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Abstract

The purpose of the study was to investigate on Market risk, Firms’ size and financial performance, Reality or
illusion in microfinance institution. The study employed positivism philosophy and used explanatory non—
experimental research designs. The targeted population was all the thirteen registered Deposit Taking
microfinance institutions in Kenya and census approach was used. The study used secondary data which was
collected from MFIs annual audited financial reports for the period between 2014 and 2018 using data collection
instruments. The study was anchored on two theories namely Dynamic Capabilities theory and Modern Portfolio
Theory. Diagnostic tests were applied to test on multicollinearity, autocorrelation, heteroscedasticity, normality
test, and stationarity. Panel data multiple regression analysis was used to analyze the collected data and the results
presented using figures and tables. The results indicated that firm’s size has a significant moderating effect on the
relationship between market risk and financial performance of microfinance institutions. The study recommended
that the CEOs of microfinance Institution should employ mechanism of identifying the optimal firm size that
organization needs to operate in to achieve better financial performance.

Keywords: financial performance, firms’ size, Kenya, market risk, microfinance institutions
1. Introduction

Financial performance refers to the degree at which the financial objectives of an organization have been
achieved. It is a process of measuring the outcomes achieved from how well the firm’s policies and operations
have been undertaken expressed in monetary terms (MVerma, 2018). Financial performance is an indicator of the
business achievements and shows its overall financial health over a specified period of time. It indicates how an
entity has carried out maximum utilization of its resources to maximize the shareholder's wealth (Naz et al.,
2016).

Sunday, Turyahebwa, Byamukama, and Novembrieta (2013) observed that some Uganda MFIs recorded better
financial performance than others MFIs in the region. Those MFIs showed a high degree of financial
performance improvement within a period of time. The study compared the financial performance of Uganda's
MFIs within several years using ROA. The high performance has enabled those MFIs to be self-sufficiency and
financially stable which facilitate growth of Uganda MFlIs in general. Kipkoech and Muturi (2014) observed that
various determinants of financial performance affect MFIs in Kenya. They noted that the number of borrowers,
capital adequacy and the number of branches network largely affects the financial performance of Kenya MFlIs.
King’ori, Kioko, and Shikumo (2017) noted that financial performance of Kenyan MFIs is affected by different
determinants. They study found that operating efficiency, capital adequacy and Firm Size has a positive
influence on the financial performance whereas financial risk variables has a negative influences on financial
performances.

Market risk is the potential loss of value of assets and liabilities arising from movement in market prices (Ghosh,
2012). Market risk are of financial nature which occurs due to fluctuations in the financial market and are caused
by a mismatch between the assets and liabilities of a business. The mismatch on compositions of assets and
liabilities of any organization will determine the kind of exposure it has to various kinds of market volatilities
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(Abhay, 2019). Market risk can also be described as the risk of losses in liquid portfolio arising from the
movements in market prices. Fluctuations of the market cause losses of income generated from the assets held
for investment and lead to the poor financial performance of the organization (Aykut, 2016).

Vladimir, Boban, and Boris (2013) noted that market risk variables comprising of equity risk,interest rate
risk,foreign exchange risk and commodity risk cause losses on firms’ balance and off-balance sheet items in
banks in Serbia. During the time of extremes economic crisis, the effect of market risk causes investors to lose
both money and assets invested in the firm. The study used Value at Risk to measure market risk. Ondiek and
Muathe (2017) noted that organization must keep previous records about risks to enable them to forecast future
risks. Financial distress affects financial performance of organization therefore keeping informed of various risks
reduces the risk of poor performance. Firm must employs contingent measures to reduce financial risks and
improves the organizational performance. Ahmet (2016) found that market risk affects the financial performance
of conventional financial firms more than Islamic financial firms in Turkey. The lower effects in the Islamic
financial firms is explained by lower Financial Leverage in the Islamic market due to Sharia screening criteria
which put on a cap the upper limit of the bearing the interest-based debts.

Firm Size in an organization can be expressed as a measure of the firms or organization annual revenue turnover
and growth, the financial profitability, the market share in the industry, number of firm’s outlets in the country,
number of employees and revenue per employee (Fazil, 2018). A study on Firm Size, debt financing and
financial performance found that firm’s size influences the relationship between firms’ leverage and financial
performance. Large firms can access the debt market easily than small firms and thus they have improved
profitability. The large firms are able to generate high and less volatile returns and they document high liquidity
compared to small firms. Therefore small firms are riskier due to low liquidity and volatile profits. Firm Size
was measured using logarithm of total sales (Qamar et al., 2016).

Several factors among them firm size affects firm’s financial performance. Firm’s size was found to have a
significant impact on financial performance. Large firms have more resources at their disposal, more staff and
sophisticated information system that when well-utilized results in higher financial performance. The huge asset
base enables large firms to access additional capital as they offer them as collateral. Those large firms produces
in large volumes and thus large sales turnover which gave them high competitive power in the market (Almajali
etal., 2012).

Mesut (2013) concluded that Firm Size determines on financial performance of the companies. Firm Size was
measured by the total asset held, total sales turnover and the number of employees of the firm. Amelie (2013)
concurred with Mesut (2013) that firm size plays a major role in determining its financial performance. They
concluded that firm’s performance tends to increase initially due to the firm’s size but then declines across
different measures of the Firm Sizes depending on the growth stage of the firm lifecycle. When small firms are
in their growth stage they tend to be more profitable since they usually take more risks in order to compete in the
market. Accounting for market risk between small and a large firm tend to reduce the gaps in profitability (ROA)
but does not eliminate it.

Maja and Josipa (2012) noted that firm size influence the business success. The study contended that in Croatia,
firm Size has an influence on the overall financial performance of a firm. The bigger firms have a market power
to charge high prices and thus increase their profits. The bigger firm also enjoys economies of scale,
organizational benefits such as division of labor and specialization and technical benefits like various divisions
sharing the fixed cost. The firms have more negotiating power that provides them with favorable financing
conditions. Olawale, llo, and Lawal (2017) noted that Firm Size determines the overall financial performance of
firms. When the firm improves on its sales turnover, it is an indicator of improvement in its financial
performance. Thus, firms should focus on increasing their sale turnover by concentrating on areas that boost
turnover like finding new markets for their products and innovating new products. Similarly, Akinyomi and
Olagunju (2013) in a similar study in Nigeria using the manufacturing industries concurred that Firm Size when
measured using sales turnover have a positive effects on firm's finanical performances.

Microfinance institutions are crucial organization in the financial sector worldwide as they have facilitated the
access of financial services to a wider range of customers who could not access those services through the banks
(Anand & Shakeel, 2012a; Musau, Muathe, & Mwangi, 2018). Kenya Vision 2030 blueprint recognises that for the
country economy to raise Gross Domestic Price (GDP) growth rate to at least 10%, it requires a vibrant and
competitive financial services. The country must embrace and encourage high levels of savings by increased
finanical access through formalisation of the microfinance institutions (Government of Kenya, 2008). To support
the 10% growth rate as envisaged in vision 2030 , microfinance industry in Kenya have developed various reforms
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intiated by the government over several years in line with their rapid growth to enhance their supervisions and to
ensure they adhere to statutory requirements. Microfinance Act (2006) was established in order to give the legal,
regulatory and supervisory framework for the microfinance industry in Kenya. In Year 2008, Microfinance
Institutions Regulation (2008) law was enacted,Proceeds of crime and Anti Money Laundering (Amendment Act)
2012 law aomng others.

Despite the growth of the microfinance institutions in Kenya, they have reported poor financial performance
(Central Bank of Kenya, 2019). In the Year 2014, the microfinance instutitions reported a combined profit of Kshs.
I billion, then the profits declined to Kshs. 592 million in 2015 wich was 169% decline. The Year 2016, they
reported losses amounting to Kshs. 331 million, Year 2017 they reported combined total losses of Kshs 622 million
and Year 2018 a combined loss of Kshs1.4 billion which amounted to a decline of 131 % from 2017 (Central Bank
of Kenya, 2017). Choice MFB, Century MFB, Daraja MFB and Maisha MFB have been faced with severe
financial issues which led them to breach the CBK minimum statutory requirements on the core capital signaling
financial instability in the Year 2018. Furthermore, the same year Choice MFB failed to meet the required
minimum liquidity rate of 20% (Central Bank of Kenya, 2018).

With CBK enhancing their supervision roles, three commercial banks, Imperial, Dubai and Chase banks were put
under receivership between 2015 and 2016. Rafiki MFB being a subsidiary of Chase bank sufffered immense
reputational damage with low deposits contributions which shrunk to 29% and loan portfolio to 17% in 2016
(Muriithi & Kiarie, 2017). This study investigated the moderating effect of MFI size on the relationship between
market risk and financial performance of the microfinance institution.

2. Review of Literature

This Section contains reviews of the theoretical and empirical literature on firm size, market risk and financial
performance and a detailed empirical literature review regarding main scope of the study

2.1 Theoretical Review

The study is anchored on two theories namely Dynamic Capability Theory and Modern Portfolio Theory as
discussed below

2.1.1 Dynamic Capability Theory

Dynamic Capability Theory (DC) was developed by Teese,Pisano and Shuen’s in 1997 to solve gaps that arose
from the RBV theory in interpreting the development and redevelopment of resources and capabilities to address
rapidly changing environment. The theory is a process that enables the organization to reconfigure its strategy
and resources to achieve sustainable competitive advantage and to achieve a superior performance in rapidly
changing environment (Bleady et al., 2018). DC theory provides a way in which management will utilize useful
ideas through which they examine the development of new organizational capabilities, competence and dynamic
capability. The study observed that Dynamic capability based approach is usually championed by the
organization’s Chief executive officer in terms of aspirations in corporate strategy. The organization changes
their valuable resources over time and provides means to measure the dynamic capability corporate financial
performance effect over long term (Oliver, 2014).

Teece (2018) supported the theory and noted that strong dynamic capabilities enable creation and
implementation of effective business model. The strengths of firm’s capabilities are implicated when business
model changes are translated into organizational transformation. The study found connections among the
elements of the economic system that are mapped out to pathways to profit and better financial performance.
Arndt (2011) observed that DC theory is a central source of firm’s competitive advantages. The study identified
three key aspects of dynamic capabilities which include the process, cognitive and decision based
micro-foundation, and human agency. Processual element of dynamic capability reflects the fact that capabilities
are socially constructed base on decision concerning selection and transformation of capability.

Some of the opponent of the theory include Gorgol (2017) observed that DC theory approach has a lot of
polarization, inconsistencies and confusion in meaning. The concept of capabilities, abilities and capacity in the
theory is widely misinterpreted. The study introduced the concepts of capability activation and organization
dynamic to resolve the DC theory confusion. Peteraf et al. (2013) revealed that DC approach has a major
problem of polarization in terms of perspective of dynamic capabilities view in understanding of construct. The
study findings were that the field is socially constructed on basis of two domains of knowledge and their
underlying structural impediments have been impeded on dialog across the domains. The study introduced the
contingency based approach to unify the field.

Pisano (2015) noted that an underlying problem with DC theory is on how to identify and select capabilities that
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lead competitive advantages. The study drew a distinction between investment designed to deepen the firms
existing base of capability and those designed to broaden new areas of capabilities. The study observed three
areas to sort the above problem of DC theory which include competitive circumstances, stable product and
market competition. MFIs must identify their competitive advantages for them to compete in financial markets.
They must introduce new and unique products and services that will attract customers to pay them a visit over
their competitors and to still maintain better financial performance. The identification of proper human resources
will influence their output. The Chief executive officer is a key person who carries aspirations of the
organization and thus the firm must choose the right person.

2.1.2 Modern Portfolio Theory

Modern Portfolio Theory (MPT) was introduced by Harry Markowitz in 1952. It is an investment model where
the investor is geared to earn maximum level returns under a minimal level of market risk for a given portfolio
(Omisore et al., 2012). It is a theory that recognizes and emphasizes that risk is an inherent part of the high
reward and thus even for the risk-averse investors they need to construct a portfolio to optimize or maximize
expected returns based on a given level of market risk. Therefore investors can be able to analyze their
investment portfolio and construct an efficient frontier of optimal portfolios which gives a maximum possible
return for a certain expected level of market risk (Holton, 2013).

Diogo (2018) noted that MPT revolutionized the investment field by allowing managers to be able to quantify
their investment risk and expected returns of the portfolio. The theory helps managers to be to assemble a
portfolio with risky assets whose expected returns are better. The theory quantifies risk as to the variance about
an asset expected returns. Jacobs and Levy (2014) argued that investors usually use portfolio optimization with
leverage constraints to mitigate the risk of leverage and thus leverage aversion should be incorporated into MPT.
The investors should be allowed to estimate the level of their optimal leverage since they have preferential
trade-off for their expected returns Vis a Vis market risk comprising of volatility risk and Financial Leverage risk.
Including Financial Leverage aversion to taking care portfolio optimization leads to a portfolio that reflects
investor’s expectations and preferences. Some studies critics the theory of MPT.

Funda (2010) illustrated how stock with low P/E can outperform stocks with high P/E. The study argued that the
P/E ratio is performance indicators of future returns from an investment. Prices of security are sometimes biased
and returns on the stocks with low P/E ratios tend to be higher than warranted underlying risk. William and
Khim (2017) concur with the study arguing that small enterprise stocks tend to outperform large enterprise
stocks. The firms provide information only necessary for public relations concerning their P/E ratio and Firm
Size which disallows investor’s opportunity to earn excess returns.

Shiller (2014) observed that fluctuations encountered in the stock market were because of noise rather than
changes in key economic changes. Since MPT holds that investment prices already includes all necessary
information, volatility is caused by noise market which is a result of an emotional crowd. Thus instead of
risk-return optimization, it’s an emotion return optimization. MPT is very important to this study because
organizations strive to achieve higher financial performance with minimum risk. The theory has identified those
different investors and their preferred returns with minimum risk.

2.2 Empirical Literature Review

The firm’s size is determined by the number of workers, largeness of operations, market share and outreach. In
reference to the study on MFIs, we referred Firm Size as the scale of operation in terms of annual turnover, asset
base and number of customers (Ololube, 2016). Ksenija (2013) investigated how large and medium-sized firms
manage their profitability during periods of recession in Serbia. The study found that firm’s size plays a critical
role in determining profitability. The bigger and more liquid the firm, the easier it has access to resources and the
faster the flexibility to the changes in the dynamic market. Company profitability is influenced by the company’s
size, liquidity, sales growth, and asset management efficiency. The study may contradict the Resource Based
Model theory which indicates that heterogeneity in profitability is a result of persistent differences in
characteristics across companies. The heterogeneity is purely because of differences in resources endowment.
The application of unique, rare and costly assets that other companies are difficult to get or imitate results to
difference in profitability and not the size of the firm. The study was done during time of recession and may not
be applicable during other periods when there are favorable economic conditions.

Podobnik, Horvatic, Petersen, and Stanley (2009) analyzed quantitative relations between return, risk and Firm
Size. The study noted that both risk and return measured using the growth rate decreases with an increase in
organization size. The average growth rate decreases faster than the risk with market capitalization which
represents the size of the company. The organization must understand the optimal size in maintaining a balanced
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risk-return tradeoff for improved profitability. The study contradicts the Growth of firm theory which highlighted
that the growths of firms are attributable to inherited resources the firms had when it was acquired and not the
Firm Size.

Babalola and Volodymyr (2013) observed the effect of Firm Size on the profitability of manufacturing firms in
Nigeria. The study noted that Firm Size is a major determinant of profitability. The larger the firm the more it is
profitable since it enjoys the benefits from economies of scale. The study conceptualized Firm Size as a predictor
variable and found that it has a positive influence on financial profitability. When firm size is treated as a control
variable on the relationship between leverage and financial performance, the leverage has a negative influence
on financial performance. The study may cause a knowledge gap since it contradicts a previous finding by
Hussan (2016) which found that Financial Leverage has a positive impact on sales revenue and financial
performance. The study contradicts the Hypothesis of efficiency theory which indicates that profitability is
caused purely by management and asset management efficiency. The conceptual gap arises when the size is
treated as either control variable or predictor variable.

King’ori, Kioko, and Shikumo (2017) concurred with the above results from Babalola and Volodymyr (2013).
The study examined various determinants of the financial performance of MFIs. The study found that Firm Size
has a positive influence on financial performance of Kenyans MFIs. Firm Size was treated as an independent
variable in the study. Abdellahi et al. (2017) observed that there is a relationship between financial leverage,
liquidity and Firm Size on the financial performance of non-financial firms in Kenya. The study found that an
increase in growth of Firm Size by 0.57% caused a 1% growth to financial performance measured by ROA. This
shows Firm Size influences financial performance.

Mutunga and Owino (2017) in their study observed that size as a moderating factor, causes a positive influence
on the relationship between the micro factors and financial performance. The results also showed Firm Size as an
independent variable has a positive influences on financial performance. The results are similar to those of
previous studies (Hussan, 2016; Abdellahi et al., 2017). Atif and Qaisar (2015) studied the moderating effect of
Firm Size on the relationship between firm growth and the firm’s profitability in Pakistan. The study found that
Firm Size has moderating inspirations on the relationship between the two variables. The results also showed
that Firm Size as a predictor variable also influences financial performance. From the empirical literature
reviewed the following hypothesis was developed:

Ho1: Firm Size has no moderating effect on the relationship between Market risk and financial performance of
Microfinance Institutions in Kenya.

3. Research Methodology
3.1 Research Design and Data Collection

The study adopted an explanatory non-experimental research design. The design was adopted since according to
Dudovskiy (2018), explanatory research design establishes causal and effect relationships between study variables.
Target population was all thirteen registered Deposit Taking microfinance institutions in Kenya which are
registered under the Microfinance Act (2006) and are registered members of the Association of Microfinance
Institution of Kenya by December 2018. The study adopted a census approach and used secondary data collected
from annual financial statements published by the microfinance institutions on their website and from the CBK
annual supervision reports. The data considered were the financial reports for the Year 2014 to 2018 where most
MFIs were in existence.

3.2 Data Analysis

Data collected was analyzed using descriptive statistics. According to Mugenda and Mugenda (2003) and Muathe
(2010) descriptive statistics usually summarize the data using the mean and standard deviation. To ensure the study
have the suitable data for the panel multiple regression model, the study carried out several diagnostic tests. The
tests were important to ensure the model do not violate the assumptions of Classical Linear regression model
(CLRM).

3.3 Empirical Model

The study used Baron and Kenny (1986) model on testing the moderating effect of Firm Size on the relationship
between the Market risk and financial performance of microfinance institution in Kenya. The procedure entailed
the perceived moderating variable is tested as an independent variable and then as a moderator variable or
interaction term. MFI size was introduced to the model as an explanatory variable assuming a multiplicative
Cobb Douglas functional form between the predictor and predictable variables then the model. To test for the
moderating effect was analyzed using two models, 3.1 and 3.2 below as proposed by Baron and Kenny (1986).
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The first model 3.1, tested the effect of the independent variables (MR and Firm Size) on the dependent variable
(Financial performance). The second model 3.2 tested whether the coefficient of interaction term (MR* Firm
Size) was statistically different from zero as adopted from previous studies done (Sarma & Pias, 2011; Musau et
al., 2018). The coefficient for interaction term strengthens and directs the moderator.

To determine the moderation effect of firm size on the relationship between the market risk (MR) and financial
performance, the following model was used:

ROE;; = By + B1MRy;; + BoMv;e + & 1)
ROE;; = By + BiMR;; + B, MVj; + BMR;*MV;; + & 2
Where: ROE;; denotes Measure of the financial performance of MFI; at time t; MR;;: Represents Market risk.

With the aid of geometric mean, the independent variable of Market risk (MR) was represented with composite
index of the variable items comprising of Interest rate risk, Foreign exchange risk, Inflation rate risk, Financial
Leverage.

Weighted averages of the four independent variables were computed using the following equation:
MR;; = > (W1IRR;; + WL,FER;; + WINF;, + W,FLR;) /4 3)

Where: Wy, W,, W3, W, denotes Relative weight given to each component in a particular variable; MV;: Firm
Size; MR;*MV.. Interaction of Market Risk and Firm Size; Bo: Constant term; Bs: Coefficients of the explanatory;
g;. Error term

4. Findings and Discussion

In order to establish the statistical significance of the hypothesized relationships, multiple linear regression was
conducted at 95 percent confidence level (0=0.05). The hypothesis aimed at establishing the moderating effect of
firm size on the relationship between market risk and financial performance of MFIs in Kenya. To test this
hypothesis, the model proposed by Baron and Kenny (1986) was used.

Ho:: Firm size has no significant influence on the financial performance of Microfinance Institutions in
Kenya.

Step One: Firm Size as an Independent Variable.

This step involved firm size being introduced as an independent variable as indicated on the following equation:
ROE;; = By + BiMRy;; + B,Mvje + &5

The results are presented in table 1 below.

Table 1. Firm size as an independent variable

Random-effects GLS regression Number of obs = 65
Group variable: No Number of groups = 5
R-sq: Obs per group:

within =0.4512 min = 13

between =0.9793 avg = 13.0

overall =0.4242 max = 13

Wald chi2(5) = 45.67

corr(u_i, X) =0 (assumed) Prob > chi2 = 0.0000
ROE Coef. Std. Err. Z P>z [95% Conf. Interval]
Market Risk 1996271 .0439599 4.54 0.000 .1134673 .285787
Firm Size -.4298334 .2227914 -1.93 0.054 -.8664964 .0068297
_cons -1.454975 .3343665 -4.35 0.000 -2.110321 -.7996285

Source: Study data (2020).

The results in Table 1 indicate that the coefficients for market risk (B=0.1996, p=0.000<0.05) shows a positive
statistically significant relationship between market risk and financial performance (Return on Equity) of MFIs
in Kenya. The regression coefficient of 0.1996 obtained in this case implies that a unit increase of the market risk
would lead to 0.1996 increases in financial performance. The coefficient of firm size of p=-0.4298 and a pv
=0.054> 0.05 shows a statistically insignificant relationship between firm size and financial performance (Return
on Equity) of MFIs in Kenya. This indicates that firm size has no influence on financial performance.
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A study by King’ori et al. (2017) contradicts the above results. The study found that firm size is a major
determinant of the financial performance of Kenya MFIs. The study noted that Firm Size plays a significant
influence on financial performance. Larger MFIs showed high degree of operational efficiency which leads to
better financial performance. The study used the log of asset as performance indicator of Firm Size. Maina,
Kiragu, and Riro (2019) observed that there is relationship between Firm Size and financial performance of
financial institutions. The study found that firms’ size has a positive relationship with firm’s performance.

Olawale, llo, and Lawal (2017) noted that Firm Size determines the overall financial performance of firms.
When the firm improves on its sales turnover, it is an indicator of improvement in its financial performance.
Koncova et al. (2016) observed that firm size influences on financial performance of firms. The study found that
large firms reach high economic performance compared with small firms. This is attributable to large firms
enjoying economic of scales. Babalola and Volodymyr (2013) observed that Firm size has a positive influence on
financial performance.

Step Two: Firm Size as a Moderator Variable.

In this step the Firm Size was introduced as moderator variable as shown in the following equation:
ROE;; = By + BiMRjt + B, MVj; + BsMR;*MVj; + &

The results are presented in table 2.

Table 2. Firm size as a moderator variable

Random-effects GLS regression Number of obs = 65
Group variable: No Number of groups = 5
R-sq: Obs per group:

within =0.5150 min = 13

between =0.3952 avg = 13.0

overall =0.5012 max = 13

Wald chi2(5) = 61.29

corr(u_i, X) =0 (assumed) Prob > chi2 = 0.0000
ROE Coef. Std. Err. Z P>z [95% Conf. Interval]
Market Risk .1782786 .0418314 4.26 0.000 .0962906 .2602667
Firm Size -.6771512 .2240481 -3.02 0.003 -1.116278 -.2380249
Firm Size * Market Risk .0489216 .0159416 3.07 0.002 .0176766 .0801667
_cons -1.519479 .3144493 -4.83 0.000 -2.135788 -.9031699

Source: Study data (2020).

The results in Table 2 indicate that Market risk had a coefficient of f= 0.1783 and p=0.000< 0.05. Since the
P-value is less than 0.05, market risk has a significant influence on the financial performance (Return on Equity)
of MFIs in Kenya. The regression coefficient of positive 17.83% obtained in this case indicates that market risk
has a positive significant influence on financial performance. Firm size had a coefficient of f= -0.6772 and
p=0.003< 0.05. Since the P-value is less than 0.05, firm size has a significant influence on the financial
performance (Return on Equity) of MFIs in Kenya. The regression coefficient of positive 67.72% obtained in
this case indicates that firm size has a negative but significant influence on financial performance.

The interaction of market risk and firm size had a coefficient of f= 0. 0489 and p=0.002< 0.05. Since the PV is
less than 0.05, the interaction i.e. Market risk * Firm size, has a significant influence on the financial
performance (Return on Equity) of MFIs in Kenya. The regression coefficient of positive 4.89% obtained in this
case indicates that market risk has a positive and significant influence on financial performance. The results
further indicate an R squared of 0.5012. This implies that market risk, firm size and their interaction had high
explanatory power on financial performance as they accounted for 50.12 percent of financial performance
(Return on Equity) of MFIs in Kenya.

The Chi- squared value was 61.29 with a p value of 0.000, which is less than 0.05. This indicates that market risk
and moderator variable firm size were jointly significant in explaining variations in financial performance and
concluded that Firm size has a significant moderation effect on the relationship between market risk and
financial performance of Microfinance Institutions in Kenya. This is in line with Atif and Qaisar (2015) who
studied the moderating effect of Firm Size on the relationship between firm growth and the firm’s financial
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performance found that Firm Size has moderating inspirations on the relationship between the two variables.
Babalola and Volodymyr (2013) noted that when firm size influences the relationship between leverage and
financial performance.

Onsongo et al. (2019) found that firm size has a moderating effect on relationship between risk and performance.
The study found that large firm with higher total asset than their counterparts in the same industry played a better
role in the risk management of the company. For companies to record improved financial performance, they need
to manage their risks well by implementing risk management initiatives and increasing their total assets base.
Kipesha (2013) observed that there is an impact of firm’s size and age on financial performance of MFIs.
Different results were found which depended on the performance indicator used. When Firm Size is measured
using total assets and number of borrowers, the results showed that Firm Size influences financial performance
positively. On the other hand, when Firm Size is measured using the number of employees in the MFIs it showed
it has a negative impact on efficiency sustainability and profitability. Kenyan MFIs have shown that sizes also
influence their financial performance.

Podobnik et al. (2009) found that Firm Size does not influence the interaction between market risk and financial
performance in the long run. The study noted that both risk and return measured using the growth rate decreases
with an increase in organization size. The average growth rate decreases faster than the risk with market
capitalization which represents the size of the company. The organization must understand the optimal size in
maintaining a balanced risk-return tradeoff for improved profitability. Ali et al. (2016) also found that firm size
does not moderates the relationship between management participation and financial performance of an
organization.

5. Conclusion and Policy Recommendation
5.1 Conclusion

The study established that firm size moderates the relationship between market risk and financial performance of
microfinance institutions in Kenya. However firm size as an independent variable has no influence on financial
performance of microfinance in Kenya. Firm size plays a key role in moderation of determinants factors
influencing financial performance of organization. Large firms have a tendency of leveraging which improves on
their financial performances while smaller ones are inclined to employ equity. The firm size has a moderating
effect on the financial performance of the firm no matter the industry and other micro-economic variables.

Large firms benefits from the economics of scale which enables them to minimize their operation costs and
increased production of their goods and service. The large firms have access to funds since they are categorized as
less risky than the small firms therefore they can venture into new markets and production of new products which
increases their financial performances. The large firm invests on risk management and therefore they are able to
employ measures to minimize the risks and results to improved financial performances.

5.2 Policy Implications

The study recommends the management should determine the optimal size the firm to operate within so that it
achieves good financial performance. The optimal size is important depending on the firm capabilities. The
investors should consider this crucial variable of firm size in determining where to invest their funds since it is
found to moderates other determinants of financial performance. Government and other regulatory bodies should
play their regulatory and supervision roles to ensure firms are operating within the stipulated laws within their
industry.

5.3 Limitation and Future Research

This study helped to analyze the moderating effect of firms’ size on the relationship between market and financial
performance. The study was carried out in microfinance industry therefore other study should be carried out in
other industry. This study captured only available secondary data for the period 2013 to 2018 which are in CBK
records and a further study is recommended to include longer period for the time series data. This would help in
capturing the potential effects across the economic cycles. Future research should focus on validating the findings
and conclusion of this study by undertaking replicative researches in other organizations and sectors in Kenya or in
the region
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