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Abstract

Credit cycle management is an important activity within the microfinance industry that cannot be overlooked in any
organization (especially MFI) engaged in the business of lending money. A well-structured and sound credit cycle
management is a prerequisite which is able to attain stability, continued profitability and long term sustainability. The specific
objective of the study was to determine the effects of credit risk control measures on financial performance of Micro-finance
Institutions in Kenya. The study adopted descriptive research design and the target population for this study included the
operation officers working on the credit department and the management of all the 12 branches of Yehu Microfinance in
Kenya. The sample size for the study included 80 respondents. The main data collection tool was a structured questionnaire.
Data analysis was done by use of Statistical Package for the Social Sciences (SPSS). Measures of central tendencies like
average, frequencies, percentages and standard deviations were employed. Pearson correlation analysis and multiple linear
regression analysis were used to test the relationship between variables in the study hypotheses. There was a significant
positive relationship between credit risk control measures employed by microfinance institutions in Kenya and their financial
performance. The study concluded that imposing loan size limits was a viable strategy in credit management, regular credit
checks enhanced credit risk management and the use of customer credit application forms improved monitoring and credit risk
management.

Key words: Credit Risk Control Measures, Micro-finance Institutions, Financial Performance

1. Introduction

Historically, development of microfinance in Africa has been in various stages across the continent. Thus, financial
intermediaries like rural and postal savings banks, cooperatives started the industry in the 70s, particularly in East and West
Africa. The 80s and 90s witnessed the transformation of sector whereby various donor-funded credit-only NGOs developed and
developed into new kinds of non-bank financial organizations as 90s came to an end (UN, 2013).

The core activity of microfinance institutions is extension of credit to the rural poor. The biggest risk faced by any MFI is
extending credit and failing to get it back within the agreed time frame. Default risk also known as credit risk is main issue of
concern for MFIs since most of the lending is not secured i.e. there is no collateral given to secure such loans since the persons
granted such credit cannot secure credit from mainstream banks and other financial institutions since they lack the ability to offer
guarantee and security against the money borrowed (World Bank, 2016).

Mainstream financial institutions to the marginalized poor due to high risk of default for interest repayment and in some other
cases the principal as well (AMFIU, 2015). Thus, the MFIs have to design a solid credit management policy that includes
assessing of existing and potential risks which may come up during the lending process. An effective credit cycle management
policy will be able to assist in timely identification of a potential credit default which will result to a reduction in cash flow,
financial distress and reduced liquidity levels. Ideally, the fundamental purpose of any MFI would be maximization of its value
and thus credit cycle management ought to contribute to the attainment of this goal.

Management decision theory has been implicitly developed to mitigate the process of risk management so as to restrict the
economization of financial loss as well as time and consequent attainment of strategic goals. Microfinance institutions should
gather information before and after granting a loan, comprising of loan applications, and examination of the borrower’s ongoing
credit worthiness as well as making sure that the credit terms are adhered to by the borrower (World Bank, 2016).

1.1 Microfinance Institutions in Kenya
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The past few years have witnessed considerable growth in several sectors of the Kenyan economy, mainly because of a vibrant
private sector coupled with the ever-rising foreign appetite for African investments. The micro-finance industry in Kenya has
come a long way especially since the landmark 2006 Microfinance Intermediaries Act. According to Mix and CGAP (2016)
Kenya has the biggest borrower base in Africa. The overall assets in the microfinance sector has recorded a steady growth over the
past 4 years with the banks, especially equity dominating the sector and represents 72% of the total assets in the sector.

Microfinance industry plays a critical role in the economy of Kenya. According to a survey conducted on the nation’s labor
sector,MFIs contribute about 20% of employmnet leading to over 25% of the Gross Domestic Product (GDP) (CBK, 2017). The
2006 microfinance Act was passed to facilitate MFI regulation in conjunction with the Association fo Microfinance Institutions
(AMFI). In addition, the bill also sought to protect Kenyans from corrupt MFIs. MFIs offer an array of redit products which
facilitate the financing of definite sectors like agriculture, business, consumer segmnet comprising of education and health, green
energy products, housing and asset finance. The key products are business loans whereby the terms of offer indicate a mix of both
flat rate and reducing balance interest rates.

The Microfinance sector in Kenya has witnessed considerable growth since 2008 when Faulu Kenya was licensed as the first
Microfinance Bank (MFB). As at December 2017, there were 13 licensed MFBs and 17 credit only MFIs. The main differentator
between the two institutions is whether they are regulated or not (CBK, 2017). The deposit-taling MFIs or DTMs are regulated by
the CBK and operates within the Micro Finance Act stipulations. The other set constitutes of credit-only MFIs whereby one
requires the minimum operating licence to begin lending cash to businesses and individuals. 2017 was not a very good year for the
microfinance industry and there was a drop in performance with the total assets dropping by 4.6% from Kshs. 72 Billion in
December 2016 to Kshs. 69 Billion in December 2017. Profits also reduced in the past three years from kshs. 549 Million in
December 2015 to a loss of Kshs. 377 Million and Kshs. 731 Million for the period ended in December 2016 and 2017
respectively. This drop in profits is mostly attributed to a dip in financial income due to non-performing loans.

2. Research Problem

The microfinance industry in Kenya has seen considerable growth over the past 2 decades. The number of MFIs has grown to
30 with a total of 146 marketing offices as at 31% March 2018. Nevertheless, in spite of this growth, there has been a significant
drop in performance as witnessed in the 2017 financial year, with the total assets reducing by 4.6% from Kshs. 72 billion in
December 2016 to Kshs. 69 Billion in December 2017. In addition, the amount of profits has a loss reduced in the past 3 years
from Kshs. 549 million as at 31* December 2015 to a loss of Kshs. 377 million in 2016 and 731 million in December 2017.

This drop in profits witnessed is mostly attributed to reduction in financial income (CBK, 2018). According to World Bank
(2016), MFiIs are currently facing different challenges most of which are due to rapid growth, increased competition, and the ever
changing market dynamics. The sector is currently facing increased credit risk which has led to an increase non-performing loan
portfolios. Secondly, there has been reduced dependence on customer mandatory deposits and increased dependence on more
costly borrowed funds coupled by high rate of loan default. High loan default and non-performing loans indicate that there is poor
credit cycle management among many MFIs which in turn affects the financial performance of the MFls. The MFIs have therefore
not been performing well financially and there is need to investigate the cause of this undesirable performance.

Research has been conducted to ascertain the effect of credit risk management on DTMs and commercial banks performance
both regionally and locally in Kenya. Shieler et al., (2017) investigated credit risk management and financial performance of MFIs
in Kampala Uganda and concluded that MFIs should constantly stress on effective credit risk identification, credit risk monitoring,
credit risk appraisal, as well as credit risk mitigation strategies to improve optimal financial performance. Nguta (2013) explored
loan repayment default in MFIs and concluded that default could be linked to the age and type of business, profitability of the
business and number of employees. Kisala (2014) explored credit risk management practices in relation to loan performance of
Nairobi-based MFIs and suggested that all MFIs should embrace a credit risk grading system.

Korir (2014) explored the relationship of credit risk management in regards to the financial performance of Deposit taking
MFIs licensed by the CBK and recommended that MFIs should improve their credit risk control since this will assist in reducing
default rates and non-performing loans. Nevertheless, these studies did not address the factors of credit cycle management on
financial performance of microfinance institutions and therefore this study sought to address this research gap by evaluating the
effects of credit risk control measures on financial performance of microfinance institutions in Kenya on their financial
performance

3. Study Objective

The specific objective of the study was to determine the effects of credit risk control measures on financial performance of
microfinance institutions in Kenya on their financial performance.
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4, Review of Literature
4.1 Theoretical Framework
4.1.1 Liquidity Risk Theory

According to International Monetary Fund (2013), liquidity risk is a key exposure which heralds any ruthless market
catastrophe. Liquidity risk is the definite pointer that results to the explosion of credit risks in addition to market risks, and it is
described as the means, that transforms remote loss dealings into extensive collapses of financial organizations. This was
exhibited in the 2007 market collapse for instance. Soprano (2015) argues that any financial organization must categorize and
classify the liquidity risk to which it is exposed. For microfinance firms, liquidity requirements alongside the sources of liquidity
on hand for convening these requirements depend broadly on the firm’s product portfolio, dealings, cash flow reports and the
makeup of their balance sheet. Thus, there is need for any financial institution to assess its liquidity position to prevent a reducing
impact on its capital and earnings (Castagna and Fede, 2013).

The significance of the LRT to this research lies in the fact that it assisted in quantifying the liquidity risk emanating from non-
performing loans and portfolio at risk, thus, eventually affecting the performance and hence the financial stability of MFls.
Furthermore, the MPT assisted in the identification of appropriate changes in capital and revenue, thus affecting the entire stability
of the MFIs (Castagna and Fede, 2013).

4.1.2 Value at Risk Theory

The Value at Risk Theory is utilized in approximating the possibility of portfolio losses on the basis of arithmetical analysis of
past price drift as well as volatility. Financial institutions and investment firms, normally employ VaR since it can quantify risk
while it happens especially since it is an essential consideration for institutions when making hedging and trading decisions. There
are three variables that are employed in the measurement of Value at Risk. These include the time period, the sum of possible loss
and the probability or likelihood of that sum of loss. Value at Risk theory aided this research in quantification of credit risk
emanating from the non-performing loans as well as portfolios at risk Vis a Vis the financial stability of microfinance institutions.
VaR also assists in the identification of the appropriate risk factors bedeviling the different portfolios of Micro finance
institutions.

4.2 Discussion of Key Study Variables
4.2.1 Credit Risk Control

Various risk control techniques are available for MFIs for risk management. Onyiriuba (2016) indicated that MFIs might apply
specific conservative risk management techniques to mitigate credit risk. Approaches such as those comprised setting loans limits
aimed at mitigating risk exposure particularly from new customers that have no security, zero tolerance to default, standardized
loan terms as well as group-based loaning (Ledgerwood, 2016).

Boston Consultibg Group (2011) noted that the only determining success factors are necessarily not the technical development
but the capability to strategically understand risk as well as the capability of handling and controlling risk. Onyiriuba (2016)
argues that credit granted to borrowers might be at the risk of being defaulted such that even though MFIs grant credit on the
belief that borrowers will pay the installments as scheduled, some borrowers normally default and consequently, MFIs’ income
reduce because of the need for provisioning for the amount in arrears. Every MFI bears a degree of risk whenever the institution
grants loans to consumers and businesses and thus experiences some losses whenever specific borrowers default their loans as
agreed. Defaulted loans such as those are known as non-performing loans (Mwenda, 2012).

The typical most broadly accepted international measure of loan performance (portfolio measure) in credit is the Portfolio at
Risk (PAR) beyond a certain number of days (Goldberg & Palladini, 2012). PAR indicates the part of portfolio which is dirtied by
arrears and thus at risk of default, and thus the more aged the delinquency, the higher the risk that the loan will not be paid. PAR
is normally determined by dividing the outstanding balance of all loans in arrears by the outstanding gross portfolio at a given date
(Ledgerwood, 2016).

According to the CBK Prudential Guidelines (2016), non-performing loans are described as loans that are no longer earning
any income. Loans are deemed non-performing whenever interest or principal is due but not paid for 90 days or more, or when
interest installments for 90 days or more have been refinance or rolled over into a new contract. Indeed, non-performing loans are
one of the key reasons that lead to insolvency of financial institutions and finally wreck the entire economy (Mader, 2015).
Mwenda (2012) argues that it is important to manage non-performing loans for healthy economic growth of a country, else,
resources can be locked in unprofitable sectors and projects which not only hurts the financial stability but also economic growth.
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4.2.2 Financial Performance of MFlIs

Financial performance of a microfinance institution can be described as its capacity to manage its financial and operational
overheads. The collective indicator of an organization’s financial performance is the ROA also known as Return on Assets, which
indicates the profit margin and the institution’s effectiveness (Floshach, 2015). MFIs advance credit at subsidized rates (rates
below those in the market), which minimize the financial burden and thus raise the next income. Such MFIs are subsidized heavily
and are thus able to post strong profits.

Unlike conventional commercial banks, MFIs’ compensation structure of advancing credit must comprise the cost of funds,
education board, monitoring committee as well as the recovery advisory committee. So as to attain financial sustainability,
microfinance institutions should set adequately high interest rates that can cover all its overheads. Thus, according to Flosbach
(2015), applying interest rates that raises equity must significantly contribute to the attainment of the financial sustainability of
MFls.

Katusabe (2017), group loans having joint and numerous guarantees are frequently employed as a technique to reduce the risk
of failing, enhance portfolio performance and attain financial viability. Moreover, Mersland et al., (2014), argued that group loans
have a positive effect on loan portfolio quality, and indeed, they exhibit that the risk of portfolio increases the rate of interest
applied in majority of MFIs. Reduction of risk in the entire portfolio of the MFI would more meaningfully, profit the MFI and
have a positive effect on the financial performance of the institution.

MFIs which link a part of the salary to the financial performance result in positive expressed satisfaction results. Employees
that have proven practical capability in the microfinance industry are also essential for selecting and monitoring potential funding
programs. Moreover, MFIs must adopt practices that are customer centric by concentrating more on the customer relationship so
as to raise their overall performance. Therefore an effective management that invests in technological and human resources,
coupled with financial incentives should reduce staff costs and enhance the productivity of loan officers (Kharti, 2014).

5. Research Methodology

The study adopted descriptive research design. The target population for this study included all 12 branches of Yehu
Microfinance in Kenya. The sampling frame of the study included all operations staff at Yehu branches in Kenya derived from the
credit department as well as the management of these branches. According to the Human Resources manager of Yehu Micro-
finances, the operating officers” working on the credit department and the management of the branches was 100. Therefore, the
study sampling frame included 100 respondents.

The study employed stratified sampling to ensure that all branches were represented in the study. Simple random sampling
technique was then used to select respondents from each stratum or branches to eliminate biasness and to give each respondent an
equal chance of being selected into the sample. This study employed Cochran’s formula to come up with the sample size of 80.

6. Data Analysis and Results
6.1. Descriptive Statistics
6.1.2 Credit Risk Control Measures

The study also sought to examine the effect of credit risk control measures employed by Yehu microfinance in Kenya on their
financial performance. The findings of the study were presented in a five point Likert’s scale where SA=strongly agree, A=agree,
N=not sure, D=disagree, SD=strongly disagree and T=total.

The respondents were asked whether imposing loan size limits was a viable strategy in credit management. Almost half of the
respondents 45.5% agreed to the statement, 27.3% of them strongly agreed and 18.2% of them strongly disagreed while 9.1% of
them were neutral respectively. None of the respondents disagreed to that statement. These findings indicate that majority of the
respondents agreed that imposing loan size limits was a viable strategy in credit management.

The respondents were also asked whether regular credit checks enhanced credit risk management. Slightly more than half of
the respondents 54.5% agreed to the statement, 27.3% of them strongly agreed while 18.2% of them disagreed respectively. None
of the respondents strongly disagreed to that statement. These findings indicate that majority of the respondents agreed that
regular credit checks enhanced credit risk management.

The study sought to find out whether the use of customer credit application forms improved monitoring and credit risk
management. Slightly more than a quarter of the respondents 36.4% agreed to the statement, 27.3% of them strongly agreed and
18.2% of them were not sure while another 18.2% of them strongly disagreed respectively. None of the respondents disagreed to
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that statement. These findings indicate that majority of the respondents agreed that the use of customer credit application forms
improved monitoring and credit risk management.

Table 1 Credit Risk Control Measures

Statement SA A N D SD T

Imposing loan size limits is a % 273 45.5 9.1 0 18.2 100
viable strategy in credit management

Regular credit checks enhance % 273 54.5 0 18.2 0 100
credit risk management

The use of customer credit % 273 36.4 18.2 0 18.2 100
application forms improves
monitoring and  credit  risk
management

The MFI has a credit manual that % 36.4 36.4 18.2 0 9.1 100

documents and explains the
strategies for credit risk management
Strict adherence to loan on- % 455 455 9.0 0 0 100
boarding and approval levels as per
the credit cycle management policy
improves loan performance.

The study also sought to establish whether Yehu MFI had a credit manual that documents and explains the strategies for credit
risk management. More than a quarter of the respondents 36.4% agreed and strongly agreed to the statement, 18.2% of them were
not sure while 9.1% of them strongly disagreed respectively. None of the respondents disagreed to the statement. The results of
the study showed that majority of the respondents agreed that Yehu MFI had a credit manual that documents and explains the
strategies for credit risk management.

Finally, the study sought to find out whether strict adherence to loan on-boarding and approval levels as per the credit cycle
management policy improved loan performance. Almost half of the respondents 45.5% agreed and strongly agreed to the
statement while 9.1% of them were neutral respectively. None of them disagreed and strongly disagreed to the statement. The
results of the study showed that majority of the respondents agreed that strict adherence to loan on-boarding and approval levels as
per the credit cycle management policy improved loan performance.

6.1.3 Financial Performance

The study sought to find out the effect of credit cycle management on financial performance of Yehu Microfinance in Kenya.
The findings of the study were presented in a five point Likert’s scale where SA=strongly agree, A=agree, N=not sure,
D=disagree, SD=strongly disagree and T=total.

The respondents were asked whether Yehu branched had effective credit cycle management. Almost three quarter of the
respondents 72.7% agreed to the statement, 18.2% of them were unsure while 9.1% of them strongly agreed respectively. None of
the respondents disagreed and strongly disagreed respectively. The findings of the study show that majority of the respondents
agreed that Yehu branched had effective credit cycle management.

The respondents were asked whether proper credit cycle management reduced non-performing loans. Almost a half of the
respondents 45.5% agreed to the statement, 36.4% of them strongly agreed while 18.2% of them strongly disagreed respectively.
None of the respondents disagreed or were not sure. The results of the study imply that majority of the respondents agreed that
proper credit cycle management reduced non-performing loans.

Table 2 Financial Performance

Statement SA A N D SD T

Our branch has effective credit % 9.1 72.7 18.2 0 0 100
cycle management

Proper credit cycle management % 364 455 0 0 18.2 100

reduces non-performing loans
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Proper credit cycle management % 273 54.5 0 18.2 0 100
ensures that our branch is always
liquid
Proper credit cycle management % 273 54.5 0 18.2 0 100
improves profit margins of the
branch
Proper credit cycle management % 18.2 54.5 9.1 18.2 0 100

has led to high return on investment
for the branch

The respondents were further asked whether proper credit cycle management ensured that their branches were always liquid.
More than half of the respondents 54.5% agreed to the statement, 27.3% of them strongly agreed while 18.2% of them disagreed
respectively. None of the respondents strongly disagreed or were not sure. The results of the study imply that majority of the
respondents agreed proper credit cycle management ensured that their branches were always liquid.

The respondents were further asked whether proper credit cycle management improved profit margins of the branches. More
than half of the respondents 54.5% agreed to the statement, 27.3% of them strongly agreed while 18.2% of them disagreed
respectively. None of the respondents strongly disagreed or were not sure. The results of the study imply that majority of the
respondents agreed proper credit cycle management improved profit margins of the branches.

Finally, the respondents were asked whether proper credit cycle management led to high return on investment for the branches.
More than half of the respondents 54.5% agreed to the statement, 18.2% of them strongly agreed and disagreed while 9.1% of
them were unsure respectively. None of the respondents strongly disagreed. The results of the study imply that majority of the
respondents agreed proper credit cycle management led to high return on investment for the branches. Table 4.6 illustrates the
findings of the study.

6.2 Inferential Statistics
6.2.1 Correlation Analysis

Pearson Bivariate correlation coefficient was used to compute the correlation between the dependent variable (Financial
Performance) and the independent variable (Credit Risk Control Measures). According to Sekaran, (2015), this relationship is
assumed to be linear and the correlation coefficient ranges from -1.0 (perfect negative correlation) to +1.0 (perfect positive
relationship). The correlation coefficient was calculated to determine the strength of the relationship between dependent and
independent variables (Kothari & Gang, 2014).

Table 3 Pearson Correlation

Financial

performance

Pearson -

Credit Risk Control M Correlation 801
redit Risk Control Measures . .

Sig. (2-tailed) .000

N 66

**_ Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).

In trying to show the relationship between the study variables and their findings, the study used the Karl Pearson’s coefficient
of correlation (r). This is as shown in Table 3 above. According to the findings, it was clear that there was a positive correlation
between the independent variable, credit control measures and the dependent variable financial performance. The analysis
indicates a strong coefficient of correlation, r equal to 0.891 for credit control measures.

6.2.2 Regression Analysis

A multiple regression analysis was conducted as shown in Table 4 to determine the relationship between credit risk measures
and financial performance of micro-finance institutions in Kenya.

Table 4 Regression Coefficients
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Unstandardized  Standardized

Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 5.249 1.749 -3.001 .004
Social Media 895 055 883  16.219 000
Monitoring

a. Dependent Variable: Digital Marketing
The regression equation was as Y = 5.249 + 0.895X3

Where;
Y = the dependent variable (Financial Performance)
X3 = Credit risk control measures

The regression equation above established that taking all factors into account (financial performance) constant at zero credit
risk control measures will be 5.249. The findings presented also showed that a unit increase in credit risk control measures would
lead to 0.895 increases the scores of financial performance of micro-finance institutions in Kenya.

After testing the hypothesis, the results show that the significant value of credit risk control measures was 0.000 which is less
than the p-value (0.05). Therefore, the study rejected the null hypothesis while it accepted the alternative hypothesis. In addition,
the study found that the correlation value between credit risk control measures and financial performance was found to be 0.891
which represented a strong positive relationship between credit risk control measures and financial performance. Hence, the study
concluded that there was a significant positive relationship between credit risk control measures employed by microfinance
institutions in Kenya and their financial performance.

7. Conclusions and Recommendations

The study concluded that there was a significant positive relationship between credit risk control measures on the financial
performance of micro-finance institutions in Kenya. Thus, imposing loan size limits was a viable strategy in credit management,
regular credit checks enhanced credit risk management and the use of customer credit application forms improved monitoring and
credit risk management. In addition, the study concluded that Yehu MFI had a credit manual that documents and explains the
strategies for credit risk management and strict adherence to loan on-boarding and approval levels as per the credit cycle
management policy improved loan performance.

The study recommended that there should be strict adherence to loan on-boarding and approval levels as per the credit cycle
management policy of each MFI in order to improved loan performance.
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