  

The model indicates an increase of sh. 0.0229 million per sh 1 million increase in the 

capital structure. The model is associated with 0.981 adjusted coefficient of 

determination indicating a very powerful model, and a high F-value (423.741) indicating 

that the model is statistically significant. The Durbin Watson statistic is 2.59 indicating 

absence of autocorrelation, while the t-statistic for capital structure as a predictor is high 

(20.585) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This confirms that using the year 2013 data, capital structure 

is a significant determinant of financial performance of a DTMI, though it is 

significantly correlated with other determinants. 
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Table 4.45 shows the regression output for market structure (F16) as a 

determinant/predictor of financial performance using year 2013 data. 

Table 4.45: Simple Linear Regression Output Year 2013 – Financial performance 

against market structure 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. R-Square 

(Constant) -20.2629 6.2405 -3.2470 0.0141 0.9870 

X4 772.3664 30.9213 24.9785 0.0000 
 

F-Value 623.9250 
    

Durbin Watson 1.8550 
    

 

The output yields the model; 

43664.7722629.20 XY +−=  

The model indicates an increase of sh. 772.3664 million per 1% increase in the market 

structure. The model is associated with 0.987 adjusted coefficient of determination 

indicating a very powerful model, and a high F-value (623.925) indicating that the 

model is statistically significant. The Durbin Watson statistic is 1.885 indicating absence 

of autocorrelation, while the t-statistic for market structure as a predictor is high 

(24.9785) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This confirms that using the year 2013 data, market 

structure is a significant determinant of financial performance of a DTMI, though it is 

significantly correlated with other determinants. 

(e) Zero mean, normality and homoscedasticity of the regression residuals  

The residual term in a regression model is required to bear a normal distribution with a 

zero mean. Figure 4.3 shows the distribution of the standardized residuals from the year 

2013 data. 
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Figure 4.3: Histogram and P-P Plot - Zero mean and normality of the residuals 

(2013) 

It is evident from the histogram and the P-P plot that the distribution of the residuals is 

normal with a mean of zero. Further, the data points appear to be balanced on the sides 

of the line of equal distribution in the P-P plot indicating approximately constant 

variance i.e. homoscedasticity. 

4.4.3 Multiple Linear Regression for Year 2014 

Table 4.46 shows a segment of the multiple linear regression output indicating the model 

summary, Analysis of Variance (ANoVA) and the regression coefficients of the model 

for year 2014. 
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Table 4.46: Multiple Linear Regression Output Year 2014 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. VIF 

(Constant) 4.822 15.187 0.317 0.767 

X1 0.822 0.195 4.222 0.013 6.123 

X2 -0.661 0.206 -3.209 0.02 2.815 

X3 0.139 0.054 2.574 0.031 16.234 

X4 -61.761 24.066 -2.566 0.028 16.466 

R-Square 0.978 

F-Value 91.445 Sig. 0.000 

Durbin Watson 2.059 

 

The output yields the model; 

43221 761.61139.0661.0822.0822.4 XXXXY −+−+= β  

In year 2014, the net income that was not influenced by the financial performance 

determinants captured in the model is Sh. 4.822 Million. Further, net income increased 

by Sh. 0.822 Million for every Sh. 1 Million increase in the EBIT (financial leverage), 

decreased by Sh. 0.661 Million shillings for every Sh. 1 Million in the non-performing 

loans, increased by Sh. 0.139 Millions for every Sh. 1 Million in the total risk weighted 

assets (capital structure) and decreased by Sh. 61.761 Millions for every 1% increase in 

the market share (market structure). 

4.4.4 Goodness of fit of the model 

(a) Explanatory power 

The multiple correlation value R = 0.995 indicating a very strong direct association 

between the determinants of the financial performance and the financial performance. 

The adjusted coefficient of determination, R
2
 = 0.978 = 97.8% indicating a very high 
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explanatory power of the model. The determinants of financial performance involved 

can explain 97.8% of the variation observed in the financial performance of the DTMIs.  

(b) Serial/Auto correlation 

The Durbin-Watson statistic was obtained as d = 2.059 (i.e. d ≃ 2) indicating the 

absence of serial correlation/autocorrelation. Therefore the observations were 

statistically independent. 

(c) F-test 

The obtained F-statistic = 91.445 is greater than the critical F-statistic obtained from the 

F-distribution table; F0.05,4,4 = 6.3882. Also, the P-value obtained, sig = 0.000 is much 

less than the significance level, α = 0.05. The null hypothesis is rejected implying that 

the model is statistically significant.  

(d) t-tests and collinearity diagnostics 

Table 4.47 shows the results, decisions and conclusions of the t-tests as well as the 

collinearity diagnostics. 

Table 4.47: t-test and collinearity diagnostic results (Year 2014) 

Explanatory 

Variable 

Computed |t-

statistic| 

Critical  t-

statistic 

P-value 

(sig) Decision VIF Conclusion 

Financial 

Leverage 
4.222 2.776 0.013 Reject H0 6.123 

Significant and 

Non-collinear 

Non-

performing 

loans 

3.209 2.776 0.020 Reject H0 2.815 
Significant and 

Non-collinear 

Capital 

structure 
2.574 2.776 0.031 

Fail to 

reject H0 

16.234 
Non-significant 

and collinear 

Market 

structure 
2.566 2.776 0.028 

Fail to 

reject H0 

16.466 
Non-significant 

and collinear 
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Financial leverage and non-performing loans are statistically significant predictors of 

financial performance while capital structure and market structure are not. On the other 

hand, financial leverage and non-performing loans do not suffer collinearity as 

predictors, but capital structure and market structure do. Consequently, just like in the 

year 2013, the model is very powerful in description, but weak in prediction due to 

presence of collinearity. 

Simple linear regression analysis for capital structure as a sole predictor of financial 

performance of a DTMI using year 2014 data yielded the output in table 4.48. 

Table 4.48: Simple Linear Regression Output Year 2014 – Financial performance 

against capital structure 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. R-Square 

(Constant) -35.0525 21.2153 -1.6522 0.1425 0.9310 

X3 0.0250 0.0024 10.4461 0.0000 
 

F-Value 109.1200 
    

Durbin Watson 1.8380 
    

The output yields the model; 

3025.00525.35 XY +−=  

The model indicates an increase of sh. 0.025 million per sh. 1 million increase in the 

capital structure. The model is associated with 0.931 adjusted coefficient of 

determination indicating a very powerful model, and a high F-value (109.12) indicating 

that the model is statistically significant. The Durbin Watson statistic is 1.838 indicating 

absence of autocorrelation, while the t-statistic for capital structure as a predictor is high 

(10.4461) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This confirms again that using the year 2014 data, capital 

structure is a significant determinant of financial performance of a DTMI, though it is 

significantly correlated with other determinants. 
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Table 4.49 shows the regression output for market structure (F16) as a 

determinant/predictor of financial performance using year 2013 data. 

Table 4.49: Simple Linear Regression Output Year 2014 – Financial performance 

against market structure 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. R-Square 

(Constant) -35.6867 21.4008 -1.6675 0.1393 0.9390 

X4 11.0502 1.0658 10.3684 0.0000 
 

F-Value 107.5040 
    

Durbin Watson 1.9200 
    

 

The output yields the model; 

40502.116867.35 XY +−=  

The model indicates an increase of sh. 11.0502 million per 1% increase in the market 

structure. The model is associated with 0.939 adjusted coefficient of determination 

indicating a very powerful model, and a high F-value (107.504) indicating that the 

model is statistically significant. The Durbin Watson statistic is 1.92 indicating absence 

of autocorrelation, while the t-statistic for market structure as a predictor is high 

(10.3684) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This again confirms that using the year 2014 data, market 

structure is a significant determinant of financial performance of a DTMI, though it is 

significantly correlated with other determinants. 
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(e) Zero mean, normality and homoscedasticity of the regression residuals  

Figure 4.4 shows the distribution of the standardized residuals from the year 2014 data. 

 

 

 

 

 

 

Figure 4.4: Histogram and P-P Plot - Zero mean and normality of the residuals 

(2014) 

The distribution of the residuals is normal with a mean of zero. Further, the data points 

appear to be balanced on the sides of the line of equal distribution in the P-P plot 

indicating approximately constant variance i.e. homoscedasticity. 

4.4.5 Multiple Linear Regression for Years 2013 and 2014 average data 

The multiple linear regression results for years 2013 and 2014 differ in certain details. 

To obtain a general and average indication of the regression of financial performance on 

its determinants over the two years period, the data for the two years was merged using 

arithmetic mean and geometric mean, and regression analysis performed on the average 

data. Table 4.50 shows a segment of the multiple linear regression output indicating the 

model summary, Analysis of Variance (ANoVA) and the regression coefficients of the 

model for the average data. 
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Table 4.50: Multiple Linear Regression Output for the average data 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. VIF 

(Constant) 1.908 11.504 0.166 0.876 

X1 0.355 0.123 2.882 0.021 2.51 

X2 -0.493 0.167 -2.943 0.012 8.556 

X3 0.077 0.029 2.624 0.059 11.783 

X4 -2369.639 1156.727 -2.049 0.11 12.866 

R-Square 0.986 

F-Value 143.702 Sig. 0.000 

Durbin Watson 2.428 

 

The output yields the model; 

43221 64.2369077.0493.0355.0908.1 XXXXY −+−+= β  

Using the average data, it was found that the net income that was not influenced by the 

financial performance determinants captured in the model is Sh. 1.908 Million. Further, 

net income increased by Sh. 0.355 Million for every Sh. 1 Million increase in the EBIT 

(financial leverage), decreased by Sh. 0.493 Million shillings for every Sh. 1 Million in 

the non-performing loans, increased by Sh. 0.077 Millions for every Sh. 1 Million in the 

total risk weighted assets (capital structure) and decreased by Sh. 2369.64 Millions for 

every 1% increase in the market share (market structure). 

4.4.6 Goodness of fit of the model 

(a) Explanatory power 

The multiple correlation value R = 0.997 indicating a very strong direct association 

between the determinants of the financial performance and the financial performance. 

The adjusted coefficient of determination, R
2
 = 0.986 = 98.6% indicating a very high 

explanatory power of the model. The determinants of financial performance involved 

can explain 98.6% of the variation observed in the financial performance of the DTMIs.  
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(b) Serial/Auto correlation 

The Durbin-Watson statistic was obtained as d = 2.428 (i.e. d ≃ 2) indicating the 

absence of serial correlation/autocorrelation. Therefore the observations were 

statistically independent. 

(c) F-test 

The obtained F-statistic = 143.702 is greater than the critical F-statistic obtained from 

the F-distribution table; F0.05,4,4 = 6.3882. Also, the P-value obtained, sig = 0.000 is 

much less than the significance level, α = 0.05. The null hypothesis is rejected implying 

that the model is statistically significant.  

(d) t-tests and collinearity diagnostics 

Table 4.51 shows the results, decisions and conclusions of the t-tests as well as the 

collinearity diagnostics. 

Table 4.51: t-test and collinearity diagnostic results (average data) 

Explanatory 

Variable 

Computed 

|t-statistic| 

Critical  

t-statistic 

P-value 

(sig) Decision VIF Conclusion 

Financial 

Leverage 
2.882 2.776 .021 Reject H0 2.510 

Significant and 

Non-collinear 

Non-

performing 

loans 

2.943 2.776 .012 Reject H0 8.556 
Significant and 

Non-collinear 

Capital 

structure 
2.624 2.776 .059 

Fail to 

reject H0 

11.783 
Non-significant 

and collinear 

Market 

structure 
2.049 2.776 .110 

Fail to 

reject H0 

12.866 
Non-significant 

and collinear 
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Financial leverage and non-performing loans are statistically significant predictors of 

financial performance while capital structure and market structure are not. On the other 

hand, financial leverage and non-performing loans do not suffer collinearity as 

predictors, but capital structure and market structure do. Consequently, the model is very 

powerful in description, but weak in prediction due to presence of collinearity. 

Simple linear regression analysis for capital structure as a sole predictor of financial 

performance of a DTMI using year 2014 data yielded the output in table 4.52. 

Table 4.52: Simple Linear Regression Output using the average data – Financial 

performance against capital structure 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. R-Square 

(Constant) -23.5856 11.4590 -2.0583 0.0786 0.9700 

X3 0.0239 0.0015 16.1216 0.0000 
 

F-Value 259.9060 
    

Durbin Watson 1.9020 
    

 

The output yields the model; 

30239.05856.23 XY +−=  

The model indicates an increase of sh. 0.0239 million per sh. 1 million increase in the 

capital structure. The model is associated with 0.97 adjusted coefficient of determination 

indicating a very powerful model, and a high F-value (259.906) indicating that the 

model is statistically significant. The Durbin Watson statistic is 1.902 indicating absence 

of autocorrelation, while the t-statistic for capital structure as a predictor is high 

(16.1216) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This confirms again that using the average data, capital 
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structure is a significant determinant of financial performance of a DTMI, though 

significantly correlated with other determinants. 

Table 4.53 shows the regression output for market structure as a determinant/predictor of 

financial performance using the average data. 

Table 4.53: Simple Linear Regression Output using the average data – Financial 

performance against market structure 

Dependent Variable: Y Coeff. (B) Std. Error t-statistic Sig. R-Square 

(Constant) -26.8289 12.3545 -2.1716 0.0665 0.9660 

X4 931.3435 61.7757 15.0762 0.0000 
 

F-Value 227.2920 
    

Durbin Watson 1.8780 
    

 

The output yields the model; 

43435.9318289.26 XY +−=  

The model indicates an increase of sh. 931.3435 million per 1% increase in the market 

structure. The model is associated with 0.966 adjusted coefficient of determination 

indicating a very powerful model, and a high F-value (227.292) indicating that the 

model is statistically significant. The Durbin Watson statistic is 1.878 indicating absence 

of autocorrelation, while the t-statistic for market structure as a predictor is high 

(15.0762) indicating that it is a statistically significant and strong predictor of financial 

performance of the DTMIs. This again confirms that using the average data, market 

structure is a significant determinant of financial performance of a DTMI, though 

significantly correlated with other determinants. 
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(e) Zero mean, normality and homoscedasticity of the regression residuals  

Figure 4.5 shows the distribution of the standardized residuals from the year 2014 data. 

 

 

 

 

 

Figure 4.5: Histogram and P-P Plot - Zero mean and normality of the residuals 

(average data) 

The distribution of the residuals is normal with a mean of zero. Further, the data points 

appear to be balanced on the sides of the line of equal distribution in the P-P plot 

indicating approximately constant variance i.e. homoscedasticity. 

4.5 Discussion of the key findings 

The findings helped in among other achievements, description of the variables, 

evaluation of the relationships between the variables and testing the significance of the 

research hypotheses.  
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Research hypothesis One:  

H0: The level of financial leverage has no significant effect on financial 

performance of Deposit Taking Microfinance Institutions in Nairobi City County, 

Kenya. 

Against, 

H1: The level of financial leverage has significant effect on financial performance of 

Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

The study findings indicated that there is overreliance on debt financing when extra 

funding is needed by majority of the DTMIs and that DTMIs use reserves to pay interest 

and debts at maturity. However, it must be noted that use of debts does not always lead 

to increased cash flow for the DTMIs.  Also, it was confirmed that no asset or liability 

stated in the balance sheet is offset by deduction of another liability or asset except 

inter-branch balances and items in transit or where a legal right of set-off exists. As much 

as there is over reliance on debts as alternate sources of funds, borrowing in the money 

market is highly discouraged within the DTMIs, and if it has to be done, it has to be less 

than six times per annum. In conclusion, it was found that the market value of a DTMI is 

not determined by the financial leverage of the DTMI.  

The study had hypothesized that financial leverage has no significant effects on the 

financial performance of the DTMIs. Correlational analysis indicated that there is a 

strong direct relationship between EBIT as a measure of financial leverage and Net 

income, a measure of financial performance. Further, regression analysis showed that 

financial leverage is a statistically significant determinant of financial income. A rise in 

the level of financial leverage causes a rise in the financial performance of a DTMI. As 

such, the hypothesis that the level of financial leverage has no significant effect on 

financial performance of DTMIs in Nairobi City County is rejected. 
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Research hypothesis Two:  

H0: The non-performing loans have no significant effect on financial performance 

of Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

Against, 

H1: The non-performing loans have significant effect on financial performance of 

Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

It was found that within the DTMIs, there exist lending policies that are geared towards 

the minimization of NPLs, although there does not exist a thorough loan documentation 

systems that leaves no loophole for exposure to loan defaulting. However, loan 

repayment adjustments are usually done according to the terms of agreement between 

the DTMIs and the customers, and there is a constant contact between the customers and 

the DTMI personnel that establishes the customer’s ability to repay loans. This is with 

the aim of making sure that the customers are able to repay their loans without 

defaulting. Further, the cleanliness of loan collateral is usually scrutinized thoroughly 

and ascertained in the DTMIs and provision for NPLs is actually done at the branches.  

Correlational analysis indicated that there exist a strong inverse relationship between 

financial leverage and financial performance. On the other hand, regression analysis 

results indicated that NPLs are statistically significant determinants of the financial 

performance of a DTMI. An increase in the NPLs leads to a significant fall in the 

financial performance of a DTMI. Consequently, the research hypothesis that NPLs have 

no significant effect on financial performance of DTMIs in Nairobi City County is 

rejected. 
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Research hypothesis Three:  

H0: The capital structure has no significant effect on financial performance of 

Deposit Taking Microfinance Institutions in Nairobi City County, Kenya. 

Against, 

H1: The capital structure has significant effect on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

Results indicated that that the DTMIS have effective policies to have an optimum capital 

structure. Specifically, results indicated that the respondents agreed statutory capital 

requirements are strictly adhered to and the recommended capital base maintained. In 

addition the respondents disagreed that managers always have their vested interests 

considered while making decisions concerning capital structure and the funds were 

always utilized for the purposes they are acquired for.  

Correlation analysis revealed that there exist a strong direct relationship between Capital 

Structure and the financial performance of DTMIs in Kenya. However, multiple linear 

regression analysis indicated that capital structure is not a statistically significant 

determinant in explaining financial performance of DTMIs. This was attributed to the 

significant correlation between capital structure and other determinants of financial 

performance of the DTMIs causing collinearity among them. A further investigation 

involving simple linear regression analysis with capital structure as the only determinant 

of the financial performance of the DTMIs showed that capital structure is actually a 

very statistically significant determinant of the financial performance of the DTMIs. An 

improvement in the capital structure of a DTMI leads to a significant rise in its financial 

performance.  Therefore, the research hypothesis that capital structure has no significant 

effect on financial performance of DTMIs in Nairobi City County is rejected. 
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Research hypothesis Four:  

H0: Market structure has no significant effect on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

Against, 

H1: Market structure has significant effect on financial performance of Deposit 

Taking Microfinance Institutions in Nairobi City County, Kenya. 

Results indicated that there were effective policies that guided the operations of DTMIs 

in relation to the competition from the other DTMIs.  Specifically, the DTMIs have 

differentiation of products in the market, pricing is determined by the market forces and 

research and development is an integral part in the operations of the DTMIs 

Correlation analysis indicated that there exist a strong direct relationship between market 

structure and financial performance of the DTMIs. However, multiple linear regression 

analysis that involved all the four determinants as the predictors of financial 

performance of DTMIs indicated that market structure is not a statistically significant 

determinant of the financial performance. This was attributed to the collinearity that 

existed between market structure and the other determinants of financial performance. 

This led to a further relationship investigation, where financial performance was 

regressed against market structure in a simple linear regression analysis. The results of 

the simple regression showed that market structure is actually a statistically significant 

determinant of the financial performance of the DTMIs, where an increase in the market 

structure causes a significant increase in the financial performance of a DTMI. This 

implied that the null hypothesis that market structure has no significant effect on 

financial performance of DTMIs in Nairobi City County is rejected. 
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CHAPTER FIVE 

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 

5.1 Introduction 

This chapter presents the summary of major findings of the study, relevant discussions, 

conclusions and the necessary recommendations. The study sought to determine the 

effect of financial leverage, Non-performing Loans, Capital Structure and Market 

Structure on the financial performance of DTMIs in the banking sector in Kenya. Each 

recommendation traces directly to each conclusion in line with practice and policy. 

5.2 Summary of the findings 

The study evaluated the effects of the independent variables; Level of financial leverage, 

Non-performing loans, Capital structure and Market structure on the financial 

performance of DTMIs in Nairobi City County based on the findings of the study. 

Results indicated that there was increased financial performance of DTMIs across the 

years of study. Specifically, the results indicated that there was increased number of 

customer deposit accounts, profit before tax, increased total assets and increased number 

of market share. 

5.2.1 Financial leverage and Financial Performance 

The study found that the level of financial leverage has a very significant effect on the 

performance of DTMIs in Kenya.  This means that the debt load must be well managed 

to avoid it escalating to levels where the performance of the firm is compromised. 

Increased debt levels leave companies exposed to the vulnerabilities of cash trapped 

operations which can damage rather than build.  
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It was further concluded from the study that when holding other factors constant, 

financial leverage was found to have a positive and significant relationship with 

financial performance. This implies that managing financial leverage in DTMIs is 

statistically significant in explaining financial performance of DTMIs in Kenya.  

5.2.2 Non-Performing loans and Financial Performance 

From the study findings, it was deduced that DTMIs had effective policies to manage 

non-performing loans. Further, there exists a significant inverse relationship between 

non-performing loans and financial performance of DTMIs. The results reveal that 

management of non-performing loans with the aim of minimizing them can go a long 

way in lifting the financial performance of the DTMIs. 

5.2.3 Capital structure and Financial Performance 

The study indicated that there were effective policies at the DTMIs to govern the 

optimization of capital structure. This is because employees agreed that the minimum 

capital requirements were strictly adhered to as set by the regulator. The strength derived 

from a capital base forms a foundation that propels the DTMI to greater financial 

performance. It was possible to infer that the relationship between capital structure and 

financial management is positive and significant. Managing the capital structure well is 

key in enhancing the financial performance of DTMIs. 

5.2.4 Market Structure and Financial Performance 

The study found that there were effective policies that guided the management of 

competition faced by the DTMIs. This is because DTMIs have policies that govern how 

pricing of products is done, and how research and development is used in decision 

making. There exists a positive and significant relationship between market structure 

and financial performance. This implies that managing the market structure of DTMIs is 

one of the core drivers of better financial performance of DTMIs in Kenya. 
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Results indicated that there was increased financial performance of DTMIs across the 

years of study. Specifically, the results indicated that there was increased number of 

customer deposit accounts, profit before tax, increased total assets and increased number 

of market share. 

5.3 Conclusions 

The ultimate aim of the study was to investigate and determine the effects of the 

hypothesized determinants of financial performance on the financial performance of 

DTMIs in Nairobi City Council. It was revealed by the findings that there is overreliance 

on debt financing when extra funding is needed by majority of the DTMIs and that 

DTMIs use reserves to pay interest and debts at maturity. However, it is noted that use 

of debts does not always lead to increased cash flow for the DTMIs. 

The study also revealed that there were no thorough loan documentation systems that 

leave no loophole for exposure to loan defaulting at the DTMIs. This leads to the 

increased net non-performing loans that significantly impact negatively on the financial 

performance of the DTMIs. Another finding indicated that rarely do DTMI managers 

pursue their own objectives; rather they pursue the objectives of the DTMI more so on 

matters concerning capital structure. This is an excellent managerial virtue that other 

studies have found to be lacking in the management of other institutions. It was also 

found that most of DTMIs operate on low-cost short term financing. This is speculated 

to be one of the reasons as to why DTMIs are unable to set-up firm long-term capital 

base structures. This results to the overreliance on debts as sources of funds.  

On the market structure as a determinant of financial performance of DTMIs, the study 

found that market research and development is usually an integral part of the DTMI’s 

operations. This goes a long way in informing the management about the actual feeling 

of the target customers about the products offered by the DTMI. Further, this informs 

the management’s decisions on advertisement and marketing as well as the new grounds 

to explore to widen the market scope. However, it was found that advertising for product 
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differentiation is not given the priority it deserves. This leads to reduced awareness 

levels on the products offered by the DTMIs as well as the varieties and their benefits. 

5.4 Recommendations  

5.4.1 Policy Recommendations 

The CBK should consider reviewing the regulatory framework to allow for more ways 

of resource mobilization by the DTMIs. It might lead to performance improvement 

generating more funds that will allow for cheaper funds to the clients. The increase in 

non-performing loans as witnessed will go down and customers assets used as collateral 

will not be at risk. Financial inclusion for everyone is the ultimate goal for all players 

involved and therefore the supervision framework should be supportive and not put 

thresholds difficult to maintain by the DTMIs at the expense of the depositors.   

The risk of illiquidity in DTMIs is very high due to their overreliance on debt and 

therefore prudent on and off site supervision should be enhanced by the regulator. It will 

ensure there is an easy way to ascertain that the data fed into the system is up to date and 

authentic. Similarly all DTMIs should be mandatory members of the Deposit Protection 

Funds Board so as to cushion the depositors in case of illiquidity issues.   

5.4.2 Managerial Recommendations 

It is recommended that DTMIs managers must develop systems and operational 

strategies that will minimize overreliance on debt to safeguard the equity at risk. It is 

recommended that they should establish proper and seamless loan documentation 

systems that will thoroughly scrutinize the authenticity of clients’ collateral to minimize 

the rates of loan defaults by the customers. It is recommended that one, the DTMI 

managers should keep up pursuing the objectives of the DTMIs and not their own 

objectives. Two, DTMIs should seek to establish long-term and firm cost efficient 

capital structures that will effectively reduce the reliance on debts as sources of funds. 

An optimal capital structure should be the baseline for all DTMIs. It is recommended 
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that the DTMIs keep up regular activities related to market research and development, 

and that they prioritize and actualize advertising for product differentiation. This will go 

a long way in creating awareness about their products and widening of market scopes. 

This will result in enhancement of a reliable market structure which will significantly 

impact positively on the financial performance of the DTMIs. 

5.5 Areas of Further Research 

Arising from the findings and the gaps in the study, a similar study can be carried out for 

DTMIs in other counties in order to test whether the conclusions of this study will be 

valid. Future studies could also focus on a comparative analysis on the financial 

performance determinants of DTMIs with those of related institutions such as 

Commercial Banks and SACCOs. Finally, as the current DTMIs grow and expand, it is 

recommended that follow up studies be carried out using different research instruments 

to keep track on the financial performance of the all DTMIs from the year 2015. 



119 

 

REFERENCES 

Adewale, A. A., & Afolabi, B. (2010). Nigeria deposit money banks’ credit     

administration and the incidence of bad loans: An empirical investigation. 

Babalola:  Afe Babalola University.  

Aduda, J. (2011). The relationship between executive compensation and firm 

performance in the Kenyan banking sector. Journal of Accounting and 

Taxation, 3(6), 130-139. Retrieved from: http://www.academicjournals.org/  

Agu, O.C., & Okoli, B.S. (2013). Credit management and bad debt in Nigeria 

commercial banks – Implication for development. IOSR Journal of 

Humanities and Social Sciences, 12(3), 47-56. 

Aizenman, J., & Pinto, B. (2005). Managing economic volatility and crises:A 

practitioner’s guide. London: Cambridge University Press 

Akhibe, A. (2001). The impact of FDICIA on bank returns and risk: Evidence from the 

capital markets. Journal of Banking and Finance, 25, 393-417.   

Almazari, A. A. (2011). Financial Performance Evaluation of Some Selected Jordanian 

Commercial Banks. International Research Journal of Finance and 

Economics. 68,1450-2887.   

Al-Tamimi, H., & Hassan, A. (2010). Factors Influencing Performance of the UAE 

Islamic and Conventional National Banks. Department of Accounting, 

Finance and Economics, Sharjah: University of Sharjah. 

Altman, W. (1968). Financial ratios, discrimination analysis and the prediction of 

corporate  bankruptcy, Journal of Finance, 31, 589-609. 

AMFI, (2013). 2012 Annual Report on Microfinance Sector in Kenya. (Pp.17-46.) 

Geneva: IMFI. 



120 

 

 

Arko, S.K. (2012). Determining the causes and impact of nonperforming loans on the 

operations of microfinance institutions: A case of Sinapi Aba Trust. 

Unpublished executive MBA thesis. Accra: Kwame Nkruma University and 

Technology. 

Avgouleas, E. (2009). Financial leverage, behavior finance, and the financial credit 

crisis in search of a new regulatory model. Journal of Corporate Law 

Studies, 9, 23-59. 

Ayuma, O. Namusonge G. S. & Iravo, M. (2015). Determinants of Financial Risks of 

Listed Companies on the Nairobi Security Exchange in Kenya. Unpublished 

PhD Project, Juja: Jomo Kenyatta University of Agriculture and 

Technology. 

Barth, J.R., Caprio, G., & Levine, R. (2006). Rethinking banking regulation: Till Angels 

Govern. New York: Cambridge University Press. 

Blaschke, W., Peria, M. S. M., Majnoni, G., & Jones, M. T. (2001). Stress testing of 

financial systems: an overview of issues, methodologies, and FSAP 

experiences (Vol. 1). International Monetary Fund. 

Bauer, R., Braun, R,.  & Clark, G. L. (2008). The emerging market for European   

corporate governance: the relationship between governance and capital 

expenditures, 1997-2005. Journal of Economic Geography, 8(4), 441-469. 

Beck, T., & Torre, A.D.L. (2007). The basic analytics of access to financial services. 

Financial markets, Institutions and Instruments, 16 (2), 79-117. 

Beck, T., & Demirgiic-Kunt, A. (2008). Access to Finance: An unfinished Agenda.  The 

World Bank Economic Review, 22(3), 383-396. 



121 

 

Berger, A.N., Herring, R.J., & Szego, G.P. (1995). The role of capital in financial 

institutions. Journal of Banking and Finance, 19, 393-430. 

Berger, A.N & Udell, K. (2006). A more complete conceptual framework for SME 

finance, Journal of Banking and Finance, 30,  2945-2966. 

Bikker, J & Hu, H. (2002). 'Cyclical patterns in profits, provisioning and lending of 

banks and pro-cyclicality of the new Basel capital requirements. BNL 

Quarterly Review, 221, 143-175.  

Bloem, M. A. & Gorter, N. C. (2001). Treatment of Non-Performing Loans in 

Macroeconomic Statistics”, IMF Working Paper, WP/01/209.  

Brealey, R. & Myers, S.C. (2003). Principles of Corporate Finance (7
th

 ed.), New York:  

McGraw Hill-Irwin. 

Brealey, R.A., Myers, S.C., & Allen, F. (2006). Corporate Finance, (8
th

 ed.)  New York: 

McGraw-Hill Irwin. 

Brealey, R., Leland, H. E., & Pyle, D. H. (2012). Informational asymmetries, financial 

structure, and financial intermediation. The journal of Finance, 32(2), 371-

387. 

Bryman, A. & Cramer, D. 2012). Quantitative Data Analysis with SPSS for Windows. 

London: Routledge. 

Caprio, J., & Klingebiel, D. (2002).Episodes of systematic and borderline Financial 

Crises. Journal of Banking and Finance. 29, 196- 204. 

CBK. (2013). Annual financial supervision report. Nairobi: Central Bank of 

Kenya. 

CBK. (2014). Annual financial supervision report. Nairobi: Central Bank of Kenya. 



122 

 

Central Bank of Kenya. (2014). Financial Markets, Trends and Policies. Nairobi: CBK.  

CGAP, (2001). Financial sustainability, targeting the poorest, and income impact: Are 

there trade-offs for micro-finance institutions? Focus Note No. 5. 

Washington, D.C.: CGAP, December.  

CGAP, (2004). The rush to regulate: Legal frameworks for microfinance. Washington, 

DC: CGAP. 

Chand, S. (2002). Financial sector development and economic growth in Pacific Island 

countries. Pacific Economic Bulletin, 17(1), 117- 133. 

Chen, O. (2010). The republic of Korea’s economy in the swirl of global crisis. Working 

paper series 147, Asia Development Bank Institute. 

Clason, D. L., & Dormody, T. J. (1994). Analyzing data measured by individual Likert-

type items. Journal of Agricultural Education, 35(4), 31- 35. 

Classens, S., Djankov, S., & Mody, A. (2001). Resolution of financial distress; an 

international perspective on the design of bankruptcy laws.  Geneva: World 

Bank Publications. 

Cooper, R.D. & Schindler, P.S. (2011). Business Research Methods (11
th

 ed.).  New 

York: McGraw-Hill Publications.  

Counts, A. (2005). The Future for Microfinance Investment. Microfinance and Capital 

Markets Spreakers Series - Grameen Foundation USA and SAIS. 

Creswell, J.W. (2003). Research design: Quantitative, qualitative and mixed methods 

approaches (2
nd

  ed. ). Thousand ack, CA: Sage. 



123 

 

Cull, R., Demirgüç-Kunt, A., & Morduch, J. (2007). Financial Performance and 

Outreach: A Global Analysis of Leading Microbanks. The Economic 

Journal, 117, 107–133. 

Cull, R., Demirgüç-Kunt, A.A. & Morduch, J. (2009). Microfinance Meets the Market. 

Journal of Economic Perspectives, 23(1), 167-92. 

Danielson, M. G., & Scott, J. A. (2006). The capital budgeting decisions of small 

businesses. Journal of Applied Finance, 16(2), 45. 

Daumont, R., Gall, F., & Leroux, F. (2004). Banking in Sub-Saharan Africa: What went 

wrong? In IMF working paper, 2004. 

Dawson, C. (2009). Introduction to research methods: A practical guide for anyone 

undertaking a research project. Hachette UK. 

Dean, B. (2008). The housing bubble and the financial crisis. Center for  economic 

and  policy research USA. 46, 73-81. 

Dermigue-Kunt, A., & Detragiache, E. (1998). The determinants of  banking crises in 

developing and developed countries. IMF staff  papers. 

Diamond, W., & Dybvig, P. (2003). Bank runs, deposit insurance and liquidity. Journal 

of political economy, 91, 401-419. 

Evans, G. (2002). Measuring and Managing Customer Value. Work Study Journal. 51, 

(3), Retrieved from: http://www.emeraldinsight.com 

Farrington, T. & Abrams, J. (2002). The Evolving Capital Structure of Microfinance 

Institutions." Micro-Enterprise Development Review, Washington D.C. Inter-

American Development Bank Working Paper.  



124 

 

Fehr, D., & Hishigsuren, G. (2004). Raising Capital for Microfinance: Sources of 

Funding and Opportunities for Equity Financing. (Southern New Hampshire 

University, Working Paper No. 2004-01.   

Fofack, F. (2005). Non-Performing loans in Sub-Saharan Africa: Casual analysis and 

macroeconomic implications. In World Bank policy research working paper 

No 3769. 

Garvey, G., & Hanka, G. (1998). Capital structure and corporate control: The effect of 

anti-takeovers on firm leverage. Journal of Finance, 29, 204-206. 

Gathuku A. G., (2010). Responses of microfinance institution to regulation through 

Microfinance Act 2006, Unpublished MBA project, Nairobi: University of 

Nairobi. 

George, D., & Mallery, P. (2003). SPSS for Windows step by step: A simple guide and 

reference. 11.0 update (4
th

 ed.). Boston: Allyn and Bacon. 

Goldstein, R., Ju, N., & Leland, H. (2001). An EBIT- Based Model of  Dynamic Capital 

Structure, The Journal of Business. 74(4), 483-512. 

Graham, J. (1996). Debt and the marginal tax rate, Journal of financial economics, 41, 

41 – 73. 

Hahn, P. J. (1996). Factors determining adequacy of capital in commercial banks. 

Journal of finance, 21(1), 135 – 136.    

Harris, M., & Raviv, A. (1990). Capital structure and the informational role of debt. 

Journal of finance, 45(6), 321 – 349. 

Harry N. B & Debra A. B. (2012). Analyzing Likert Data. Journal of Extension, 50(2), 

2-3. 



125 

 

Hashemi, P. J. (2003). Factors determining adequacy of capital in commercial banks. 

Journal of finance, 21(1), 135 – 136. 

Herrmann, A. M. (2008). Choosing and Successfully Sustaining Competitive Strategies 

in the European Pharmaceutical Industry. MPIfG Discussion Paper 08 /9. 

Max Planck Institute for the Study of Societies, Cologne. 

Hesse, H. and Cihák, M. (2007) Co-operative Banks and Financial Stability, IMF 

Working Paper WP/07/02/, International Monetary Fund, Washing D.C 

Retrieved from: www.imf.org/external/pubs/ft/wp/2007/wp0702.pdfICA, 

(2005). 

Hogan, S., M. Johnson, M. & Lafleche, T. (2001).Core inflation Bank of Canada 

technical report, No 80. 

Honohan, P. & Beck, T. (2007).Making finance work for Africa. Washington. DC: World 

Bank. 

Hu, Y.C., & Ansell, J. (2005). Measuring retail company performance by using credit 

scoring techniques, European journal of operational research (EJOR). Paris  

Hulme, D. (2000). Is microdebt good for poor people? A note on the dark side of 

microfinance. Small Enterprise Development, 11(1). 

IMF (2009). Microfinance: Access to sustainable funds. Retrieved from: 

http://www.emeraldinsight.com    

Ivatury, G., Pickens, M., & Siedek, H. (2006). Using technology to build inclusive financial 

systems. Donor Brief, Washington, D.C.: CGAP.                        

Jeff, L. (1990). Capital Adequacy: The benchmark of the 1990’s. Bankers’  magazine, 

173(1), 14-18. 



126 

 

Jeanne, K. & Svensson, F. (2007). Agency cost of free cash flow, corporate finance and 

takeovers. American economic review, 76(2), 323 – 329. 

Jenson, M. C., & Meckling, W. H. (1976). Theory of the firm: Managerial behavior, 

agency costs, and ownership structure. Journal of financial economics, 3, 

305 – 360. 

Jostova, G., & Philipov, A. (2005). Bayesian analysis of stochastic betas. Journal of 

Financial and Quantitative Analysis, 40(04), 747-778. 

Kariuki, P. W. (1993). Interest rate liberalization and the allocative efficiency of credit: 

Some evidence from the small and medium scale industry in Kenya. Institute 

of Development Studies. 

Kashyap, K. Rajan, R. & Stein, C. (2002). Banks as liquidity providers: an explanation 

for the coexistence of lending and deposit‐taking, The Journal of Finance, 

57(1), 33‐73.  

Kindle Berger, C. P., & Aliber, R. (2005). Manias, panics and crashes: A history of 

financial  crisis.  (5
th

 Ed.). New York: Wiley. 

Kithinji, A. M. (2010). Credit risk management and profitability of commercial banks 

in Kenya. Paper presented in AIBUMA Conference , University of Nairobi, 

Nairobi. 

Khawaja, I. & Musleh, D. (2007). Determinants of Interest Spread  in Pakistan. The 

Pakistan Development Review, Pakistan. Islamaba. Working Papers 

2007:22. 

Kiaritha, M. (2015). Determinants of the Financial Performance of Savings  and Credit 

Co-Operatives in the Banking Sector in Kenya. Unpublished PhD project, 

Juja: Jomo Kenyatta   University of Agriculture and Technology. 



127 

 

 

Kliengebiel, D. & Laven, L. (2002).World Bank discussion paper.  

Kombo, D.K. & Tromp, D.L.A. (2009). Proposal and Thesis Writing: An Introduction.  

Nairobi:  Paulines Publications Africa, Don Bosco Printing Press. 

Kothari, C. (2004). Research Methodology: Methods and Techniques. (2
nd

 ed.). New 

Delhi, India New age International Publishers. 

Kothari, C.R. (2010).Research Methodology-Methods and Techniques. New Delhi: New 

age publications. 

Kumar, V. V. (2008). Analysis of Performance Indicators on Sustenance of 

Microfinance Institutes: A Comparative Study of East Asian & Pacific,and 

South Asian Countries. Indian Institute of Management Indore. Research 

Journal of Finance and Accouning, 2(3). 

Kumar R., (2008). Determinants of Firm’s Financial Leverage: A Critical Review, 

Journal of Management Research, 3(1), 57-86. 

Laffont, J., & Guessan, T., (2000). Regulation and Development. Group Lending with 

Adverse Selection. European Economic Review. 44, 773-784.  

Lauer, K. (2008). Transforming NGO MFIs: Critical ownership issues to consider. 

Occasional Paper 13. Washington, D.C.: CGAP. 

Love, I. (2003). Financial development and financing constraints: International evidence 

from the structural investment model. Review of financial studies, 16(3), 

765 – 793. 



128 

 

MIctosh, S., Stern, G. & Feldman, R. (2005). A review of Gary Stern and Ron 

Feldman's too big to fail the hazards of bank bailouts, Journal of Economic 

Literature, 44(4), 988‐1004. 

Maaka, A. (2013). The relationship between liquidity risk and financial Performance of 

commercial banks in Kenya, Unpublished MBA Project, Nairobi: University 

of Nairobi. 

Makau, C. (2006). Effect of capital structure on firm value: evidence from Nairobi stock 

exchange. Financial Review Paper. Nairobi , Kenya  

Makori, J., Munene, C. & Muturi, W. (2013). The challenges facing deposit taking 

Savings and Credit Cooperative Societies’ regulatory compliance in Kenya. 

A case of the Gusii Region, Interdisciplinary Journal of  Contemporary 

Research in Business, 4(12). 

Microfinance Act, (2006). microfinance act No, K. (19). of 2006. Microfinance act 2006. 

Microfinance Gateway (2009). The transformation of non-governmental organizations 

into regulated financial institutions. Washington, DC: CGAP. Retrieved: 

from http://www.adb.org/Documents/Reports/Annual_Report/2004/sidebars 

/part030300_sb1.asp 

Millson, H. F. (2013). The Trade-Off Between Sustainability and Outreach: The 

Experience of Commercial Microfinance Institutions. 

Modigliani, F., & Miller, M. (1958).The cost of capital corporation  finance and the 

theory of Investment. American economics review, 48, 261 – 297. 

Modigliani, F., & Miller, M. (1963). “Corporate income taxes and the cost  of capital: a 

correction” American economic review, 53(3), 433 – 443. 



129 

 

Morduch, J. (1999a). The Microfinance Promise. Journal of    Economic Literature , 

1569–1614. 

Morduch, J. (1999b). The Role of Subsidies in Microfinance: Evidence from the 

Grameen Bank . Journal of Development Economics, 60, 229–248. 

Morrison, A. D. & White, L. (2001).The role of capital adequacy requirements in sound 

banking systems. Oxford Fin. Res. Center Working Paper.FE-04. 

Motta, A. R. (2004). Development of liquidity management instruments: challenges and 

opportunities, International Conference on Islamic Banking: Risk 

Management, Regulation and Supervision, Jakarta Indonesia, 24, 18-43.  

Mugenda, O. M. & Mugenda, A. G. (2003). Research Methods:  Quantitative and 

Qualitative Approaches. Nairobi: Acts Press. 

Mukulu, E. Rukaria, G., & Sakwa, M. (2015). Challenges Affecting Transformation of 

Microfinance Institutions into Deposit Taking Financial Institutions in 

Kenya, Journal of Scientific and Research Publications.  

Mutua, D. (2011). Capital Adequacy, Cost Income Ratio and the Performance of 

Commercial Banks: The Kenyan Scenario. The International Journal of 

Applied Economics and Finance 

Myers, S. C., & Majluf, N .C. (1984). Corporate financing and investment decisions 

when firms have information that investors do not have. Journal of financial 

economics, 13, 187 – 221. 

Namusonge, G. S. (2010). Business Statistics: Concepts and Applications. Beau Bassin, 

Mauritius: VDM Publishing House Ltd.  



130 

 

Namusonge, G. S. Mutua, S. M. &Karanja, K. (2012). Role  of Human R Resource 

Management Practices on Performance of Financial Cooperatives Based in 

Nairobi County, Kenya, Journal of 7 Humanities and Social Servises, 2(22). 

Ngechu. M. (2004). Understanding the research process and methods. An introduction to 

research methods., Nairobi: Acts Press. 

Njeru, A.W., Namusonge, G.S. & Kihoro, J.M., (2012) Size as a Determinant of Choice 

of Source of Entrepreneurial Finance for Small and Medium Sized 

Enterprises in Thika District, International Journal of Business and Social 

Nyaga, O. (2008). Determinants of financial performance of commercial Banks in 

Kenya, Unpublished MBA Project,  Nairobi: University of Nairobi.  

Ogilo, F. (2012). The Impact of Credit Risk Management on the financial performance 

of Commercial Banks in Kenya. DBA Africa Management Review. 

Orodho, A. J. and Kombo, D. K. (2001). Research Methods. Nairobi: Kenyatta 

University, Institute of Open Learning. 

Oye, A. (2006). Financial management (4
th

 ed.), Lagos: El-Toda Ventures Ltd 

Pandey, I. N. (1985).Financial Management, India: New Print India Ltd. 

Parast, H..& Fini G. (2010). Development of a class stable predictive variables, Journal 

of business finance and accounting, 17 (1) 31 - 51. 

Rahaman, A.S. (2010). Public Sector Accounting and Financial Management in a 

Developing Country Organizational Context: A Three-Dimensional View: 

Armidale, University of New England, 1, 121-153. 

Richard, S. (2009). The microfinance revolution: Sustainable finance for the poor. 

Washington, D.C.: The World Bank. 



131 

 

Ross, S. A. (1977). The determinants of financial structure: the incentive signaling 

approach. Journal of economic and management science. 8(9), 1267 – 1282. 

Santomero, A., & Watson, R. (1977). Determining an optimal capital structure for the 

banking Industry. Journal of finance, 32, 1267- 1282. 

Saunders, M., Lewis, P., & Thornhill, A. (2007). Research methods for business 

students. England: Pearson Education Limited. 

Schreiner, M. (2002). Aspects of Outreach:A Framework for the Discussion of the 

Social Benefits of Microfinance. 

Sekaran U. and Bougie R. (2011). Research Methods for Business: A Skill           

Building Approach. (5
th

 ed.). Delhi: Aggarwal printing press. 

Sengupta, R. & Aubuchon, C.P. 2008. The microfinance revolution: An overview. 

Federal ReserveBank of St. Louis Review, 90(1), January/February. 

Shim, J.K. & Siegel, G.J., (2007). Financial Management, (3
rd

 ed.). New York, USA: 

Schaum’s Outline Series. 

Smyth, R. (2002). Measuring Delinquency and Default in Microfinance Institutions. 

Indian Institute of Management: working paper No. 254 pp10 

Srinivasan, R. & Sriram, M.S. (2006). Microfinance in India: Discussion, IIMB 

Management Review, pp.66-86. World Bank (2000), World Development 

Report 2000/2001, Washington DC: The World Bank. 

Sriram S. (2006). Effects of Brand Preference, Product Attributes, and Marketing Mix 

Variables in Technology Product Markets. Marketing Science 25(5), 440-456. 

Stevenson, L., & St-Onge, A. (2005). Support for growth-oriented women 

entrepreneurs in Kenya. Geneva: ILO. 



132 

 

Strebulaev, I.A (2007). Do tests of capital structure theory mean what they say?. The 

journal of Finance, 62(4), 1747-1787. 

Sushanta, S. (2011). NGO transformation: institutional entrepreneurship in Indian 

microfinance. Business Strategy Series, 12(4), 167 – 176. 

Upagade V. & Shende, A. (2012). Research methodology. (2
nd

 ed.). Ram Nagar, New 

Delhi: S. Chad and Company Ltd. 

Wagacha, M. (2000). Analysis of liberalization of the trade regime in Kenya since 1980: 

Discussion paper No. 023/2000 Nairobi: Institute of policy, Analysis and 

Research. 

Wang, X. & Chen D., (2010). The Impact of Microfinance on the Developments of 

Small and Medium Enterprises: The case of Taizhou,China. 5-16. 

Waweru, N. M. & Kalani. V.M. (2009). Commercial banking crises in Kenya: Causes 

and remedies, Global journal of finance and Banking issues, 3(3), 15 – 20. 

Yumane, T. (1967). Statistics: An Introductory Analysis, (2
nd

 ed.).. New York: Harper 

and Row. 

Yunus, M., & Weber, K., (2007). Creating a World Without Poverty: Social Business 

and the Future of Capitalism., NewYork:  Public Affairs.  

Zikmund, G.W., Babin, B.J., Carr, C.J. & Griffin, M. (2010). Business Research 

Methods (8
th

 ed.). South-Western: Cengage Learning 

 



133 

 

APPENDICES 

Appendix 1: Questionnaire                                          

   S/No: ……………. 

THIS QUESTIONNAIRE IS ON THE SUBJECT: DETERMINANTS OF 

FINANCIAL PERFORMANCE OF DEPOSIT TAKING MICROFINANCE IN 

NAIROBI CITY COUNTY, KENYA. 

Your response to these questions will be treated with utmost confidentiality. Your honest 

and objective answers to the following questions will be highly appreciated and 

acknowledged.  

SECTION A: DEMOGRAPHIC INFORMATION 

1. Name of the Microfinance Institution …………………………………….. 

2. Highest Level of Academic/Professional Education:   

        PhD                                      Master’s Degree           

        Bachelor’s Degree                 Ordinary/Higher National Diploma  

        Other ………………………………………………………………. 

3. Rank in the Institution: 

         Portfolio Manager                                       

         Credit Officer 

4. Peer group of institution: 

        Large                                                       

       Medium  

       Small  
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SECTION B: FINANCIAL LEVERAGE 

How much do you agree on the following statement concerning the DTMI you work in?

           

  

Statement 

Strongly 

agree 

Agree Neutral Disagree  Strongly 

disagree 

1 The DTMIs first 

preferable option for 

additional financing is 

always  debt 

     

2 The use of debt as a 

source of finance does 

not always lead to 

increased cash flow 

for the institution.  

     

3 The market value of 

the institution is 

determined by its 

financial leverage 

     

4 The institution does 

not use reserves to pay 

interest and debt at 

maturity.  

     

5 No asset or liability 

stated in the balance 

sheet is offset by 

deduction of another 

liability or asset except 

inter-branch balances 

and items in transit or 

where a legal right of 

set-off exists 

     

6 Borrowing in the 

money market is 

highly discouraged 

and if it has to be 

done, it has to be less 

than six times annually 
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Section C: Non Performing Loans (NPLs)  

Tick where necessary depending on how much you agree on the following statement 

concerning the DTMI you work for. 

  

Statement 

Strongly 

agree 

Agree  Neutral Disagree  Strongly 

disagree 

1 We have a lending policy 

geared towards minimizing 

NPLs 

     

2 Provision for NPLs is done at 

our branches 

     

3 There is constant touch 

between our customers and 

the DTMI that establishes the 

customer’s ability to repay 

loans 

     

4 Loan repayment adjusters are 

done to terms earlier agreed 

with the clients to help them 

repay their loans without 

defaulting 

     

5 We have a thorough loan 

documentation process which 

leaves no loophole for 

exposure to loan defaulting 

     

6 The cleanliness of the loan 

collateral is thoroughly 

ascertained to ensure no 

loophole for exposure. 
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Section D: Capital structure 

How much do you agree with the following statements about the DTMI you work for? 

  

Statement 

Strongly 

agree 

agree Neutral Disagree  Strongly 

disagree 

1 Managers rarely pursue their 

own objectives in making 

capital structure decisions 

     

2 The DTMI presently operates 

on low-cost short term financing 

     

3 The company’s capital structure 

is in line with the competitive 

structures existing in the 

industry at present.  

     

4 Funds are always used for the 

intended purposes 

     

5 We maintain the prescribed 
minimum capital requirements.  

 

     

 

Section E: Market structure 

How much do you agree with the following statements about the DTMI you work for? 

  

Statement 

Strongly 

agree 

agree Neutral Disagree  Strongly 

disagree 

1 Market research and 

development is an integral part 

of the DTMIs operations 

     

2 The financial products are 

designed with reference to the 

markets demands 
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3 Advertising for product 

differentiation is given priority 

     

4 Innovation of new products is 

driven by market forces 

     

5  The pricing of products is 

determined by the market 

forces. 

     

 

Section E: Financial performance 

How much do you agree on the following statement s about the DTMI you work for? 

 Statement Strongly 

agree 

Agree  Neutral Disagree  Strongly 

disagree 

1 Regardless of the changes in 

the operating environment, 

the DTMI will still grow in 

its profits 

     

2 The DTMI has no plans to 

close any of its branches due 

to financial constraints now 

or in the future. 

     

3 The DTMI will increase its 

investments in new 

technologies now and in the 

future to aid its operations 

     

4 The DTMI will always have 

enough cash flow to finance 

any of its client’s projects. 

     

5 Net income increases every 

financial year 

     

 



138 

 

Appendix 2: Secondary Data Collection Sheet 

2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014 2012 2013 2014

Net 

Income

EBIT

Total 

Assets

Total 

Liabilities

Equity

No. of 

Active 

Accounts

No. of 

Branches

Core 

Capital

Total Risk 

Weighted 

Assets

Net Non-

Preforming 

Loans

Share 

Capital and 

Reserve

SMEP SUMAC U & I UwezoCentury KWFT Rafiki REMUFaulu
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Appendix 3: Year 2013 secondary data source 1- Extract 
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Appendix 4: Year 2013 secondary data source 2- Extract 
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Appendix 5: Year 2013 secondary data source 3- Extract 
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Appendix 6: Year 2014 secondary data source 1- Extract 
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Appendix 7: Year 2014 secondary data source 2- Extract 
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Appendix 8: Year 2014 secondary data source 3- Extract 

 


