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ABSTRACT

Micro Finance Institutions are defined as institutions whose major business is the 

provision o f microfinance services. Proactive risk management is essential to the long

term sustainability o f  micro finance institutions (MFIs), but many micro finance 

stakeholders are unaware o f the various components of a comprehensive risk 

management regimen. Credit risks, especially weakness in credit risk management have 

been identified one o f the main reasons behind the failure of majority MFIs. If the 

microfinance institution does not manage its risks well, it will likely fail to meet its social 

and financial objectives. This study sought to establish the relationship between credit 

risk management practices and performance of Micro Finance Institutions in Kenya.

This research study employed a survey research method as well as causal research design 

to show the relationship between financial performance and risk management practices. 

The study population consisted o f all 43 MFIs registered and are members of Association 

of Microfinance Institutions o f Kenya (AMFI). This study comprised o f data collected 

through both, primary as well as secondary sources. Primary data was collected through 

the use o f  a questionnaire. As for inferential statistic, regression analysis will be sued to 

establish the relationship between credit risk management practices and the financial 

performance of MFIs.

From the findings the study concluded that credit risk management practices enhance 

profitability of the MFI, improve profitability, that diversification across MFIs lead to 

improving shareholders values and improved saving, loan policy procedure adopted by 

MFIs improve investment and that human-based expert systems payment capacity help in 

reduction o f defaults improving the performance on MFIs. The study further concludes 

that there was a positive relationship between credit risk management practices and the 

financial performance of MFIs depicting the relationship between credit risk management 

practices and financial performance in organizations.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

Taking credit risk is part and parcel o f financial intermediation. When financial 

institutions issue loans, there is a risk of borrower default. When banks collect deposits 

and on-lend them to other clients, conduct financial intermediation, they put clients’ 

savings at risk. Any institution that conducts cash transactions or makes investments risks 

the loss o f  those funds. Developing finance institutions should neither avoid risk (thus 

limiting their scope and impact) nor ignore risk (at their folly). Like all financial 

institutions, microfinance institutions (MFIs) face risks that they must manage efficiently 

and effectively to be successful. If the microfinance institution does not manage its risks 

well, it will likely fail to meet its social and financial objectives. When poorly managed 

risks begin to result in financial losses, donors, investors, lenders, borrowers and savers 

tend to lose confidence in the organization and funds begin to dry up. When funds dry up, 

a microfinance institution is not able to meet its social objective of providing services to 

the poor and quickly goes out o f business. Yet, as stated by Greuning and Bratanovic, 

(2003), the effective management of credit risk by financial intermediaries is critical to 

institutional viability and sustained growth. Failure to control risks, especially credit risk, 

can lead to insolvency. However, too often, the mere perception of high credit risk can 

dissuade financial intermediaries from entering a particular market segment when a large 

contributing factor to that perception may be lack o f adequate credit risk evaluation and 

management techniques.

In study by Cornett and Saunders, (1999), it was noted that microfinance institutions face 

various risks that can be categorized into three groups; financial [with credit risk (CR) 

being a component], operational and strategic. These risks have different impact on the 

financial performance of microfinance institutions. The magnitude and the level of loss 

caused by credit risk compared to others are more severe to microfinance institutions. 

Risk is the possibility of an adverse event occurring and its potential for negative 

implications to the microfmance institution. Whenever a microfinance institution lends to
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a client there is an inherent risk of money not coming back, i.e. the client turning into a 

defaulter, this risk is called the Credit risk. Credit risk is directly related to the portfolio 

o f the organization and is one o f the most significant risks from a microfinance institution 

perspective. Chijoriga, (1997), contributed on the issue by identifying risk as of greater 

significance for microfinance institutions as it has to deal with large number of clients 

with limited literacy. Further, microfinance institution provides unsecured loans, i.e. 

loans without any collateral. In case a client default the microfinance institution does not 

have any asset to meet its loss, which makes the credit even riskier. Risk management is 

the process o f managing the probability or the severity of the adverse event to an 

acceptable range or within limits set by the microfinance institution. A risk management 

system is a method o f systematically identifying, assessing, and managing the various 

risks faced by a microfinance institution. The core o f risk management is making 

educated decisions about how much risk to tolerate, how to mitigate those that cannot be 

tolerated, and how to manage the real risks that are part of the business. As an innovative 

form of financial intermediation with the poor, the Basel II committee, (2004) pointed out 

that microfinance is in effect “double tasked” to achieve specified developmental ends 

and goals through particular means such as group lending methodologies. Donaghue, 

(2004), stated that microfinance is a way through which the poor can borrow money and 

mutually assure their own progressive empowerment towards independent survival and 

self-management. The methodology is by extension managing the risks.

Microfinance institutions face many risks that threaten their financial viability and long

term sustainability. The process of credit risk management is challenging for the fact 

clients are either very small businesses or poor individuals who usually have few assets, 

non-existent credit histories, and low income levels. This is a problem because it means 

these clients have cannot offer any collateral to microfinance providers against loans. As 

a result, microfinance institutions may either raise their interest rates or turn down 

hundreds o f applications. Moreover shabbily constructed business ideas with a lack of 

consideration of demand and costs render the micro venture unsustainable, and 

microfinance may incorrectly get the blame for it. Some of the other most serious risks as
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listed by Parrenas, (2005), come from the external environment in which the 

microfinance institution operates, including the risk o f natural disaster, economic crisis or 

war, stagnation, institutions insolvencies, infraction o f rules in institutions accounting and 

audits, growth of off-balance sheet derivatives, declining and volatile values of collateral 

and financial globalization. In addition, microfinance institutions may lack enough 

knowledge about individuals’ creditworthiness due to failure to follow prudent credit 

policies hence moral hazards risk and impaired security of credit assets. The failures of 

microfmance institutions institutions staff, who are untrained and few, to understand the 

aspect o f credit risk in the microfmance institutions operations and the risks that are 

inherent and exposed in their business operations poise affect management of credit risks 

in microfmance institution. Poor understanding of the credit risk management leads to 

ineffective risks management leading low financial achievement and eventually leads to 

financial institutions failure. As per Harrington and Niehaus, (1999) views better 

understanding of credit risk management is necessary especially in the financial 

intermediation activities where managing risk is one its important activities that lead to 

better financial performance of the financial institutions .

1.1.2 Microfmance Institutions in Kenya

MFls are defined as institutions whose major business is the provision o f microfmance 

services. Their aim is to become sustainable and expand their microfmance services. 

Microfmance is the supply o f loans, savings, money transfers, insurance, and other 

financial services to low-income earners. MFIs which encompass a wide range of these 

financial service providers that vary in legal structure, mission, and methodology offer 

these financial services to clients who do not have access to mainstream banks or other 

formal financial service providers. MFIs offer loans and/or technical assistance in 

business development to low-income community in developing countries. Microfmance 

has established itself as an integral part of financial sector policies o f  emerging and 

developing countries in the past decade. In the field of international finance, it is 

renowned for its bottom-up approach, because of the main role of Non-Governmental
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Organizations (NGOs) in the launching and the development of the sector, with the 

financial support o f donors. According to Sundarajan, (2007), classification of the sector 

is done by mapping the institutions in two axes: the profit motive (profit vs. not-for- 

profit) and the decision-making style (centralized vs. de-centralized).

Microfinance is not a recent phenomenon in Kenya. In the past, microfinance institutions 

(MFls) have been established using either an NGO or a savings and credit co-operative 

society’s framework, Omino, (2005). Moreover some of the current informal sector 

practices such as money lending. Rotating Savings and Credit Associations (ROSCAs), 

date back to ancient societies in Kenya and elsewhere. The Kenyan microfinance sector 

began in the late 1960s with a few NGOs that set up pilot programs providing donor 

funded credit services. Some o f these organizations have evolved over time to become 

commercialized, self-sustaining and hugely profitable institutions. Microfinance is also 

rapidly becoming Kenya’s most accessible and affordable financial service. Given the 

shallow reach of traditional forms of banking, microfinance has played a central role in 

the evolution of Kenyan financial services. Four o f Kenya’s major commercial banks 

have roots in microfinance: two as building societies (Family Bank and Equity Bank), 

one as an NGO (K-REP), and another as a cooperative society (Co-operative Bank). 

These commercial banks, along with a wide variety of registered microfinance 

institutions, savings and credit cooperatives, and NGOs, make up Kenya’s microfinance 

industry. Major players in the sector include Faulu Kenya, Kenya Women Finance Trust 

(KWFT), Pride Ltd, Wedco Ltd, Small and Medium Enterprise Programme (SMEP), 

Kenya Small Traders and Entrepreneurs Society (KSTES), Ecumenical Loans Fund 

(ECLOF) and Vintage Management (Jitegemee Trust). The Kenya Post Office Savings 

Bank (KPSOB) is also a major player in the sector but only to the extent of providing 

savings and money transfer facilities.The Central Bank reports that as of August 20, 

2010, 43 member had registered with the Association of Microfinance Institutions 

(AMF1) serving over six million clients holding outstanding loan portfolios of USD 303 

million (excluding commercial banks), had 1.44 million active deposit accounts/clients at 

their 825 branch offices, Association of Microfinance Institutions, AMF1, (2010).
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The Microfmance Act, 2006 and the Microfinance Regulations issued sets out the legal, 

regulatory and supervisory framework for the microfinance industry in Kenya. The 

Microfinance Act became operational with effect from 2nd May 2008. The principal 

object o f  the Microfmance Act is to regulate the establishment, business and operations 

o f microfmance institutions in Kenya through licensing and supervision. The Act enables 

Deposit Taking Microfmance Institutions licensed by the Central Bank of Kenya to 

mobilise savings from the general public, thus promoting competition, efficiency and 

access. A wide range of financial services are provided by these MFIs: ranging from 

savings and credit facilities, money transfer and micro insurance to the economically 

active poor low income households and small micro scale enterprises in both rural and 

urban areas, using innovative delivery methodologies and channels, stated Chijoriga, 

(1997). They ultimately contribute to poverty eradication.

1.2 Statement of the Problem

Credit risks, especially weakness in credit risk management have been identified one of 

the main reasons behind the failure of majority MFIs. Njiru, (2003) established that credit 

risk was one of the most important risk apart from liquidity risk. Further, Mwirigi, (2006) 

lound out that a significant number of Micro Finance institutions in Kenya, 92.5% have 

management policies for credit risk. One of the major challenges however on the credit 

has its roots in the information processing mechanism. The problem often begins right at 

the loan application stage and increases further at the loan approval, monitoring and 

controlling stages. Richardson, (2002) emphasize that this is especially so when credit 

risk management guidelines in terms of policy and strategies/procedures for credit 

processing do not exist or are weak or incomplete.

Credit risk management practices is an issue of concern in Microfmance Institutions 

today and there is need to develop improved processes and systems to deliver better 

visibility into future performance of the financial institutions. In a study by Berger and 

Udell, (1993) they suggested improved credit risk management in Microfmance
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Institutions will undoubtedly require a clear understanding o f the challenges they face. 

This will in turn assist in developing strategies to overcome the credit risk management 

process. Efficient credit risk management practices have been vital in allowing the 

phenomenal growth in micro credit institutions. Effective management of credit risk is 

critical to enhance Microfinance Institutions' viability and sustained growth. Failure to 

control credit risk may lead to insolvency. However, the mere perception of high credit 

risk can dissuade micro credit institutions from entering a particular market segment 

whereas the major contributing factor to that perception may be due to lack of adequate 

credit risk evaluation and management practices. In addition, if  the practices are 

identified and the risk controllable, management can take certain steps to improve its 

potential for success.

There are few local studies on credit risk management which include; Njiru, (2003) who 

studied credit risk management by coffee co-operatives in Embu District and Mwirigi 

(2006) who studied credit risk management techniques adopted by micro finance 

institutions in Kenya. In 2007, Mutwiri studied credit risk management practices by oil 

companies in Kenya whereas Muteru studied credit risk management practices by 

Pharmaceuticals manufacturing firms in Kenya. Kimeu, (2008) studied credit risk 

management techniques of unsecured banks loans o f commercial banks in Kenya, Ngare, 

(2008) studied credit risk management practices by commercial banks and Simiyu, 

(2008) studied techniques o f credit risk management in microfinance institutions in 

Kenya. Wambugu, (2008) carried a survey of Credit Risk Management Practices by 

Micro Finance Institutions in Kenya.

The study by Mwirigi, (2006) established a positive relationship between credit risk 

management and risk reduction but little has been done to establish the practices. Further, 

Oketch, (1995) studied demand and supply factors to micro and small enterprise and 

concluded that credit risk offered was determined by risk assessment and nature of 

business. Despite these significant studies on credit risk management, there is limited 

research on the relationship between the credit risk management on MFIs" financial
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performance. To the best of the researcher's knowledge, no known study has been done 

on the on establishing the relationship between credit risk management practices and 

financial performance of Micro Finance Institutions in Kenya, this study therefore sought 

to fill the existing knowledge gap by establishing the relationship between credit risk 

management practices and performance o f Micro Finance Institutions in Kenya

1.3 Objective of the Study

The study established that there is a relationship between Credit Risk Management 

practices and financial performance among Micro Finance Institutions in Kenya.

1.4 Significance of the Study 

Micro Finance Institutions managers

The study will help the managers of emerging MFIs to develop sound credit risk policies 

that will help them come up with efficient tools of measuring, controlling and evaluating 

credit risk in their loan portfolio so as to effectively contribute to the development of 

more efficient financial systems. The study will provide critical information for the 

development of a code of ethic and best practices in management of various risks facing 

the sector.

Government

The study will inform on the critical prudential regulations that the Government needs to 

issue to the microfmance sector to prevent moral hazards and information asymmetry. 

The Government; Ministry o f Finance, Central bank of Kenya as the regulator of MFIs of 

both deposit taking MFIs and credit only MFIs will derive information on the overall 

usage and application of operating efficiency and portfolio quality indicators in the 

microfmance sector.

This research will hopefully add to the body of knowledge about the microfmance sector. 

Being a developing and dynamic sector, microfmance has been recognised as one of the
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vehicles for the attainment o f Kenya’s vision 2030 and will continue to derive a lot of 

interest lor investors and researchers in the developing world.

Researchers and academicians

The study would also provide a platform for further research in the area of credit risk 

management and in particular the practices that would contribute to success in MFIs. In 

the academic field, future researchers can use the study as a reference point if one is 

researching on credit risk management and related topics.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

This chapter presents the literature review on the credit management practices based on 

the information from other researchers who have carried out their research in the same 

field of study. The chapter also presents a theoretical review on credit risk.

2.2 Theories of Credit risk management

2.2.1 Arbitrage pricing theory'

The Arbitrage Pricing Theory (APT) describes the price where a mispriced asset is 

expected to be. Whereas the CAPM formula requires the market's expected return, APT 

uses the risky asset's expected return and the risk premium of a number of macro- 

economic factors. The basis of arbitrage pricing theory is the idea that the price of a 

security is driven by a number of factors. These can be divided into two groups: macro 

factors, and company specific factors. The linear pricing relation is a necessary condition 

for equilibrium in a market where agents maximize certain types o f utility. A linear 

relation between the expected returns and the betas is tantamount to an identification of 

the stochastic discount factor (SDF). The APT is a substitute for the Capital Asset Pricing 

Model (CAPM) in that both assert a linear relation between assets’ expected returns and 

their covariance with other random variables.

Arbitrage pricing theory does not rely on measuring the performance of the market. 

Instead, APT directly relates the price of the security to the fundamental factors driving 

it.

2.2.2 Portfolio theory

Portfolio theory of investment tries to maximize portfolio expected return for a given 

amount o f portfolio risk, or equivalently minimize risk for a given level of expected
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return, by carefully choosing the proportions of various assets. Portfolio Theory is a 

mathematical formulation of the concept of diversification in investing, with the aim of 

selecting a collection o f investment assets that has collectively lower risk than any 

individual asset. That this is possible can be seen intuitively because different types of 

assets often change in value in opposite ways. For example, when prices in the stock 

market fall, prices in the bond market often increase, and vice versa. A collection of both 

types o f assets can therefore have lower overall risk than either individually. But 

diversification lowers risk even if assets' returns are not negatively correlated indeed, 

even if they are positively correlated.

More technically, portfolio theory models define risk as the standard deviation of return, 

and model portfolio as a weighted combination of assets so that the return of a portfolio is 

the weighted combination of the assets' returns. By combining different assets whose 

returns are not perfectly positively correlated, portfolio theory seeks to reduce the total 

variance o f the portfolio return. Portfolio theory also assumes that investors are rational 

and markets are efficient.

2.2.3 CAPM Theory

CAPM extended Harry Markowitz's portfolio theory to introduce the notions of 

systematic and specific risk. CAPM decomposes a portfolio's risk into systematic and 

specific risk. Systematic risk is the risk of holding the market portfolio. As the market 

moves, each individual asset is more or less affected. To the extent that any asset 

participates in such general market moves, that asset entails systematic risk. Specific risk 

or unsystematic risk is the risk which is unique to an individual asset. It represents the 

component of an asset's return which is uncorrelated with general market moves. It is the 

risk to an asset's value caused by factors that are specific to an organization, such as 

changes in senior management or product lines. For example, specific senior employees 

may make good or bad decisions or the same type o f manufacturing equipment utilized 

may have different reliabilities at two different sites. In general, unsystematic risk is
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present due to the fact that every company is endowed with a unique collection of assets, 

ideas, personnel, etc., whose aggregate productivity may vary.

Systematic risk is risk that cannot be removed by diversification. This risk represents the 

variation in an asset's value caused by unpredictable economic movements. This type of 

risk represents the necessary risk that owners of a firm must accept when launching an 

enterprise. Regardless o f product quality or executive ability, a firm's profitability will be 

influenced by economic trends. In the capital asset pricing model, the risk associated with 

an asset is measured in relationship to the risk of the market as a whole.

No matter how much diversify firm's investments; it’s impossible to get rid of all the risk. 

As investors, we deserve a rate of return that compensates us for taking on risk. 

The capital asset pricing model (CAPM) helps us to calculate investment risk and what 

return on investment we should expect.

2.3 Credit Risk Management Practices

Financial institutions should adopt credit risk management practices to maximize 

Shareholder value by enhancing the value of the firm. Value enhancement can arise from 

minimization of the costs of financial distress, minimization of taxes and minimization of 

the possibility that the firm may be forced to forego positive net present value projects 

because it lacks the internally generated funds to do so. However, the managerial risk 

aversion hypothesis holds that managers will seek to maximize their own personal well 

being. This clearly indicates that the managers o f the financial firms may sometime 

engage in credit risk management practices without considering the effects it will have on 

the shareholders. Specifically this arises when the interests of shareholders are not 

perfectly aligned with those o f the managers or when they pursue risk management 

strategies designed to insulate their owti personal wealth from the effects of changes in 

interest rates, commodity prices, or foreign currency values. Fatemi and Glaum, (2000) 

outline the steps that may be taken without regard for the repercussions o f these decisions 

for shareholders’ value.
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It therefore follows that regardless of whether shareholder value maximization or 

managerial risk aversion is the driving force, engagement in risk management practices is 

to be observed. One o f the most important practices involves management of credit risk, 

particularly for banks and other firms in the financial services industry. The increasing 

variety in the types o f counterparties from individuals to sovereign governments and the 

ever-expanding variety in the form of obligations from auto loans to complex derivatives 

transactions have meant that credit risk management has jumped to the forefront of risk 

management activities carried out by firms in the financial services industry highlighted 

Smithson, (1998).

2.3.1 Credit enhancement

When a financial institution observes that it’s too exposed to a certain category of credit 

risk, it can buy credit protection in the form of guarantees from financial guarantors or 

through credit derivative products. By protection, the credit quality o f the guaranteed 

assets is enhanced. This is also known as credit risk mitigation. Bessis, (2003) observed 

that these principles are translated in the organization daily by written procedures and 

policies that determine how guarantees are selected, up to which risk exposure and risk 

profile loans are quasi automatically granted and above which level a human expert 

evaluation is required. Larger or more complex files are typically discussed at a credit 

committee where lending and credit risk that may be involved is discussed for possible 

transactions to be carried out. Credits that deteriorate and become too weak are put on a 

watch list, are closely monitored and remedial actions taken when it seems necessary for 

instance protection purchase.

The current risk position of Microfinance Institutions is communicated regularly to its 

senior management and business lines which may adjust the current strategy. The risk 

management strategy is defined as part of the general strategy. In particular, as Saunders 

and Allen, (2002) pointed out, the credit risk management needs to foster a climate for 

good saving and crediting where prices of their products are in line with the risks taken.
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A strong credit risk management strategy avoids pitfalls like credit concentrations, lack 

o f credit discipline, aggressive underwriting to high-risk counterparts and inadequate 

pricing o f products.

2.3.2 Credit Scoring Mechanism

Credit scoring is a credit risk management technique that analyzes the borrower’s risk. In 

its early meaning, credit scores' were assigned to each customer to indicate its risk level. 

A good credit scoring model has to be highly discriminative, high scores reflect almost 

no risk and low scores correspond to very high risk or the opposite depending on the sign 

condition. The more discriminative the scoring system is, the better are the customers 

ranked from high to low risk. In the calibration phase, risk measures are assigned to each 

credit pools. The quality of the credit scores risk ranking and calibration can be verified 

by analyzing ex-post observed credit losses per score, noted Bessis, (2003). Credit scores 

are often segmented into homogeneous pools. In the past, credit scoring focused on 

measuring the risk that a customer would not fulfil his/her financial obligations and run 

into payment arrears. Recently credit scoring evolved to loss and exposure risk as well. 

Scoring techniques are nowadays used throughout the whole life cycle of credit as a 

decision support tool or automated decision algorithm for large customer bases. With 

increasing competition, electronic sale channels and recent saving, credit and cooperative 

regulations have been important catalysts for the application of semi- automated scoring 

systems. Since their inception, credit scoring techniques have been implemented in a 

variety o f different, yet related settings such as credit approval.

Originally, the credit approval decision was made using a purely judgmental approach by 

merely inspecting the application form details of the applicant and commonly focused on 

the values of the 5 Cs which are character, capital, collateral, capacity and conditions of a 

customer. Character which measures the borrower’s personal character and integrity; 

Capital which measures the difference between the borrower’s assets and liabilities; 

Collateral evaluation of the assets provided in case payment problems occur; Capacity
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which measures the borrower’s ability to pay based on for example job status, source of 

income and finally; Conditions where the members’ borrowing circumstances are 

evaluated for example market conditions, competitive pressure, and seasonal character. 

This expert-based approach towards credit scoring is still used nowadays in credit 

portfolios where only limited information and data is available. The early success of 

application scorecards drew the attention of the academics and researchers to develop 

advanced statistical and machine-learning techniques that apply a wide range of 

explanatory variables or characteristics. An application scorecard then assigns sub scores 

to each o f the values o f these characteristics. These sub scores are determined based on 

the relationship between the values of the characteristics and the default behaviour and 

these are aggregated into one overall application score reflecting the total default risk 

posed by the customer concluded Servigny and Renault, (2004).

2.3.3 Risk identification

Risk identification is vital for effective risk management. For micro credit institutions to 

manage credit risks facing them effectively, they need to know and identify these credit 

risks. The first step in risk identification is implementation o f the risk management 

function to establish crucial observation areas inside and outside the corporation. Then, 

the departments and the employees are assigned with responsibilities to identify specific 

risks such as interest rate risks or foreign exchange risks which were identified as main 

domain o f the financial department by Christen and Pearce, (2005).

It is important to ensure that risk management function is established throughout the 

whole institution and has to identify and analyze all risks. There are many approaches for 

risk identification for instance, scenario analysis or risk mapping. An organization can 

identify the frequency and severity of the risks through risk mapping which could assist 

the organization to stay away from high frequency and low severity risks and instead 

focus more on the low frequency and high severity risk. Christen and Pearce, (2005) 

stressed that risk identification process includes risk-ranking components where these
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ranking are usually based on impact, severity or dollar effects. Accordingly, the analysis 

helps to sort risk according to their importance and assists management to develop risk 

management strategies to allocate resources efficiently.

In relation to commercial banks’ practice o f risk management, Al-Tamimi, (2002) found 

that the United Arab Emirates (UAE) commercial banks were mainly facing credit risk 

which they identified through inspection by branch managers and financial statement 

analysis methods. The main techniques used in risk management are establishing 

standards, credit score, credit worthiness analysis, risk rating and collateral. The recent 

study by Al-Tamimi and Al-Mazrooei, (2007) conducted on banks’ risk management of 

UAE national and foreign banks revealed that the three most important types of risks 

encountered by UAE commercial banks are foreign exchange risk, followed by credit risk 

and finally operating risk.

Risk identification is positively significant to influence risk management practices. In 

case of banks, studies made especially on risk identification and risk mitigation includes 

the work o f Haron and Hin Hock, (2007) on market, credit risk and specifically on 

operational risk. They explain the inherent risk in banks; credit and market risk exposures 

and they illustrate the notion o f displaced commercial risk that is important in Banks. 

They conclude that certain risks may be considered as being inherent in the operations of 

conventional banks.

2.3.4 Risk analysis and assessment

In practice, it is useful to classify the different risks according to the amount of damage 

they possibly cause as pointed by Fuser, Gleine and Meier, (1999). This classification 

enables the management to divide risks that are threatening the existence of the 

corporation from those which can cause slight damages. Frequently, there is an inverse 

relationship between the expected amount of loss and its corresponding likelihood that 

risks that will cause a high damage to corporation like earthquakes or fire occur seldom, 

while risks that occur daily such as interest rate risks or foreign exchange risks often
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cause relatively minor losses only, although these risks can sometimes harm the 

corporations to a great extent.

The empirical findings by Al-Tamimi, (2002) and Al-Mazrooei, (2007) highlighted that 

UAE banks are efficient in analyzing and assessing risk and there is a significant 

difference between UAE national and foreign banks in the practice of risk analysis and 

assessment. Additionally, the findings show that risk analysis and assessment influence 

risk management practices. Drzik, (1995) mentioned that the Bank Administration 

Institute Risk Management Survey showed that large banks in the US had made 

substantial progress in their development and implementation of risk measures. The 

measures were used not only for risk control purposes but also for performance 

measurements and pricing. Comprehensive risk measurement and mitigation methods for 

various risks arising from financing activities and from the nature o f profit and loss 

sharing in the source of funds especially investment account holders are explained by 

Sundararajan, (2007). He concludes that the application of modem approaches to risk 

measurement particularly for credit and overall banking risks is important for Banks. He 

also suggested the need to adopt new measurement approaches critical for Banks because 

of the role they play and the unique mix of risks in finance contracts.

However, Navajas and Tejerina, (2006) indicated that Banks are perceived not to use the 

latest risk measurement techniques and Shari'ah compliant risk mitigation techniques due 

to different Shari'ah interpretation of these techniques. Appropriate measurement of 

credit and equity risks in various finance facilities can benefit from systematic data 

collection efforts including establishing credit and equity registry.

2.3.5 Risk monitoring

Monitoring is the last step in the corporate risk management process. Effective risk 

management requires reporting and reviewing the structure to ensure that risks are 

effectively identified; assessed and appropriate controls and responses are in place. Risk 

monitoring can be used to make sure that risk management practices are in line and it also
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helps banks management to discover mistakes at early stages. According to Al-Tamimi 

and Al-Mazrooei, (2007), control has to be established at different levels. The control by 

the management board will not be enough to ensure effective functioning of the risk 

monitoring system because the management board members do not have time on their 

hands to exercise extensive control. Hence, the management board will elect an 

independent unit to complete the task of internal supervision. This task is the 

responsibility o f the internal audit. The supervisory board is obliged to control the risk 

management process and is supported by the auditor. If the auditor discovers a defect, 

stressed Al-Tamimi and Al-Mazrooei, (2007), he will inform the supervisory board and 

the management board.

Derban, Binner and Mullineux, (2005), indicated that monitoring of borrowers is very 

important because current and potential exposures change with both the passage of time 

and movements in the underlying variables and it is also very important in dealing with 

moral hazard problem. Monitoring involves frequent contact with borrowers, creating an 

environment where the bank is seen to solve problems and trusted advisor, developing a 

culture o f being supportive to borrowers whenever they are in difficulties and striving to 

deal with the situation, monitoring the flow of borrower's business through the bank's 

account, regular review of the borrower's report as well as an on-site visit, updating 

borrowers credit files and periodically reviewing the borrowers rating assigned at the 

time credit was granted.

2.3.6 Human-based Expert Systems-Repayment Capacity

Credit risk management is mitigated through the use of an expert in credit. Within the 

credit appraisal category the principal means that a financial institution uses a solid credit 

evaluation done by a trained professional to control credit risk. The classic credit analysis 

is a highly labour and information-intensive process consisting of the steps depicted in 

Caoutte and Narayanan, (1998) study who found that classic credit analysis hinges on the 

subjective judgments of trained personnel. Experts in credit facilities require constant
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training to make allowance for analysts who will leave work for competitors or for other 

positions, those who will have to be forced out due to lack of on-the-job success and 

maintaining sufficient numbers o f credit experts to handle business volume in a prompt 

and professional manner at all times.

Morris, (2001) indicated that in aiding of the analysis, the credit officer usually employs a 

set of standard and specialized industry-specific ratios that are used to compare the 

potential borrower to industry benchmarks. Some o f the most common ratios used in 

expert-based credit risk analysis include liquidity ratio, receivables ratio, current ratio and 

quick ratio. Over time, institutions tend to develop expertise in analyzing 

creditworthiness in just a few sectors and to expand rapidly in boom times, Schreiner, 

(2003). When systematic shocks occur in the overexposed sectors, the portion of the 

portfolio that is nonperforming can worsen unless the lending institution obtains credit 

insurance or securitize its portfolio transferring its risk of over concentration.

2.3.7 Credit-approval

This is a classical credit union technique where lending limit is a multiple of savings. 

This technique helps to build savings-led institution and allows institution to learn about 

the discipline and economic capacity of a client by observing frequency of deposits. 

Loans may not have a direct relationship with repayment capacity. If the deposit rate is 

low, inflation rate is high and currency devaluations expectations high, savings will be 

dampened.

Clear established process of approving new credits and extending the existing credits has 

been observed to be very important while managing credit risks in Microfinance 

Institutions. They must have in place written guidelines on credit approval process, 

approval authorities o f individuals or committees as well as decision basis. The board of 

directors should always monitor loans. Approval authorities will cover new credit 

approvals, renewals of existing credits and changes in terms and conditions of previously 

approved credits particularly credit restructuring which should be fully documented and
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recorded. Prudent credit practice requires that persons empowered with the credit 

approval authority should not have customer relationship responsibility. Approval 

authorities o f  individuals should be commensurate to their positions within management 

ranks as well as their expertise, Mwisho, (2001).

Depending on the nature and size of credit, it would be prudent to require approval of two 

officers on a credit application in accordance with the Board's policy. The approval 

process should be based on a system of checks and balances. Some approval authorities 

will be reserved for the credit committee depending on the size and complexity of the 

credit transaction. Depending on the size of the financial institution, it should develop a 

corps of credit risk specialists who have high level o f  expertise and experience and who 

have demonstrated judgment in assessing, approving and managing credit risk. An 

accountability regime should be established for decision-making process accompanied by 

a clear audit trail of decisions taken and proper identification of individuals/committees 

involved. All this must be properly documented suggested Caoutte, Altman and 

Narayanan, (1998).

In another study, Derban, Binner and Mullineux, (2005) pointed out that all credit 

approvals should be at an arm’s length, based on established criteria. Credits to related 

parties should be closely analyzed and monitored so that no senior individual in the 

institution is able to override the established credit granting process. Related party 

transactions should be reviewed by the board of directors under due processes of good 

governance.

2,3.8 Loan policy procedure adopted by credit firms

Mwisho, (2001), indicated that credit unions should have a written loan policy that is 

approved by the board o f directors of the financial institutions. The board should review 

the policy on an annual basis and revise where necessary. The loan policy should include 

the policy objective, eligibility requirements for receiving a loan, among others. Besides 

the loan policy, finance institutions should also develop lending procedures which are
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developed by the operational management team who are responsible to up-to-date and 

ensure they are indicative o f current lending practices.

Loan concentration limits is one o f the critical element of the loan policy. The finance 

institutions should not issue a loan to a member or related parties if such loan would 

cause that member or group of related parties to exceed the less of 10% o f total assets or 

25% of the institutional capital. For purposes of this regulation, related parties are those 

dependent on the same source o f income such as a family business. Officials or their 

families must not directly or indirectly receive any commission, fee or other 

compensation in connection with any loan made to a member.

The second critical component in the loan policy is the restriction placed on loans to 

employees, officials and their immediate families. However the official or employee 

requesting the loan should not be present during the board discussion and vote. It is 

essential that the rates, terms and conditions on loans made to or guaranteed by an 

official, employee or their immediate families are not more or less preferential than the 

rates, terms and conditions of loans granted to other members o f similar credit history 

subject to specific review. The audit committee or its designee should review the loan 

portfolio at least semi-annually. The objective of this review is to determine the quality of 

the loan portfolio, discover any loans which have problems and provide suggestions for 

loan recovery in order to minimize losses. The committee should also ensure compliance 

with loan policy and procedures and present their findings to the board of directors.

2.4 Empirical review

Effective risk management requires a reporting and review structure to ensure that risks 

are effectively identified and assessed and that appropriate controls and responses are in 

place (IRM, AIRMIC and ALARM; 2002). Risk monitoring can be used to make sure 

that risk management practices are in line and proper risk monitoring also helps the 

management to discover mistake at early stage, as Al-Tamimi and Al-Mazrooei, (2007) 

pointed out. Monitoring is the last step in the corporate risk management process.
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According to Parrenas, (2005), the shareholders of the corporation can use their rights to 

demand information in order to judge the efficiency o f the risk management system. The 

director’s report enables the shareholders to assess the status of the corporation 

knowledgeably and thoroughly. Khan and Ahmad, (2001) conducted a survey of risk 

management practices and found that on average the lowest percentage is on the 

measuring, mitigating and monitoring risk that is 69% score as compared to risk 

management policies and procedures that is 82.3%, and internal control o f organisations 

that is 76%.

Kwan and Eisenbeis, (2005) conducted an empirical study on interest rate and exchange 

rate exposures of institutions in pre-crisis Korea. Results indicated that Korean 

commercial banks and merchant banking corporations had been significantly exposed to 

both interest rate and exchange rate risks, and that the subsequent profitability of 

commercial banks was significantly associated with the degree o f pre-crisis exposure. 

The results also indicated that the Korean case highlights the importance of upgrading 

financial supervision and risk management practices as a precondition for successful 

financial liberalization.

Drzik, (1995) hold that credit report is not the result o f any analytical exercise to evaluate 

the potential downside loss, but rather a subjective evaluation of management's tolerance, 

based upon rather imprecise recollections of previous downturns. In addition, there is the 

emergence o f portfolio managers to watch over the loan portfolio's degree of 

concentration and exposure to both types of risk concentration discussed. Most 

organizations also will report concentration by individual counterparty. To be 

meaningful, however, this exposure must be bank wide and include all related affiliates. 

Both of these requirements are not easily satisfied. For large institutions, a key 

relationship manager must be appointed to assure that overall bank exposure to a 

particular client is captured and monitored. Barton et al, (2002) held that this level of data 

accumulation is never easy, particularly across time zones. Loan portfolio which 

constitutes a large proportion of the assets in most MFIs is relatively illiquid and exhibits
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the highest CR and a threat to operational efficiency as per a study by Koch and 

MacDonald, (2000). The theory of asymmetric information argues that it may be 

impossible to distinguish good borrowers from bad borrowers, concluded Dhar. (1989), 

which may result in adverse selection and moral hazards problems.

Mwisho, (2001), on a study on lending conditions and procedures indicated that credit 

risk management starts with good selection o f products. Once this is done several risk- 

adjusted performance measures are proposed by Heffeman, (1996). The measures, 

however, focus on risk-return trade-off, i.e. measuring the risk inherent in each activity or 

product and charge it accordingly for the capital required to support it. This does not 

solve the issue of recovering loanable amount. Effective system that ensures repayment 

of loans by borrowers is critical in dealing with asymmetric information problems and in 

reducing the level of loan losses, thus the long-term success of any MF1. Greuning and 

Bratanovic, (2003) pointed out that effective credit risk management involves 

establishing an appropriate CR environment; operating under a sound credit granting 

process; maintaining an appropriate credit administration that involves monitoring 

process as well as adequate controls over CR. It requires top management to ensure that 

there are proper and clear guidelines in managing CR, i.e. all guidelines are properly 

communicated throughout the MFI; and that everybody involved in credit risk 

management understand them.

The assessment o f borrowers can be performed through the use o f qualitative as well as 

quantitative techniques. One major challenge of using qualitative models is their 

subjective nature. However, borrowers attributes assessed through qualitative models can 

be assigned numbers with the sum of the values compared to a threshold. This technique 

is termed as “credit scoring” by Heffernan, (1996). The technique cannot only minimize 

processing costs but also reduce subjective judgments and possible biases Kwan and 

Eisenbeis, (2005) further emphasized. The rating systems if meaningful should signal 

changes in expected level of loan loss. Quantitative models make it possible to, among 

others, numerically establish which factors are important in explaining default risk,
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evaluate the relative degree of importance of the factors, improve the pricing of default 

risk, be more able to screen out bad loan applicants and be in a better position to calculate 

any reserve needed to meet expected future loan losses. Clear established process for 

approving new credits and extending the existing credits has been observed by Heffeman, 

(1996) to be very important while managing CR. Further, Edmister and Hatfield, (1995) 

pointed out that monitoring of borrowers is very important as current and potential 

exposures change with both the passage of time and the movements in the underlying 

variables, and also very important in dealing with moral hazard problem. Monitoring 

involves, among others, frequent contact with borrowers, creating an environment that 

the bank can be seen as a solver o f problems and trusted adviser; develop the culture of 

being supportive to borrowers whenever they are recognized to be in difficulties and are 

striving to deal with the situation; monitoring the flow o f borrower's business through the 

bank's account; regular review o f the borrower's reports as well as an on-site visit; 

updating borrowers credit files and periodically reviewing the borrowers rating assigned 

at the time the credit was granted Donaldson, (1994).

Berger, (1994) further pointed out that tools like covenants, collateral, credit rationing, 

loan securitization and loan syndication have been used by microfinance in developing 

the world in controlling credit losses. It has also been observed that high-quality staffs are 

critical to ensure that the depth o f knowledge and judgment needed is always available, 

thus successfully managing the CR. Donaldson, (1994) observed that computers are 

useful in enhancing operational efficiency and also in credit analysis, monitoring and 

control, as they make it easy to keep track on trend o f credits within the portfolio. In his 

study, Mwirigi, (2006) did an assessment of credit risk management techniques adopted 

my MFIs and found a significant respondents have credit risk management policies as an 

appraisal tool. This finding is consistent with Muriuki, (2007), who further noted Kenyan 

oil companies use manuals and train employees on credit risk management. Argued that 

risk management is primarily about people -  how they think and how they interact with 

one another which are core in enhancing operational efficiency. Technology is just a tool;
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in the wrong hands it is useless. This stresses further the critical importance of qualified 

staff in managing CR.

2.5 Impact o f Credit Risk Management Practices on Performance

Merton, (1995), indicated that Microfinance Institutions financial performance been often 

measured by non-financial parameters. The concept o f social performance has seemed to 

overshadow the state of financial health of these enterprises. However, the accepted 

criteria in a number of studies to study the performance of any MFI have been the mainly 

the financial performance and outreach. However, there exist various social performance 

assessment tools and institutionalized rating processes but assessment of financial 

performance has yet to gain ground. Some of the more popular tools include MFC Social 

Audit, ACCION SOCIAL, USAID SPA Audit, MCRIL Donaldson, (1994), Micro- 

finanza Rating, Micro Rate (SPA), CGAP-Grameen-Ford Progress out o f Poverty Index 

(PPI). These tools often focus on outreach indicators. Outreach indicators are considered 

as proxies for impact of MFI on development. 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. Research studies have shown that this is predominantly 

connected to the perception of micro borrowers, risk and creditworthiness, and the 

diseconomies o f scale in making small loans. Microfinance has been attractive to lending 

agencies because o f demonstrated sustainability and low cost of operations. In a study by 

Ali and Luft, (2002) in India, the engagement of NABARD and SIDBI shows that they 

see long term prospect for this sector.

Given the importance o f credit risk management in Microfinance's functioning, the 

efficiency o f microfinance's risk management is expected to significantly influence its 

financial performance. An extensive body of literature argues that risk management 

matters for financial performance of firms. Credit risk management is an important
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function of financial institutions in creating value for shareholders and customers. The 

corporate finance literature has linked the importance o f risk management with the 

shareholder value maximization hypothesis. Ali and Luft, (2002) suggested that 

Microfinance will engage in risk management policies if it enhances shareholder value as 

pointed. Thus, effective credit risk management either in non-banking firms or in banking 

entities is expected to enhance the value of the firm and shareholder w ealth.

Merton, (1995) argued that financial systems should be analyzed in terms o f a "functional 

perspective" rather than an "institutional perspective" since over long periods of time 

functions have been much more stable than institutions. Research on financial services 

has followed this functional approach by relating organisations' activities to the functions 

performed by them. Merton, (1989) suggested that, inter alia, the central function of a 

financial institution is its ability to distribute risk across different participants. According 

to Saunders and Cornett, (2006), modern financial institutions are in the risk management 

business as they undertake the functions of beating and managing risks on behalf of their 

customers through the pooling of risks and the sale of their services as risk specialists.

Linbo Fan, (2004) examined efficiency versus risk in large domestic USA banks. He 

found that profit efficiency is sensitive to credit risk and insolvency risk but not to 

liquidity risk or to the mix of loan products. Ho Hahm, (2004) conducted an empirical 

study on interest rate and exchange rate exposures of institutions in pre-crisis Korea. 

Results indicated that Korean commercial banks and merchant banking corporations had 

been significantly exposed to both interest rate and exchange rate risks, and that the 

subsequent profitability of Microfinance Institutions was significantly associated with the 

degree of pre-crisis exposure. The results also indicated that the Korean case highlights 

the importance of upgrading financial supervision and credit risk management practices 

as a precondition for successful financial liberalization.

Credit Risk management dictates that as long as the demand for liquidity from depositors 

and borrowers is not too highly correlated, the intermediary should pool these two classes
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of customers together to conserve on its need to hold costly liquid assets the buffer 

against unexpected deposit withdrawals and loan take downs. Liquidity risk management 

is entering a new and much more demanding era. The Basel Committee on Banking 

Supervision and the International Institute of Finance has set high hurdles in terms of 

principles and recommendations.

Funding growth through core saving has become largely a thing of the past. The advent 

of nonbank competition and the rise of third-party funding mean that micro banks now 

operate in a dynamic funding market, which requires the use of more sophisticated 

liquidity risk management practices.

2.6 Conclusion

Microfinance will enhance it performance through adoption of better Credit risk 

management practices which involve methods, procedures, processes and rules used in 

minimizing credit risks facing institutions in their lending endeavours. Adoption of good 

credit risks practices enable financial institutions develop an effective system that ensure 

repayment o f  loans by borrowers and reduced level o f loan losses thus long-term success 

of any banking organization. Effective credit risk management involves establishing an 

appropriate credit risk environment, operating under a sound credit granting process, 

maintaining an appropriate credit administration that involves monitoring process as well 

as adequate controls over credit risk.

Credit risk management is essential in optimizing the performance of financial 

institutions as well as that of Microfinance Institutions. Lending has been the backbone of 

financial institutions and therefore to emerging economies of developing countries where 

capital markets are not yet well developed. It’s critical that financial institutions adopt 

best credit risks management practices to be assured o f protection against credit risks and 

profitability.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter discusses the research design and methodology of the study; it highlights a 

full description o f the research design, the research variables and provides a broad view 

of the description and selection of the population. The research instruments, data 

collection techniques and data analysis procedure have also been pointed out.

3.2 Research Design

This research study employed a survey research method as well as causal research design 

to show the relationship between financial performance and risk management practices. 

Babbie, (2002), defined survey method as one which involves asking participants 

questions on how they feel, what their views are, and what they have experienced. Survey 

method is useful when a researcher wants to collect data on phenomena that cannot be 

observed directly. Its advantage is that, it allows the collection o f large amounts of data 

from a sizeable population in a highly effective, easily and in an economical way, often 

using questionnaires.

3.3 Target population and sampling

The target population o f interest was all the 43 MFIs registered and are members of 

Association o f Microfinance Institutions of Kenya (AMF1) and since the number was not 

too large; the study targeted all o f them without sampling.

3.4 Data collection

Mugenda and Mugenda, (2003) observed that, the pre-requisite to questionnaire design is 

definition o f the problem and the specific study objectives. This study comprised of data 

collected through both, primary as well as secondary sources. The purpose of using 

primary source data was to check the extent to which different risk management practices
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have been followed by the MFIs in Kenya. Primary data was collected through the use of 

a questionnaire. The objective to use secondary data was to study the financial statements 

and find out the link with the risk management practices used.

Drop and pick method was used to distribute the questionnaires to the 43 respondents 

who will be credit risk managers in MFIs.

3.5 Data reliability and validity'

Piloting was carried out to test the validity and reliability of the instruments. Validity 

indicates the degree to which the instrument measures the constructs under investigation 

Mugenda and Mugenda, (1999). There are three types of validity test which include 

content, criterion and related construct validity. This study used content validity because 

it measured the degree to which the sample of the items represents the content that the 

test is designed to measure. A pilot study was conducted by the researcher taking some 

questionnaires to the MFI headquarter in Nairobi which were filled by some respondents 

at random. From this pilot study the researcher was able to detect questions that need 

editing and those that are ambiguous. The final questionnaire was then printed and used 

to collect data to be used for analysis.

3.6 Data analysis

The collected data was thoroughly examined and checked for completeness and 

comprehensibility. The data was then summarized, coded and tabulated. Descriptive 

statistics such as means, standard deviation and frequency distribution were used to 

analyze the data. Multi regression, a statistical method used to describe variability 

among observed variables in terms of a potentially lower number of unobserved variables 

was used. Data was coded and entered into the Statistical Package for Social Sciences 

(SPSS) version 17 for analysis. SPSS was used to perform the analysis as it aids in 

organizing and summarizing the data by the use of descriptive statistics such as tables. 

Data presentation was done by the use of pie charts, bar charts and graphs, percentages
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and frequency tables. This ensured that the gathered information was clearly understood. 

The results were presented in percentages, tables and figures.

As for inferential statistic, regression analysis was used to establish the relationship 

between credit risk management practices and the financial performance of MFIs. 

Performance o f MFIs was measured by their profitability while credit risk management 

practice was quantified from Likert questions.

The credit risk management practices considered for this study were the responses on 

credit risk management practices and were measured by computing indices based on the 

responses derived from the Likert-Scaled questions.

Equation representing the algebraic expression of the analytical model applied was:

Y = a+  PX] + P2X2 + P3X3 + P4X4 +P5X5+P6 Xg 

Y= MFI Financial performance 

a  = Constant

P= Coefficient o f the factors

X )= Diversification across MFIs

X2= Risk identification

X3= Risk analysis and assessment

X4= Human-based Expert Systems-Repayment Capacity

X5= Credit Scoring Mechanism

X^= Credit enhancement
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CHAPTER FOUR: DATA ANALYSIS AND INTERPRETATION

4.1 Introduction

This chapter presents the findings o f  the study based on the research questions. The study 

targeted 43 respondents expected from microfinance institution, 35 respondents returned 

the questionnaires in time for data analysis consisting 87.5% response rate of the total 

respondents. This was considered significant enough to provide valid and reliable 

conclusions from the data regarding the objectives of the research.

4.2 General information of the Respondents

This section dealt with the data on characteristics of respondents which included; 

department o f  respondents, gender, age, level of education and number of years with 

microfinance institution. The findings are discussed below.

Figure 4. 1: Gender

gender

□ male 

■ female

Source: Researcher, 2010

The study sought to find the distribution of the respondents by gender. From the findings, 

a majority o f the respondents were male comprising 63% while 37% of the respondents 

were female. This indicated that a majority of the institutions were gender sensitive when 

recruiting their professional teams.
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Table 4. 1: Age bracket

Frequency Percent

25-34 Years 13 37.1

35-44 Years 8 22.9

45-54 Years 4 11.4

55-64 Years 10 28.6

Total 35 100.0

Source: Researcher, 2010

The study requested the respondents to indicate their age brackets. From the findings, 

37.1% o f the respondents were aged between 25-34 years, 11.4% of the respondents were 

aged between 45-54 years, 22.9% of the respondents aged between 35-44 years while 

28.6% o f the respondents indicated their ages ranged between 55-64 years of age. This 

information shows that the microfinance institutions employ adults who were assumed to 

be relatively rational and experienced in decision making.

Table 4. 2: Level of education

Frequent Percent

Diploma 21 60

Degree 10 28.6

Master 4 11.4

Total 35 100.0

Source: Researcher, 2010

The study sought to investigate the respondent’s highest level of education attained. From 

the findings, the majority, 60% of the respondents had attained diploma level of 

education. 28.6% of the respondents had attained degree level of education while 11.4%
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of the respondents indicated that they had attained master level. This implies that 

microfinance institutions are employing qualified and educated staffs that form their 

human resource.

The study also sought to know the current designation of the respondents. From the 

findings, most of the respondent indicated that they held various positions which were 

sales manager, enquiry credits, customer care, card centre reception, sales representative, 

clerk, internet banking, personal banker, product manager, loan officers, credit officers, 

and operational managers

Table 4. 3: Working period the respondents has been working in the institution.

Frequency Percent

1-5 Years 10 28.6

6-10 Years 14 40.0

11-15 Years 11 31.4

Total 35 100

Source: Researcher, 2010

The study requested the respondents to indicate the period of time they had been working 

in their respective microfinance. From the findings, the majority of the respondents 

represented by 40% indicated that they had been working in microfinance institution for 

6-10 years. 31.4% of the respondents indicated that they have been working in the 

organization for 11-15 years while 28.6% of the respondents had worked for 1-5 years. 

This information shows that the respondents were in their current position long enough 

and were in capable of offering the information required for the research.
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4.3 Extent to which MFIs follow credit risk management

Table 4. 4: Extent to which MFIs follow credit risk management

Frequency Percent

Very Great extent 23 65.7

Great extent 9 25.7

Moderate extent 3 8.6

Total 35 100

Source: Researcher, 2010

The study sought to know the extent to which MFIs follows credit risk management 

process. From the findings majority 65.7% of the respondents indicated that MFIs 

follows credit risk management process to a very great extent. 25.7% of the respondents 

indicated that credit risk management process was followed to a great extent while 8.6% 

of the respondents MFIs follow credit risk management process to a moderate extent. 

Therefore it was evident that microfinance institutions follow credit risk management 

process.
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Table 4. 5: Extent to which credit risk management affects performance

Frequency Percent

Very great extent 13 37.1

Great extent 14 40.0

Moderate extent 8 22.9

Total 35 100.0

Source: Researcher, 2010

This sectioned aimed at studying the extent to which credit risk management affects 

MFIs performance. The results revealed that most of the respondent (40%) indicated that 

credit risk management affects MFIs performance to a great extent. 37.1% of the 

respondents indicated that credit risk management affects MFIs performance to a very 

great extent while 22.9% of the respondents indicated that credit risk management 

affected MFIs performance to a moderate extent. This implies that the MFIs should adopt 

credit risk management as it is important in improving the performance.
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Figure 4. 2 : Any specific credit management policies for managing loan risks

credit management policies

17%

83%

□ yes 
■ no

Source: Researcher, 2010

The study further sought to investigate whether the organization had any specific credit 

management policies for managing loan risks. Regarding their existence, 83% of the 

respondents indicated that there were specific credit management policies for managing 

loan risks while 17% of the respondent indicated that there were no specific credit 

management policies for managing loan risks in the organization. This implies that MFIs 

have credit management policies for managing loan risks in order to avoid loan losses.

Table 4. 6: Extent to which loan portfolio policies are used

Frequency Percent

Very Great Extent 13 37.1

Great Extent 22 62.9

Total 35 100.0

The study also sought to know the extent to which Microfinance Institutions use loan 

portfolio policies in establishing a qualifying loan applicant. From the findings, a 

majority (62.9%) of the respondents indicated that loan portfolio policies were used in the 

Microfinance Institutions to a great extent while 37.1% of the respondents indicated that 

loan portfolio policies were used to a very great extent. This implies that Microfinance
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institutions uses loan portfolio policies in managing credit risks that faces the institutions.

Measures taken by microfinance institutions to deal with loan defaulters

The study further requested the respondents to state the measures taken by microfinance 

institutions to deal with loan defaulters. From the findings respondents stated that the 

action taken by the management o f  the microfinance institutions over loan defaulter were 

liquidating the assets attached to the loan, instituting a legal procedure against the 

defaulters and following up guarantors to pay the loan.

Table 4. 7 : Extent to w hich credit risk management procedures affects profitability

Frequency Percent

Very great extent 4 11.4

Great Extent 25 71.4

Moderate extent 6 17.2

Total 35 100.0

Source: Researcher, 2010

The study sought to know the extent to which credit risk management procedures had 

affected profitability of Microfinance Institutions. From the findings majority, 71.4% of 

the respondents indicated that credit risk management procedures had influence 

profitability o f Microfinance Institutions to a great extent. 17.12% said the credit risk 

management procedures affected profitability of Microfinance Institutions to a moderate 

extent while 11.4% indicated the effect of the credit risk management to profitability on 

MFIs is to a very great extent. This implies that adoption of credit risk management 

procedure influence profitability of the MFIs due effective management of credit risks 

facing the MFIs.

36



4.4 Conditions attached when advancing loans

The respondents were requested to state the conditions attached when advancing loans in 

microfinance institution as an effort of implementing credit risk management practices. 

From the findings, respondents stated for a client to qualify for a loan, one must be in a 

group of not less than 8 members and should have deposited at least K.shs.8, 000 in the 

accounts. The respondents also indicated that other conditions includes one being an 

active member o f the microfinance, must have collaterals which has economic value and 

that one must be capable o f repaying the credit facility.

Table 4. 8 : Extent to w hich MFIs consider risk identification as a process in credit 

risk management

Frequency Percent

Very great extent 17 48.5

Great extent 14 40.0

Moderate 2 5.7

Little extent 1 3.8

No extent 1 3.8

Total
1

35 100.0

Source: Researcher, 2010

The study sought to know the extent to which MFIs consider risk identification as a 

process in credit risk management. From the findings, 48.5% of the respondents indicated 

that MFIs considers risk identifications as a process in credit risk management to a very 

great extent. 40% approved the practice to a great extent while 5.7% and 3.8% of the 

respondents o f the indicated those MFIs consider risk identifications as a process in credit 

risk management to a moderate and little extent respectively. This clearly indicated that 

Microfinance institutions adopt risk identification as a credit risk management practice so 

as to improve on the organizational financial performance.
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Table 4. 9 : Extent to which MFIs focuses on types of risks in the risk identification 

step

--- ------------------------------------ Frequency Percent

Very high 11 31.4

High 22 62.9

Moderate 2 5.7

Total 35 100.0

Source: Researcher, 2010

In credit risk management practices, interest rate risks and foreign exchange risks are the 

main domain o f the financial department. The study sought to know the extent to which 

Microfinance institutions focuses on these risks in the risk identifications step. From the 

findings, majority (62.9%) of the respondent indicated that MFIs focuses on types of 

risks in the risk identifications steps to a great extent, 31.4% of the respondents indicated 

that MFIs focuses on types of risks in the risk identifications to a very great extent while 

5.7% of the respondents indicated that MFIs focus on the types of risks in the risk 

identification steps to a moderate extent. This implies that risk identification involved 

even considering the types of the risk that faces the MFIs for effective measure to be 

taken for effective credit risk management.
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Table 4. 10 : Extent of agreeing tha t application of modern approaches to risk

m easurem ent is im portant for M Fls

Frequency Percent

Strongly agree 15 42.9

Agree 14 40.0

Neutral 6 17.1

Total 35 100.0

Source: Researcher, 2010

The application of modem approaches to risk measurement, particularly for credit and 

overall banking risks is important for microfinance institutions. The study sought to know 

the extent o f  agreeing that application of modern approaches to risk measurement is 

important for MFIs. From the findings, 42.9% of the respondents strongly agreed that 

application o f modem approaches to risk measurement was important to MFIs. 40% of 

the respondents agreed that application of modern approaches to risk measurements was 

important while 17.1% of the respondents were neutral on the issues of the importance of 

the modem approaches to risk measurements.
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Table 4. 11 :E \te n t of agreeing given statements
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Diversification across MFIs lead to 

improving shareholders values 22 8 0 1 4 35 4.72 0.25

Risk identification enhance risk 

management 3 25 0 3 4 35 4.67 0.15

Credit enhancement improve MFIs 

profitability 11 8 5 4 7 35 4.63 0.51

Credit scoring mechanism adopted 

by MFIs enhance profitability 25 7 0 0 3 35 4.63 0.6

Loan policy procedure adopted by 

MFIs improve MFIs investment 4 28 0 4 0 35 4.11 0.74

Human-based expert systems help in 

reduction o f defaults

16 12 6 1 0

35 3.77 0.79

Source: Researcher, 2010

The study sought to know the extent to which the respondents agreed with the given 

statement concerning effects of credit risk management practices on performance of 

microfinance. From the finding majority of the respondents strongly agreed credit scoring 

mechanism is adopted by MFIs to enhance profitability of the firm. It also found that 

most of the respondents agreed that credit enhancement improve MFIs profitability, that 

diversification across MFIs lead to improved shareholders values, loan policy procedure
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adopted by MFIs improve its investment and that human-based expert systems payment 

capacity help in reduction of defaults as indicated by mean of 4.25. 4.08, 3.97 and 3.82 

for the practices respectively. The study further found that most of the respondents agreed 

to a moderate extent that risk identification enhances risk managements improve 

microfinance wealth hence improving the performance on MFIs as indicated by a mean 

o f 3.05.This implies that credit risk management practices adopted by Microfinance 

institutions influence its performance .

4.5 Regression Analysis

A multivariate regression model was applied to determine to establish the relationship 

between Credit Risk Management and financial performance among Micro Finance 

Institutions in Kenya.

The logistic regression used in this model was:

Y = a  + piX| + PiX2+ P1X3+ P1X4+ P1X5+P1X6+?

Where Y= financial Performance o f the Microfinance Institutions 

Xi= Diversification across MFIs 

X:= Risk identification 

X3= Risk analysis and assessment 

Xi= Human-based Expert Systems-Repayment Capacity 

Xs= Credit Scoring Mechanism 

X6= Credit enhancement

e=The ‘error’ term reflecting other practices affecting performance
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Table 4. 12 : M odel Summary

Std. Error 

o f  the 

Estimate

Change Statistics

Model R R2

Adjusted

R2

R2

Change

F

Change dfl df2

Sig. F 

Change

1 .077“ .063 .790 0.44 1.598 7 .687 6.234 .001*

a. Predictors: (Constant), diversification across MFIs, risk identification, risk analysis and 

assessment, human-based expert systems-repayment capacity, credit scoring mechanism, 

credit enhancement.

Adjusted R2 is called the coefficient of determination and tells us how the financial 

performance of the Microfinance institutions varies with variation in credit risk 

management practices. From table above, the value o f adjusted R" is 0.790. This implies 

that 79% o f variability in the financial performance is due to credit risk management 

practices at a confidence level o f 99%.

Table 4. 13 : Model Summary

Model R R2 Adjusted R2

Std. Error of the 

Estimate

1 0.820* 0.618 0.790 0.436

a.Predictors: (Constant), diversification across MFIs, risk identification, risk 

analysis and assessment, human-based expert systems-repayment capacity, 

credit scoring mechanism, credit enhancement
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Analysis of V ariance b

Model

Sum of 

Squares df Mean Square F Sig.

1 Regression 1.841 6 0.307 5.191 0.001a

Residual 1.714 29 0.059

Total 3.556 35

a. Predictors: (Constant), diversification across MFIs, risk identification, risk 

analysis and assessment, human-based expert systems-repayment capacity, credit 

scoring mechanism, credit enhancement

b. Dependent Variable: whether is important to manage credit

Coefficients a

Unstandardized Standardized

Model Coefficients Coefficients

B Std. Error Beta
t Sig.

1 (Constant) 1.597 .575 2.540 .001

Diversification 

across MFIs
.796 .298 .857 3.631 .018

Risk identification 3.89 .347 .000 .0143 1.000

Risk analysis and 

assessment
1.421 .231 .000 .000 1.000
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Human-based Expert

Systems-Repayment

Capacity

.571 .391 -.629 2.971 .058

Credit Scoring 

Mechanism
3.387 .317 .000 .000 1.000

Credit enhancement .768 .411 o o o .000 1.000

Source: Researcher, 2010

a. Dependent Variable: Financial performance of MFls

B coefficient tells the intercept and coefficient of each independent variable, being credit 

risk management practices.

The established regression equation was;

Y = 1.597+0.796Xi +3.89X2+1.421 X3 +0.571X4+ 3.38X5+0.768X6

Where X |= Diversification across MFIs, X2=Risk identification, X3= Risk analysis and 

assessment, X4=Human-based Expert Systems-Repayment Capacity, X5=Credit Scoring 

Mechanism, X6=Credit enhancement

From the above regression model, it was found that financial performance of the MFls 

would be at 1.597 when the MF1 do not adopt or hold credit risk management practices 

constant that is diversification across MFls, risk identification, risk analysis and 

assessment, human-based expert systems-repayment capacity, credit scoring mechanism, 

credit enhancement. A unit increase in diversification across MFls would lead to increase 

in financial performance of the MFls by factor o f 0.796, a unit increase in risk
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identification in management of credit risks facing MFIs institutions lead to an increase 

in financial performance by a factor o f 3.890. The study also found that a unit increase in 

Risk analysis and assessment would result to an increase in financial performance of the 

MFIs by a factor o f 1.421 while a unit increase in MFIs Human-based Expert Systems- 

Repayment Capacity would result to an increase in financial performance of MF1 by 

factor of 0.571, further unit increase in Credit Scoring Mechanism would result to an 

increase in financial performance o f the MFIs by factor of 3.38 while a unit increase in 

Credit enhancement would lead to an increase in financial performance by a factor of 

0.768. This clearly indicates that adoption of diversification across MFIs, risk 

identification, risk analysis and assessment, human-based expert Systems-repayment 

capacity, credit scoring mechanism and credit enhancement as credit risk management 

practices by MFIs would influence financial performance o f the MFIs positively.

4.6 Summary' of Findings

Microfinance institutions face many risks that threaten their financial viability and long

term sustainability and therefore adoption of credit management practices to counter 

credit risk was critical. The research finding reveals that a significant majority, 65.7% of 

the respondents indicated that MFIs adopt credit risk management process to a very great 

extent.

From the findings, majority o f the respondents (40%) indicated that credit risk 

management affects MFIs performance to a great extent. This implies that the MFIs 

should adopt credit risk management as it is important in improving the performance. 

Fatemi and Glaum, (2000) indicated that financial institutions should adopt credit risk 

management practices to maximize shareholder value by enhancing the value of the firm, 

minimization o f the costs of financial distress, minimization of taxes and minimization of 

the possibility that the firm may be forced to forego positive net present value projects 

enhancing financial performance o f the organization

The study also established that MFI adopted specific credit management policies for
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managing loan risks and therefore minimising the occurrence of credit risks the MFIs are 

exposed to. Further the study established that Microfinance Institutions used loan 

portfolio policies in establishing a qualifying loan applicant in an effort to managing 

credit risks that faces the institutions. From the analysis, the study found out that MFIs 

considered action against loan defaulter like liquidating the assets attached to the loan, 

instituting a legal procedure against the defaulters, and/or making following up with the 

guarantors of the loaned to minimise credit risks.

The study also established that credit risk management procedures was a measure taken 

by the MFI to manage credit risks to attains high profitability of Microfinance Institutions 

to a great extent. This implies that adoption of credit risk management procedure 

influence profitability of the MFIs due effective management of credit risks facing the 

MFIs.

The study also found that the conditions attached when advancing loans in microfinance 

institution was in aim of implementing credit risk management practices. From the 

findings, the study found that the conditions attached when approving o f credit enhance 

credit risk management practices. These conditions included one being in a group of not 

less than 8 members and should have deposited at least K.shs.8, 000 in the accounts as 

well as having collaterals.

From the findings, MFIs adopts risk identification in managing credit risks as indicated 

by 48.5% o f the respondents who indicated that MFIs considers risk identifications as a 

process in credit risk management to a very great extent. This clearly indicated that 

Microfinance institutions adopt risk identification as a credit risks management practices 

so as to improve on the organizational financial performance.

In credit risk management practices, interest rate risks and foreign exchange risks are the 

main domain of the financial department. From the findings MFIs focuses on types of 

risks in the risk identifications steps to a great extent as indicated by, majority (62.9%) of 

the respondent. MFIs therefore focus on the types o f risks in the risk identification steps
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to a moderate extent. This implies that risk identification involved even considering the 

types o f  the risk that faces the MFls for effective measure to be taken for credit risk 

management.

From the finding majority o f the respondents strongly agreed credit scoring mechanism is 

adopted by MFIs to enhance profitability of the firm. The study also found that most of 

the respondents agreed that credit enhancement improve MFIs profitability, that 

diversification across MFIs lead to improving shareholders values, loan policy procedure 

adopted by MFIs improve MFIs investment and that human-based expert systems 

repayment capacity help in reduction of defaults affects performance in MFIs as indicated 

by mean of 4.25, 4.08, 3.97 and 3.82 respectively. The study further found that most of 

the respondents agreed to a moderate extent that risk identification enhances risk 

managements; improve microfinance wealth hence improving the performance on MFIs 

as indicated by a mean o f 3.05. This implies that credit risk management practices 

adopted by Microfinance institutions influence its performance.

A multivariate regression model was applied to determine to establish the relationship 

between Credit Risk Management and financial performance of Micro Finance 

Institutions in Kenya. Adjusted R2 is called the coefficient of determination and tells us 

how the financial performance o f the Microfinance institutions varies with variation in 

credit risk management practices which include diversification across MFIs, risk 

identification, risk analysis and assessment, human-based expert systems-repayment 

capacity, credit scoring mechanism, credit enhancement. From the analysis, the value of 

adjusted R2 is 0.790. This implies that, there was a variation of 79.0 % of financial 

performance with variation in credit risk management practices at a confidence level of 

99%. The established regression equation was;

Y = 1.597+0.796X| +3.89X2+1.421X3 +0.571 X4+ 3.38X5+0.768X6

The equations show that adoption of credit risk management improves MFIs financial

performance.
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CHAPTER FIVE: SUMMARY, CONCLUSIONS AND 

RECOMMENDATIONS

5.1 Summary

Risk is an integral part of financial services. When financial institutions issue loans, there 

is a risk o f borrowers’ default. Any institution that conduct cash transactions or makes 

investments risks therefore should be on the frontline on managing the risks that arise as 

a result of offering financial services. The Micro Finance Institutions are not either spared 

from this. They should carry out a more effective and efficient management of credit to 

reduce risks associated with credit.

This research thus focuses on understanding credit risk management practices and 

thereon, their effect on financial performance of Micro Finance Institutions. Thus, the 

objective of this research project was to establish the relationship between Credit Risk 

Management practices and financial performance among Micro Finance Institutions in

Kenya.

The study employed a survey as well as causal research methods to establish the nature of 

the relationship. The survey method involved asking participants questions on how they 

felt, what their views are, and what they have experienced.

From the findings, it was evident that the credit risk management practices that MFIs in 

Kenya engage into go a long way in affecting their profitability and the overall 

performance. Further it was established that credit risk management practices enhance 

profitability o f the MFIs.

5.2 Conclusions

The study concludes that MFIs adopt credit risk management process to a great extent in 

managing credit risk management. Microfinance institutions face many risks that threaten 

their financial viability and long-term sustainability and therefore adoption of credit
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management practices to counter credit risk was critical.

The study concludes that MFls should adopt credit risk management as it is important in 

improving the performance as those Microfinance institutions maximizes Shareholder 

value by enhancing the value of the firm, minimization o f the costs of financial distress, 

minimization o f  taxes and minimization of the possibility that the firm may be forced to 

forego positive net present value projects enhancing financial performance of the 

organization.

The study also concludes that MFI adopted specific credit management policies for 

managing loan risks and therefore minimising the occurrence of credit risks the MFls are 

exposed to. This will enable Microfinance Institutions to apply loan portfolio policies in 

establishing a qualifying loan applicant in an effort to managing credit risks that faces the 

institutions. The study also concludes that MFls takes action against loan defaulter like 

liquidating the assets attached to the loan, instituting a legal procedure against the 

defaulters, and following up the guarantors to pay the loan to enhance credit risk 

management.

The study further concludes that established that credit risk management procedures and 

conditions attached when advancing loans in microfinance institution were practices 

adopted to enhance management o f credit risks.

From the findings the study further concludes that credit risk management practices 

enhance profitability of the MFI, that diversification across MFls lead to improving 

shareholders values, loan policy procedure adopted by MFls improve investment and that 

human-based expert systems repayment capacity help in reduction of defaults improving 

the performance on MFls.

The study further concludes that there is a variation o f credit risk management practices 

and financial performance of Microfinance institutions.
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The study further concludes that there was a positive relationship between credit risk 

management practices and the financial performance of MFIs depicting the relationship 

between credit risk management practices and financial performance in organizations.

5.3 Policy Recommendation

The study suggests various policy recommendations to be adopted to enable MFIs in 

formulating policy decisions. From the findings and conclusions the study recommends 

that management of MFIs should adopt credit risk management practices to mitigate 

against credit risks to enhance their financial performance.

Further the study recommends that MFIs management should also enhance 

diversification across MFIs, identify risk, carry out risk analysis and assessment, utilise 

human-based expert systems-repayment capacity as well as credit scoring mechanism and 

credit enhancement to prevent and mitigate the credit risks. This will among others 

ensure that effective risk identification and assessment is carried out before disbursement 

of credit to creditors which mitigates the occurrence of the credit risk and improves 

financial performance.

MFIs have suffered credit losses through credits not guaranteed, and the borrowers* 

perceptions. The study recommends therefore MFIs should make a fairly risk analysis 

and assessment, improve human-based expert systems to strengthen repayment capacity, 

and enhance credit scoring mechanism and positively influence the financial performance 

of the MFIs.

The study also recommends that MFIs should develop specialized management as a 

basis of high level centralized management which will promote integration and unifying 

the MFIs operations, bring forward capital constrained risk asset management, improve 

limited management on industrial and regional risk, enhance quantitative management 

skills, based on deep data mining and analysis as well as advanced risk management
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instruments minimising occurrence o f credit risks facing the MFIs and eventually 

enabling the MFIs to gain higher financial performance.

5.4 Limitations o f the study

The main limitation o f study was inability to include more organizations. This study only 

sampled selected micro finance institutions registered with Association of Micro Finance 

Institutions. The study would have covered more institutions across all sectors so as to 

provide a more broad based analysis. However, resource constraints placed this 

limitation.

The study also faced the challenge o f time resources limiting the study from collecting 

information for the study particularly where the respondent delayed in filling the 

questionnaire and travelling expenses for collection the filled questionnaire.

Further some respondents were found to be uncooperative due to sensitivity ot the 

information required for the study. The research explained to the respondents that the 

information they provided was to be held in confidence and was only for academic 

purpose only.

5.5 Recommendations for further study

The study investigated the relationship between credit risk management practices and 

financial performance in MFIs. A further research should be carried to determine impact 

of credit risk management practices on profitability of MFIs

The study also recommends that a further study be carried out to determine the extent to 

which credit risk management influence MFIs performance

The study further recommends that a further study should be carried out to determine the 

relationship between credit risk management practices on financial performance of the 

Vlicrofinance banks in Kenya.
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University o f  Nairobi, School of Business 

Department o f Business Administration,

P.O. Box 30197 

NAIROBI.

Dear Respondent,

RE: SEARCH FOR RESEARCH DATA

1 am a post graduate student at the University of Nairobi pursing a course in Masters 

of Business Administration (MBA), specializing in Finance. In partial fulfilment ot 

the course requirement, I am conducting a research on the relationship between Credit 

Risk Management practices and financial perlormance among Micro Finance 

Institutions in Kenya.

For the purpose of completing my research, I wish to collect data through the attached 

questionnaire. I shall be grateful if you kindly allow me to interview you.

The information provided is purely for my research project and will be treated with 

strict confidentiality. A copy o f the final research report will be availed to you upon 

request.

Appendix 1: Letter of Introduction

Thank you for your co-operation. 

S.W. CHEGE 

MBA STUDENT
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Appendix II: Q uestionnaire

SECTION A: DEMOGRAPHIC INFORMATION

1. Gender:

Male ( ) Female ( )

2. Age bracket:

25 -  34 years ( )  3 5 -44  years ( ) 4 5 -5 4  years ( )

55 -  64 years ( )  65 years and above ( )

3. What is your highest qualification achieved?

Diploma ( ) Degree ( )

Masters ( ) Others (please specify)........... .......  ( )

4. What is your current designation within the microfinance institution?

5. How many years have you been in the microfinance institution?

1 _  5 years ( ) 6 - 1 0  years ( )  1 1 - 1 5  years ( )

1 6 - 2 0  years ( )  21 years and above ( )
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SECTION B: CREDIT RISK MANAGEMENT

1. To what extent does the Microfinance institution follow the credit risk 

management process?

To a very great extent [ ] To a great extent [ ]

To a moderate extent [ ] To a little extent [ ]

To no extent [ 1

To what extent do credit risks■> affect Microfinance institution performance?

To a very great extent [ ] To a great extent [ ]

To a moderate extent [ ] To a little extent [ ]

To no extent [ ]
3. Does the organization have specific credit management policies for managing 

loan risks?

Yes ( ) No ( )

4. To what extent does your Microfinance institution use loan portfolio policies in 

establishing a qualifying loan applicant?

To a very great extent ( ) To a great extent 0

To a moderate extent ( ) To a little extent 0

To no extent ( )

5. Which are the measures taken by Microfinance institution to deal with loan 

defaulters?
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To what extent do you think credit risk management procedures have affected the 

profitability o f the MFIs?

To a very great extent [ ] To a great extent []

To a moderate extent [ ] To a little extent N

To no extent N

7. Briefly outline the conditions attached when advancing loans in this microfinance 

institution as an effort of implementing credit risk management practices?

8. To what extent does your microfinance institution consider risk identification as a 

process in credit risk management practice?

To a very great extent ( ) To a great extent ( )

To a moderate extent ( ) To a little extent ( )

To no extent ( )

9. In credit risk management practices, interest rate risks and foreign exchange risks 

are the main domain of the financial department. In view of this statement, please 

rate the extent to which this bank focuses on the types of risks in the risk

identification step.

To a very great extent ( ) To a great extent 0

To a moderate extent ( ) To a little extent 0

To no extent 0

10. The application of modern approaches to risk measurement, particularly for credit 

and overall banking risks is important for microfinance institutions. To what
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extent do you agree with this statement in view of risk analysis and assessment as 

a credit risk management practice in your microfinance institution?

Strongly agree ( ) Agree ( )

Neutral ( ) Disagree ( )

Strongly disagree ( )

11. Which are the main in risk analysis and assessment approaches in credit risk 

management practices in your microfinance institution?

12. To what extent do you agree with the following statement concerning effects of 

credit risk management practices on performance o f Microfinance? Use a scale of 

1 to 5 where 1 is to a great extent and 5 is to no extent.

1 2 3 4 5

Diversification across MFIs lead to Improving shareholders values 

and improve savings

Risk identification enhance risk management hence improve Microfinance wealth

Credit enhancement improve MFIs profitability

Credit scoring mechanism adopted by MFIs enhance profitability of the firm

Loan policy procedure adopted by MFIs improve MFIs investment

Human-based expert systems payment capacity help in reduction of defaults

Thanks for your cooperation.
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A ppendix III: List of MFIs in Kenya

AAR Credit Services

Nairobi

P.O Box 41766 GPO.

ADOK TIMO

Kisumu City

Sifa House. Ground Floor, Mission Rd. 

O ff Kakamega Rd. Opposite Kibuye 

Market. Kisumu 

P.O. Box 3650-40100.

Agakhan Foundation

Nairobi

Mpaka plaza, Westlands 3rd floor 

P.O Box 13149-00100, Nairobi.

Barclays Bank of Kenya Ltd

Micro Finance Department 

Market Branch 3rd Floor 

Muindi Mbingu Street 

P.O. Box 30120-00100 

Nairobi, Kenya.

Biashara Factors Limited

Plot No. 47, Rhapta Road. Westlands.

BIMAS

BIMAS Complex opposite Shell Petrol

Station Embu

P.O Box 2299 Embu.

Blue Limited

Chester House, Koinange Street.

Canyon Rural Credit Limited

Studio House, 3rd Floor

P.O Box 46532 - 00100, Nairobi

Tel: 2711475, 2043407, 2725024.

Chartis Insurance

Chartis House, Eden Square Complex,

Chiromo Road

P.o Box 49460-00100

Nairobi.

C1C Insurance

Nairobi

C1C Plaza, Mara Road 

P.O Box 59485-00200,

Nairobi.
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Co-operative Bank

Co-operative Bank House 

P.O Box 48231-00100, Nairobi.

Jitegemee Trust

Lenana Road Roshan Maer Place 

P.O Box 21768-00505 Nairobi.

Elite Mierofinance Juhudi Kilimo Company Limited

Mombasa P.O Box 10528 - 00100, Nairobi Kenya

P.O Box 2111 Mombasa. K-Rep Centre, Wood Avenue.

Equity Bank

NHIF Building Upper Hill 

P.O Box 75104-00200 Nairobi.

K-rep Bank Ltd

Opposite Precious Blood Girls Sec 

School. Naivasha Rd -Kawangware 

P.O Box 25363-00603 Nairobi.

Faulu Kenya DTM Limited

Ngong Lane, Off Ngong Road 

P.O Box 60240-00200 Nairobi.

K-rep Development Agency

Next to Kileleshwa Police station 

P.O Box 39312 Nairobi.

Fusion Capital Ltd

View Park Towers 10th Floor.
KADET

Capital Hill Towers

P.O Box 1676-00200 Nairobi.
Greenland Fedha Limited

KTDA Farmers building. Kenya Eclof

Rhapta Road, Plot No.47 next to Liza

Jamii Bora Apartments

Industrial Area P.O Box 34889 Nairobi.

P.O Box 2704-00202 Nairobi.

Jitegemea Credit Scheme

KCB Plaza Jogoo Road 

P .0  Box 46514, Nairobi.
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Kenya Entrepreneur Empowerment 

Foundation (KEEF)

Mapa House, 3rd Floor, Kiambu road

P.O Box 648, Kiambu

Tel: 020 3535617

Tel: 020 2046423

Tel: 061 214611

Kenya Post Office Savings Bank

Post Bank House Banda Street 

P.O Box 30311-00100 

Nairobi.

Kenya Women Finance Trust

Muchai Drive Off Ngong Road 

P.O Box 55919 Nairobi.

MIC Microcredit limited

1st Floor, Ojijo Plaza

Ojijo Road - Parklands

P.O Box 7650-00100, Nairobi, Kenya.

Micro Africa

O ff Lenana Road 

P.O Box 52926 Nairobi.

Molyn Credit Limited

Bruce House, 9th Floor, Standard Street 

P.O Box 10144-00100, Nairobi, Kenya.

OIKO CREDIT

Methodist Ministries centre, Oloitoktok 

Rd

2nd Floor

P. O. Box 30328-00100 

Nairobi, Kenya.

Yehu Enterprises Support Services

Kwale District

Opportunity International

Oginga Odinga Street

P.O Box 6711-40103 Kisumu.

Pamoja Women Development 

Programme

Telephones +254 66 202 2205/ +254 20 

238 3881 +254 20 204 5049.

Renewable Energy Technology 

Assistance Programme (RETAP)

Westlands, Waumini House 

Eastern Wing, 1st Floor,

P.O Box 28201 - 00200, Nairobi, Kenya.

Rupia Limited

View Park Towers, 10th Floor 

P.O Box 2987 - 00200, Nairobi
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Select Management Services Limited

James Ouma / Wayne Faulds.

WEEC

SISDO

Kiserian O ff Magadi Road. 

P.0 Box 486 Kiserian.

P.0 Box 82120 Nairobi.

Ngong Lane, off Ngong Road 

P .0  Box 76622-00508 Nairobi.

SMEP

Kirichwa Road Off Argwings Kodhek 

Road

P .0  Box 64063 Nairobi.

Swiss Contact

Nairobi

Westlands,Vanguard House, 6th Floor, 

P .0  Box 47996,00100,

Nairobi.

Taifa Option Microfinance

P .0  Box 727 - Ruiru Kenya 

Tel: 067-5855169 

Fax: 067-5854016

Cellphone: 0725-315978/0724-705854.

U & I Microfinance Limited

Arrow House, Koinange Street, Nairobi 

P .0  B oxl5825-00100 .
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