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1. Introduction 

 

Credit Risk is attached to banking and it is as old as banking itself. In recent years, financial sector failures and banking sector 

weaknesses have induced policy makers to devise prudent risk management mechanism aimed at putting the financial institution 

on an equal footing with respect to capital adequacy (Abdullah & Jahan, 2014). 

 

Asset quality is obtained if a portfolio which is combination of two or more assets or categories of assets invested in works 

perfectly. It is an investment in a blend of profitability asset classes aimed at obtaining optimum return with minimum risk 

through diversification. An investment is a present allocation of resources in anticipation of a future inflow of funds that will 

reward the investor. Divergence of investment helps to spread risk over many assets because in a well-diversified portfolio of 

investments, some assets may not perform while some may perform, thus balance exist. Managing portfolio thus predominantly 

involves minimizing risk rather than maximizing return (Xuezhi & Pastory, 2012). 

 

Asset quality plays an important role in every financial institution. Loans remain the key asset of deposit taking SACCOs 

because the core business of the deposit taking SACCOs is the mobilization of savings and advancements of credit to members. 

This was continuous assessment of quality and performance of loans very critical in determining the financial soundness and 

safety of the deposit taking SACCOs. The banking sector industry requires that SACCOs keeps the ratio of nonperforming loans 

to total gross loans at an average level of below 5%.The SACCO regulator is therefore working on best credit practices aimed at 

reducing the ratio to below 3% in order to improve on the financial statements (Shieler, 2017). 

 

Liquidity is an important indicator of financial performance of a firm which normally originates from the financial position 

and structure of the firm. This information is derived from the financial statement which is the yard stick to evaluate and monitor 

performance. Business executives use financial statements to draft a comprehensive financial plan that will maximize shareholders 

wealth and minimize possible risks that may pre-exist. Financial Statements evaluate the financial position and performance of a 

firm. These statements are prepared and produced for external stakeholders (Sharon, 2013). 
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Financial institutions have not formed a completely top-down system of credit risk management. The credit organizational 

structure is very unreasonable in most co-operative societies in Kenya. This has called for the need for credit risk management 

models to be strongly put in place. This study investigated the effect of credit risk management on profitability in savings and 

credit co-operative societies in Kenya. Profitability of the savings and credit co-operative societies has been declining in last 

five(5) years from the year 2012 to 2016. The specific objective of the study was to determine the effect of Asset Quality of 

savings and credit co-operative societies in Kenya. The study reviewed several literatures basing on the specific objectives and 

the researcher chose three theories: - Modern portfolio Theory, Credit risk theory and Agency theory to aid the study. The 

study used causal research design to determine the effect of the dependent variable when the independent variables were 

varied. The study was carried out in 112 deposit taking saving and credit cooperatives societies in Kenya which have been in 

existence for the previous 5 years from the year 2012 to the year 2016, registered and licensed by Sacco Societies Regulatory 

Authority. The study classified the population into status and took a sample of 10% from each stratum which gave a sample 

size of 11 savings and credit societies. Secondary data were collected and analyzed by use of both descriptive statistics which 

included frequency distribution, mean, standard deviation and inferential statistics which included adoption of correlation 

analysis, F-test and regression analysis. Data were presented in tables. The study found that that Asset quality using NPLs to 

Total Gross Loans led to increased return on asset for Saccos. 
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Capital adequacy being the core capital of SACCOs in constitutes of fully paid up members share capital, statutory reserve, 

retained earnings, disclosed reserves, grants and donations. SACCO regulatory authority of Kenya requires that a SACCO 

maintain a level of capital adequacy to protect or cushion members’ deposits and creditors against losses that a SACCO as any 

other financial institution face. Capital adequacy requirement is not new in SACCOs, before SASRA was enacted to regulated 

deposit taking SACCOs, the co-operative society rules, 2004 required that SACCO societies maintain a capital adequacy of 10% 

of total liabilities. This has then changed since SASRA took over from the ministry of co-operative. Currently, the SACCOs are 

required to have capital adequacy of 10 million before it is licensed as a deposit taking SACCO in Kenya. This core capital has 

been broken to include a core capital of not less than 10% of total assets, core capital of not less than eight percent of its total 

deposit liabilities and an institutional capital of not less than 8% of its total assets. Most SACCOs have since encountered 

challenges in maintaining minimum requirements of these capital adequacy and most of them end up being de-licensed. Adequate 

capital promotes public confidence in the institution hence capital adequacy (Sanghani, 2014).).  

 

Unlike the commercial banks, Kenyan SACCOs still have a lot to do when it comes to risk management since the default rate 

is still high. There is need for the SACCOs to adopt appropriate credit appraisal techniques to minimize the possibility of loan 

defaults since defaults on loan repayments leads to adverse effects such as the depositors losing their money, loss of confidence in 

SACCOs (Sadar, 2017).  

 

SACCOs are now competing for a slice of banking services with commercial banks.  Some of the largest SACCOs have 

partnered with different banks, allowing their members to open current accounts and clear cheques. This has seen them overcome 

legal challenges that make it impossible for them to access the national payment system, denying them cheap deposits from their 

members. The partnership will however deny Co-operative Bank - the main banker for Kenyan SACCOs a key income stream and 

also tilt the scales in the favour of SACCOs. The advantage of partnering with commercial banks will keep money within the 

institutions, which are popular for cheaper loans and help solve one of the challenges faced by the alternative financial institutions 

that have kept consumer deposits (Reilly, 2011). 

 

2. Research Problem  

 

The profitability of SACCOs in Kenya has been declining from the year 2012 to the year 2016 according to the SASRA 

reports as shown in (Appendix IV). Such a decline has been attributed to by ineffectiveness of credit risk management viewed in 

terms of assets quality, liquidity, and capital adequacy and earning performance by SACCOs in Kenya. 

 

Podrug, (2011) noted that Sacco regulatory authority have put in place strict measures such as ensuring that the nonperforming 

loans is adequately provided for, ensuring that the minimum limits set for liquidity and capital adequacy is strictly adhered to but 

despite all this the profitability has continued to decline.  It is therefore against this backdrop that the researcher to carried out a 

research on the effects of credit risk management on profitability of Saccos in Kenya. 

 

3. Objectives of the Study  

 

The specific objectives were; 

i. To determine the effects of asset quality on profitability of SACCOs in Kenya. 

ii. To examine the effect of liquidity on profitability of SACCOs in Kenya. 

 

4. Review of Literature 

 

4.1 Theoretical Framework 

 

4.1.1 Modern Portfolio Theory 

 

Modern Portfolio Theory was started by Harry Markowitz in the 1952. The theory states that investors who are risk averse 

tend to construct portfolios to maximize on returns based on the existing market risks. The theory emphasizes risks are inseparable 

from high rewards. An investor therefore stands to benefit from this diversification and reduction of the riskiness of the portfolio. 

The theory further states that only unsystematic risks which are specific to certain types of stock can also are diversified as the 

number of portfolios increase. This theory provides the framework with the idea to measure and specify risk of an investment to 

develop the relationship between risks and returns expected (Ping, 2015).  

The major assumptions in portfolio theory in managing risk are that the investor are based on reason that the market is efficient 

and perfect (Musimbi 2015). The complete selection of an investment has to be determined with risk to incur, since the returns 

from invested assets in an investment relate to each other, since the relationship between return for an investment portfolio is 

important (Musyoka 2017). Modern portfolio theory is a relevant to credit risk management because the management has to watch 

the value movement of the loan portfolio and find out which one have an opposite movement hence diversify so as to lower the 

level of risk. 
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4.1.2 Credit Risk Theory 

  

Credit risk theory was developed by Melton in the year 1974. Credit risk theory called the structural theory states that default 

event derives from an organization’s asset development modeled by diffusion process with even parameters. Models of this kind 

are referred to as structural models and based on related credit risk variables are specified to specific issuer.. The evolution of the 

different has to be represented with structural whereby any loss to occur in not provisional to specific default which can happen 

throughout the business life on an organization bond and not only during maturity period happen organization bond and not only 

in maturity period (Musyoka, 2017). 

 

Credit risk theory came with some strong assumptions that there is transaction cost, taxes or bankruptcy cost to incur. The 

assets are divisible to trading activities taking place regularly in the period with no control of short-term asset sales by borrowing 

and lending possible at the same interest. This includes every investor which can buy as much of an asset as it needs to achieve 

market price, the risk free interest rate being constant with known certainty. Early literature based on credit uses long-established 

specific methods of credit risk, whose major complicatedness    their dependence on historical information. Up to now, there are 

three quantitative methods of measuring credit risk; structural approach, reduced form appraisal and information approach, 

structural approach (Motompa, 2016). This theory is practicable in the modern credit risk management in that it enables the lender 

to be extra alert as default happen throughout and at any time in life of the business.  

 

4.2 Empirical Literature Review 
 

4.2.1 Assets Quality in SACCOs 
 

Cheruiyot (2016) carried a study on the effect of asset quality on profitability of the commercial banks in Kenya. The study 

specifically aimed at studying effects of Assets quality, management efficiency, capital adequacy, liquidity management and bank 

size on profitability of the commercial banks in Kenya. The researcher took a sample size of 43 registered commercial bank in 

Kenya as at the end of the year 2014. Data collected was analyzed through regression analysis and found out that there was 

positive relationship between asset quality, liquidity, bank size and capital adequacy on profitability of registered commercial 

bank in Kenya. The study concluded that there is a positive relation between the profitability and asset quality was because when 

non-performing assets to net asset ratio is low, assets quality is high. It also concluded that there is a significant economies of 

scale on the relation between the bank size and the performance. The study recommended the reinforcement of capitalization 

policies by the regulators of the banking industry so that Kenya commercial banks are capable of improving their profitability 

brought about by reduction in capital const due to high levels of equity. It also recommended that policies and strategies that will 

ensure proper management of expenditures to get high profitability should be put in place.  

 

Mwongela (2015) assessed the relationship between an asset quality and profitability of commercial bank in Kenya. The 

specific objectives of the study was effects of loan loss provision to total loan, non-interest income to total assets, non-interest 

expense to total asset, equity to total asset annual inflation rate market capitalization and money supply growth on profitability of 

commercial banks.  ASamplesizeof43bankswas used for the study in Kenya. Data collected was analyzed by use of correlation 

and regression analysis and was found out that there was positive relationship between equity to total assets and return on asset 

and that only non-interest expense, equity to total asset, inflation rate and market capitalization negatively related to return on 

asset however the negative relationship was insignificant except for inflation. The study concluded that commercial banks 

increase loan loss provision to improve profitability and to generate more income for their non-lending activities. It recommended 

that future studies could improve the study by taking a longer sample period and time series. 

 

4.2.2 Liquidity and its effect on Profitability of SACCOs 
 

Sanghani (2014) scrutinized the effect of liquidity on profitability of nonfinancial companies listed at the Nairobi security 

Exchange. The specific objectives were to investigate the effects of current ratio, operating cash flow ration and debt to equity 

ratio on the performance of the companies listed on the stock exchange. The study took a sample size of 41 nonfinancial 

companies listed on the security exchange covered a period of 2009 -2013. Data collected was analyzed by use of regression 

analysis model whereby it was found out that current ratio, operating cash flow ration and debt to equity ratio had positive effect 

on the performance of the companies listed on the stock exchange. The study concluded that all the variables studied positively 

affects performance of commercial banks. The study recommended that there is need to examine nonfinancial of commercial bank 

in Kenya listed on stock exchange to increase current ratio, operating cash flow ratio and debt to equity ratio in order to raise 

liquidity. It also found that increase in current ratio, operating cash flow ration and debt to equity ratio improves financial 

performance. However, further it was recommended that there was need for nonfinancial companies listed of the security 

exchange to use operating cash flow ratio by decrease in loan repayment. The study failed to analyze liquidity of commercial 

banks on profitability which calls for a study. 

 

Malik, Awais and Khursheed (2016) examined the impacts of liquidity on profitability of private sector bank of Pakistan. The 

specific objectives of the study were effects of current ratio, quick ratio and liquidity ratio on profitability. The study took a 
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sample size of 22 private sect bank registered under the state bank of Pakistan. Data collected was analyzed by use Ordinary Least 

Squares and was found out that there was statically insignificant link between the liquidity of commercial bank liquidity ratio and 

profitability measured by level of its return on assets. It was however, concluded that profitability to be used when return on 

investment is a proxy of high profitability. The study that it was obvious that there was no relationship between liquidity ration 

and profitability which indicated very small p-value showed weak relationship. The study suggested that commercial banks to 

assess and reform there credit management for effective liquidity ratio to improve stakeholder’s growth of equity and improve 

profitability of banks. Thus, there was no relationship addressed to analyze liquidity and profitability. 

 

4.2.3 Capital Adequacy and its effect on Profitability of SACCOs 
 

Nzioki (2011) explored the impact of capital adequacy ratio on to the profitability of the commercial banks listed on Nairobi 

stock exchange. The study aims to determine impact of capital adequacy ratio, the implication of asset base and the effect of asset 

quality on the financial performance of commercial banks listed at Nairobi stock exchange. The study was carried out in 9 

commercial banks quoted at the Nairobi security exchange as per the capital the capital market authority report of the year 2009. 

The study used correlation and regression analysis to analyze data and found out that the capital adequacy contributes positively to 

the profitability of the commercial banks since all the variables showed positive relationship and thus concluded that it was 

paramount for banks to have a sound capital base in order to remain competitive and maintain the confidence. The study 

recommended that there should be a wide capital base in the banks to strengthen confidence of depositors. 

 

Musyoka (2017) scrutinized the effects of capital adequacy on the financial performance of commercial bank in Kenya. The 

study sought to determine the effects of assets quality, management quality, liquidity and bank size on the financial performance 

of the commercial banks. The study was carried out on 42 commercial banks in Kenya as at the end of the year 2016 and found 

out that the relationship between capital adequacy and commercial banks performance is negative and significant. The study 

concluded that capital adequacy and bank size had an inverse and significant relationship with commercial banks, while for asset 

quality and liquidity, there was no significant relationship. The study recommended that he managers of the commercial banks in 

Kenya had an obligation to hold enough capital as it was an enhancer of financial performance. That the managers to ensure 

growth of their institutions by investing in more assets because large banks enjoyed the economies of scales and that the 

management should effectively manage credit risk to enhance asset quality manage cost efficiency and ensure that there is 

adequate levels of liquidity to meet current need when they become due. 

 

5. Research Methodology 
 

This study adopted the use of causal research design. Causal research deals with cause-effect relationship (Oludhe, 2011). 

Target population is an entire group of individuals or objects to which a researcher is interested in generalizing the conclusions 

(Banarjee & Chaudhury, 2010). The study targeted112deposit taking SACCOs in Kenya as at 31
st
 December 2016, licensed and 

registered under the SACCO Regulatory Authority (SASRA) and have been in existence for the last 5 years from year 2012-2016. 

The 112 SACCOS was then grouped according to the original membership.   

 

Sampling technique is a procedure for selecting a sample from a population (Omair, 2014). Stratified sampling technique was 

applied because it accurately reflects the population by ensuring that each subgroup of the population is represented. To get the 

required sample size, the researcher randomly picked 10% from each of the group of the population in table 3.1 and came up with 

11 SACCOs as shown in table 3.2 below. The 11 particular SACCOs selected for sample size. 

 

Descriptive statistics are short illustrative coefficients that give a summary of a given data set and it can either be a 

representation of the entire population or a sample of it. Quantitative data collected was tabulated and analyzed through 

descriptive statistics which included mean, standard deviation and frequency distribution. 

 

Inferential statistics makes inference and predictions about a population based on a sample of data taken from the population in 

question. The study adopted correlation analysis to establish the relationship between the dependent and independent variables, F-

test to find out whether the group of variables was jointly significant and regression to find out the trends of the data collected.  

 

6. Results and Discussion  

 

6.1 Asset Quality 
 

The study sought to determine the effect of asset quality on profitability by use of NPL to total gross loans and NPL to gross 

loans as it was described separately as follows; 

 

6.1.1 NPLs to Total Gross Loans 
 



INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH                                                                 ISSN: 2617-4138              
IJARKE Business & Management Journal                                                                      

www.ijarke.com          

 

332 August, 2018: Vol. 1, Issue 1                                                              

 

The study sought to determine the effect of NPLs to Total Gross Loans on profitability of Saccos in Kenya. Nonperforming 

loans to total gross loans was one of the measure of asset quality. It was analyzed shown in table 1 below. 

 

Table 1 NPLs to Total Gross Loans 

 Minimum Maximum Mean Std. Deviation 

Metropolitan Sacco 15.00 36.13 41.9140 4.30057 

Imarisha Sacco 31.82 38.85 37.6580 6.86153 

New forties Sacco 11.82 21.61 15.2140 4.16761 

Sheria Sacco 9.58 67.30 21.3020 31.47539 

Asili Sacco 40.01 50.83 46.9240 3.72019 

Tembo Sacco 9.61 47.75 32.4940 15.55754 

Simba Chai Sacco 13.19 65.51 33.7960 21.07124 

Kenya highlands Sacco 22.66 41.52 31.6960 6.82308 

Tai Sacco 32.22 38.07 68.1740 59.24846 

Unaitas Sacco 33.84 64.71 33.9300 15.46984 

Kingdom Sacco 22.66 40.12 31.690 36.82308 

 

The study showed that Tai Sacco had a mean 68.174 with standard deviation of  59.2484, Asili Sacco had a mean of 

46.9240with standard deviation of 3.7201, metropolitan Sacco had a mean of 41.9140 with standard deviation of 4.3005,  Imarisha 

Sacco had a mean 37.6580with standard deviation of 6.8615, Unaitas Sacco had a mean 33.9300with standard deviation of 

15.4698, Simba Chai Sacco had a mean 33.796 with standard deviation of 21.0712 tembo Sacco had a mean 32.494 with standard 

deviation of 15.55754, Kenya highlands Sacco had a mean 31.6960with standard deviation of 46.8230, Kingdom Sacco had a 

mean 31.690 with standard deviation of36.82308 and  New forties Sacco had a mean of 15.2140 with standard deviation of 

4.1676. 

 

From the results, it was established that Tai Sacco had the highest mean and New Forties Sacco had the lowest mean. The 

study indicated that Asset quality using NPLs to Total Gross Loans increased return on asset for firms.  

 

6.1.2 NPLs Net of Provisions to Capital 
 

The study sought to investigate whether NPLs Net of provisions to capital affected profitability of Saccos. NPLs Net of 

provisions to capital was also one of the measure of asset quality Saccos. It was analyzed as presented in Table 2. 

 

Table 2 Net of provisions to Capital 

 Minimum Maximum Mean Std. 

Deviation 

Metropolitan Sacco 
.13 1.80 1.6170 .50974 

Imarisha Sacco 
1.00 1.42 1.2120 .10796 

New forties Sacco 
1.15 1.35 1.2050 .0752 

Sheria Sacco 
1.09 1.31 1.1550 .06786 

Asili Sacco 
1.10 1.23 1.7720 .03327 

Tembo Sacco 
1.12 1.25 1.1959 .03206 

Simba Chai Sacco 
.21 2.31 1.2130 .49891 

Kenya highlands Sacco 
1.25 3.35 2.2051 .7531 

Tai Sacco 
1.9 1.42 1.1650 .5086 

Unaitas Sacco 
1.17 1.24 1.1731 .3328 

Kingdom Sacco 
1.10 1.78 1.6010 .4561 

 

The results indicated that Kenya highlands Sacco had a mean of 12.2051 with standard deviation of 0.7531, Asili Sacco had a 

mean of  1.7720 with standard deviation of 0.0332, metropolitan Sacco had a mean of 1.6170 with standard deviation of 0.5097,  

Kingdom Sacco had a mean of11.6010 with standard deviation of 0.4561, Imarisha Sacco had a mean of 1.212 with standard 

deviation of 0.10796, Simba Chai Sacco had a mean of 1.213 with standard deviation of 0.4989, New forties Sacco had a mean of 
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1.205 with standard deviation of 0.0752 and  Tembo Sacco had a mean of 1.1959 with standard deviation of 0.03206, Unaitas 

Sacco had a mean of 1.1731with standard deviation of 0.3328, Tai Sacco had a mean of 1.165 with standard deviation of 0.5086, 

Kingdom Sacco had a mean of 1.601 with standard deviation of 0.4561 and Sheria Sacco had a mean of 1.155 with standard 

deviation of  0.06786. The results indicated that Kenya highlands Sacco had highest mean and Sheria Sacco had the lowest mean. 

 

6.2 Correlation Analysis 
 

In this section Pearson correlation was used to establish the relationship between the variables. The study measured the 

relationship between credit risk management and profitability of savings and credit co-operative societies in Kenya.  

 

6.2.1 Correlation of Asset Quality with Profitability (ROA &ROE) 
 

The study established a relationship between the independent and dependent variable. A Pearson correlation coefficient was 

used to establish the relationship between the variables, the study measured the relationship between asset quality and profitability 

(returns on equity and return on asset). Table 5.3 summarized the results.  

 

From the correlation results, the study found that there was a positive correlation between total gross loans and profitability 

(return on asset 0.580 and return on equity 0.484. There was a positive correlation between net provision to capital and 

profitability (ROA r=0.137 and ROE r=0.059). The study indicated that there was a high correlation between asset quality and 

profitability as in both cases the p value was significant at less than 0.5. Asset quality had a statistically significant relationship on 

profitability of Saccos. 

 

Table 3 Correlation of Asset Quality with Profitability (ROA &ROE) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 The study concurred with conclusion of other studies that nonperforming loans to total loans and ratio of performing loan to 

total customers deposit had positive relationship with return on investment while percentage of loan loss provisions to total loans 

and percentage of loans loss provision to total asset had negative relationship with return on investment of commercial banks.  

 

Using a t-test value, the study indicated that asset quality was positively and significantly related to ROA with the t-value of 

0.133 and significant level of 0.008 less than .05. Hence the null hypothesis was rejected since it was established that asset quality 

was statistically significant on ROA.  

 

7. Conclusions and Recommendations 
 

The study sought to determine the effect of asset quality using NPLs to Total Gross Loans on profitability of Saccos in Kenya. 

The study concluded that asset quality using NPLs to Total Gross Loans increased return on asset for firms.  On NPLs Net of 

provisions to capital was also affect profitability of Saccos.  The study concluded that Asset quality using NPLs to Total Gross 

Loans increased return on asset for Saccos, because loans remain the main asset quality of deposit taking SACCOs. The study 

further concluded that nonperforming loans to total loans and total deposit had positive relationship with return on asset, because 

loans remain the main asset quality of deposit taking SACCOs.  

 

NPL to 

total gross 

loans 

NPL net 

provision to 

capital ROE ROA 

NPL to total gross 

loans 

Pearson 

Correlation 
1    

Sig. (2-tailed)     

N 11    

NPL net provision to 

capital 

Pearson 

Correlation 
.393 1   

Sig. (2-tailed) .232    

N 11 11   

Return on equity Pearson 

Correlation 
.484 .059 1  

Sig. (2-tailed) .588 .044   

N 11 11 11  

Return on assets Pearson 

Correlation 
.580 .137 .455 1 

Sig. (2-tailed) .016 .028 .159  

N 11 11 11 11 



INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH                                                                 ISSN: 2617-4138              
IJARKE Business & Management Journal                                                                      

www.ijarke.com          

 

334 August, 2018: Vol. 1, Issue 1                                                              

 

 

The study sought to determine the effect asset quality using Nonperforming loans to Total Gross Loans on profitability of 

Saccos in Kenya. The study showed that New forties Sacco had lowest mean of Nonperforming loans to Total Gross Loans. The 

study recommended that Asset quality using NPLs to Total Gross Loans should manage for Saccos in order to improve credit risk 

management.  
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