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Abstract 

Loan portfolios are the major assets of the lending institutions, therefore they should be 

managed well to yield the desired profitability. Sound loan portfolio management is a 

prerequisite for microfinance institutions’ stability and continuing profitability. The study sought 

to assess the effect of loan portfolio management on the profitability of deposit taking 

microfinance institutions in Nairobi, Kenya. In the study, correlation and regression analysis 

were used to determine the relationship between the independent and the dependent variables. 

The study found that loan portfolio management has a significant relationship with the 

profitability of Deposit Taking Microfinance Institutions; with portfolio planning, client screening 

and portfolio control predicting up to 68.2%, 3.8% (decrease) and 2.5% respectively. 
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INTRODUCTION 

Loan portfolio constitutes loans that have been made or bought and are being held for 

repayment. Loan portfolios are the major assets of the lending institutions. The value of the loan 

portfolio depends not only on the interest rates earned on loans but also on the likelihood that 

interest and principal will be paid. Lending is the principal business activity for most commercial 

banks.  The loan portfolio is typically the largest asset and the predominant source of revenue.  

As such, it is one of the greatest sources of risk to a bank’s safety and soundness.  Whether 

due to lax credit standards, poor portfolio risk management, or weakness in the economy, loan 

portfolio problems have historically been the major cause of bank losses and failures. Effective 

management of the loan portfolio is fundamental to a microfinance institution safety and 

soundness (Janson, 2002). 

 

Statement of the Problem 

The major goal of DTMs is the provision of loans to low-income and the poor households and 

taking deposits from them. The chance that a microfinance institution may not receive its money 

(principal and interest) back from the borrowers is the most common and the most serious 

vulnerability in a microfinance institution. Since most microloans are unsecured, declining loan 

recovery rates and default can spread quickly from a handful of loans to a significant portion of a 

portfolio (Bystrom, 2007). Due to this decline in loans recovery rates, most microfinance 

institutions have invested in loan portfolio management since it is fundamental to their safety 

and soundness; hence profitability.  

 

Objectives of the study 

General Objective 

To assess the effect of loan portfolio management on the profitability of deposit taking 

microfinance institutions 

 

Specific Objectives 

i. To determine the effect of loan portfolio planning on the profitability of DTMs. 

ii. To assess the effect of client screening on the profitability of DTMs.  

iii. To find out how loan portfolio control affects the profitability of DTMs. 

iv. To find out the joint effect of loan portfolio planning, client screening and loan portfolio 

control on the profitability of DTMs. 
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Scope of the Study 

The study was carried out in Nairobi County. The county was selected because all the DTMs 

are based or have branches there; thus made it an appropriate place to do this research. The 

study covered all the DTMs operating in Nairobi licensed by the Central Bank of Kenya. 

 

LITERATURE REVIEW 

Wakaria (2016) carried out a study on the effect of credit management on the financial 

performance of microfinance institutions in Kenya. The researcher used descriptive research 

design as it draws in a comprehensive analysis of credit risk management and its correlation 

with financial performance in microfinance institutions. The researcher used secondary data 

(2011 – 2015) gathered from the study population of 13 deposits taking microfinance institutions 

licensed by Central Bank of Kenya and 22 non deposit taking microfinance institutions. The 

study’s specific objectives were credit risk, liquidity risk and interest rate risk. The study found 

out most microfinance institutions in Kenya are faced with credit risk as depicted by the 

significant negative relationship between the financial performances (measured by return on 

equity) and credit risk. A unit increase in credit risk holding other factors constant resulted in a 

2.165 decrease in the return on equity which is the highest negative association when 

compared to other forms of risks. The study recommended that the microfinance institutions in 

Kenya must pay constant attention to credit risk being a major risk to non- performing loans.  

Nkuah (2015) carried out a study on the effect of loan portfolio quality on the 

performance of banks in Ghana. The study employed panel regression techniques. Among 

various data techniques, fixed effect model was identified as the best technique based on 

Hausman test between fixed and random effect. The study population was made up of 10 

Ghanaian universal banks. The data for the study was obtained from secondary source (2007 - 

2013).  The return on equity and net interest margin were used to proxy financial performance 

while loan portfolio profitability and loan loss provision/gross loan advances were used as 

proxies for loan portfolio quality. The findings of the study established that loan portfolio quality 

has significant effect on the financial performance of the selected Ghanaian universal banks. 

The study recommended that universal banks in Ghana should develop effective and efficient 

strategies and policies to improve the quality of their loans in order to improve their profitability. 

It further recommended that, efficient cost management must be adopted by Ghanaian universal 

banks to improve performance.  

Adamu, et al (2014) carried out a study on credit portfolio management in microfinance 

banks using the lending methodologies in Nigeria. They found out that the success of 

microfinance banks is dependent on the effective and efficient management of its credit 
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portfolio. The risk portfolios proved to be the source of recurring problems and the cause of 

failure for many microfinance banks. Credit policies, procedures, systems and controls do not 

always assure asset quality and earnings. They asserted that practical approach is therefore 

necessary for effective loan portfolio management.  They recommended that the practical 

approach is needed by microfinance banks and the need to have operations research experts 

among the bank’s employees. Operation Research experts could use their wealth of experience 

in both objective and quantitative problem solving skills to continually carry out research on 

causes of loan defaults in Microfinance Banks and recommend optimum solutions.  

George et al (2013) carried out a study on the analysis of the loan portfolio management 

on organization profitability: a case of commercial banks in Kenya using a descriptive survey. 

Their analysis was based on variables such as the profitability measures, interest expense, 

administrative cost, and asset value at the organizational level. They picked a sample at the 

management level. Using regression analysis, they found out that, the loan portfolio has a direct 

influence on the profitability of the banks whereas non-performing loans and the new loans have 

different impact on the profitability of the bank. They further asserted that, the interest expense 

was rated highly as a factor that works to reduce the profits. They also pointed out that, the 

administration costs especially salary and overheads were utterly blamed on reducing 

profitability. Their findings further revealed that, the depreciation of assets and the provisions 

was seen as a dent to profitability of any bank. However, it was also noted that the size of bank 

by asset value does not per se translate to higher profitability but it is a key fact for profitability 

efficiency.  

Rodgers (2013) in his study on loan performance and profitability of microfinance 

institutions in Uganda used both quantitative and qualitative information (data) from 

questionnaires and interviews. The study design was mainly descriptive, analytical and 

explanatory. The research findings revealed that most of loan clients are affected by the loan 

period so as to meet their payment obligations. Most of the loan clients borrow for business 

purposes, the loan advanced was not adequate, the interest rates were very high and borrowers 

were not allowed participation in loan negotiation as terms and conditions are predetermined by 

the bank. The findings further revealed that expenses incurred by the borrowers from the time of 

application up to the time of repayment of the loans were too high, default rate was high, and 

not all the staff agreed that they monitor projects which are advanced and the bank does not 

motivate its clients to repay the loans. 

Sindani (2012) in her study on effectiveness of credit management system on loan 

performance: empirical evidence from micro finance sector in Kenya. The study found out that 

credit terms formulated by the microfinance institutions do affect loan performance; the 
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involvement of credit officers and customers in formulating credit terms affects loan 

performance. Interest rates charged had a negative effect on the performance of the loans, the 

higher the interest rates the lower the loan performance.  Credit risk controls adopted by 

microfinance institutions have an effect on loan performance, credit insurance, signing of 

covenants with customers, diversification of loans, credit rating of customers, reports on 

financial conditions, refrain from further borrowing had an effect on loan performance. Collection 

policies adopted by microfinance institution had an effect on loan performance, stringent policy 

had a great impact on loan performance, and the lenient policy had an effect but was not as 

great as that of stringent policy. 

Kalio and Kirui (2012) carried out a study on the influence of credit risk management 

practices on loan performance of microfinance institutions in Baringo County. The study 

employed a descriptive design. They considered the technique appropriate because it enabled 

them to obtain factual information from the respondents. The target population in their study was 

7 managers and 88 credit officers in MFIs in Baringo County. Census technique was used 

because all branch managers and credit officers were directly targeted in their study. They 

found out that, there is a strong positive relationship between client appraisal and loan 

performance of MFIs.  

Musyoki et al (2012) carried out a study on the impact of credit risk management on the 

financial performance of banks in Kenya. The research design used for the study was 

descriptive. The population of interest was the 48 banks that operate in Kenya. The variables 

studied were default rate, bad debt cost and cost per loan asset on bank financial performance. 

The results of the study showed that credit risk management is an important predictor of bank 

financial performance thus success of bank performance depends on risk management to the 

extent of around 36%.  The study results also showed that default rate as one of the risk 

management indicator is a major predictor of the bank financial performance to the extent of 

54% and followed by bad debt cost at 9.3% and lastly slightly influenced by cost per loan asset 

up to 3.7%. Credit risk management is crucial on the banks performance since it has a 

significant relationship with bank performance and contributes up to 35.6 % of the bank 

performance. They further asserted that, among the risk management indicators, default rate 

management is the single most important predictor of the bank performance since it influences 

54% of the total credit risk influence on bank performance. Risk management indicators such as 

bad debt cost and cost per loan asset are not significant predictors of bank performance. 

Gatuhu (2011) in her study on the effect of credit management on the financial 

performance of microfinance institutions in Kenya using a descriptive survey design on all the 

MFIs registered under AMFI found out that the variables; client appraisal, credit risk control and 
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collection policy have effect on financial performance of MFIs. She asserted that there is a 

strong relationship between financial performance of MFIs and client appraisal, credit risk 

control and collection policy.  She further asserted that a unit increase in client appraisal would 

lead to increase in financial performance of MFIs in Kenya; this is an indication that there is 

positive association between client appraisal and financial performance of MFIs, an increase in 

credit risk control would lead to increase in financial performance of MFIs in Kenya, which 

shows that there is positive relationship between financial performance of MFIs and credit risk 

control and a unit increase in collection policy would lead to increase in performance; this is an 

indication that there is a positive relationship between financial performance of MFIs and 

collection policy. Client appraisal, credit risk control and collection policy significantly influence 

financial performance of MFIs in Kenya. 

Karekaho (2009) in his study on loan portfolio management and the performance of 

microfinance institutions in Uganda, Wakiso District, using an analytical and cross sectional 

survey focusing on both qualitative and quantitative data found out that the portfolio planning, 

client screening and portfolio control are related significantly with the portfolio performance of 

MFIs, but the strongest relationship was between portfolio control and the performance of MFIs. 

In addition, they asserted that, although all the independent variables predicted a significant 

proportion of this performance, the most significant individual predictor was again portfolio 

control dominated by loan monitoring. The results, therefore, indicated that if MFIs are to 

achieve the desired portfolio performance, they have to consider all these independent variables 

but putting more emphasis on their loan portfolio control generally and loan monitoring in 

particular.    

 

METHODOLOGY 

The study adopted a descriptive research design. The technique was appropriate in providing 

an in-depth study and analysis on this research. The target population for this study was made 

up of all the fourteen licensed deposit taking microfinance institutions in Nairobi County. A 

census study was used to carry out the research. The data collected through questionnaires 

was tabulated and analysed using the Statistical Package for the Social Sciences (SPSS). 

Descriptive statistics such as frequencies and percentages were used to analyse data. 

Furthermore, descriptions were made based on the results of the tables. Before processing the 

responses, the completed questionnaires were edited for completeness and consistency. The 

data was coded to enable the responses to be grouped into various categories. The findings 

were then presented using tables, bar graphs, and pie charts. Correlation and regression 

analysis were used to test the relationships between the variables. Correlation analysis was 
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used to test the relationship between each of the independent variables and the dependent 

variable. Regression analysis was used to test the relationship between all the variables 

(independent and dependent variables). The regression model that was used in the study is 

shown below:   

Y= α+β1X1+ β2X2+ β3X3 +ę  

Where Y= Profitability of microfinance institutions measured by ROA  

α= Constant Term  

β= Beta Coefficient –This measures how many standard deviations a dependent variable will 

change, per standard deviation increase in the independent variable.  

X1= Loan Portfolio Planning 

X2= Clients Screening 

X3= Loan Portfolio Control  

ę= Error term  

 

FINDINGS   

Bivariate correlation analysis was carried out to determine the effect of loan portfolio planning 

on the profitability of DTMs, effect of client screening on the profitability of DTMs and effect of 

portfolio control on the profitability of DTMs as shown in the Table 1, 2 and 3 respectively. 

Multiple linear regression was used to assess the effect of the combined variables on the 

profitability of DTMs 

 

Correlation analysis 

 

Table 1: The relationship between Loan portfolio planning and profitability of DTMs 

 Loan portfolio 

planning 

Profitability of DTMs 

Pearson Correlation .301 

Sig. (2-tailed) .008 

N 35 

  

Table 1 presents the relationship between profitability of DTMs and Loan portfolio planning; the 

Pearson Correlation is 0.301 indicating a positive relationship. The Sig. (2-tailed) was 0.008< p-

value (0.05), null hypothesis was not accepted and a conclusion is made that Loan portfolio 

planning has a statistical significant relationship with the profitability of DTMs. 
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Table 2: The relationship between Client screening and profitability of DTMs 

 Client screening 

Profitability of DTMs 

Pearson Correlation .105 

Sig. (2-tailed) .006 

N 35 

  

Client screening and profitability of DTMs have a positive relationship; their Pearson Correlation 

is (0.105), since Sig. (2-tailed) is 0.006< P-value (0.05) the null hypothesis is rejected and a 

conclusion is made that the Client screening has a significant effect on the profitability of DTMs 

as presented in Table 2 above. 

 

Table 3: The relationship between Loan portfolio control and profitability of DTMs 

 Loan portfolio 

Control 

Profitability of DTMs 

Pearson Correlation .101 

Sig. (2-tailed) .005 

N 35 

  

The loan portfolio control has a weak positive relationship with the profitability of DTMs since the 

Pearson Correlation is (0.101), the null hypothesis is rejected and conclusion is made that the 

relationship is significant Sig. (2-tailed) is 0.005<p-value (0.05) as shown in Table 3 above. 

 

Regression analysis 

The study sought to determine the effect of combined variables on the profitability of DTMs 

 

Table 4: Model Summary 

Model R R Square Adjusted R 

Square 

Std. Error of the 

Estimate 

1 .301
a
 .091 .003 1.54669 

a. Predictors: (Constant), portfolio control, loan portfolio 

planning, client screening  

b.  Dependent Variable: ROA 

  

The model had a regression value of 0.301 which depicts good linear relationship between 

predicted and explanatory variables. The model was also moderately strong owing to R-square 
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values of 0.091 which was adjusted for errors to 0.003. This depicts that the independent 

variables explains only 30.1% of the changes in Profitability of DTMs as measured by ROA. 

 

Table 5: ANOVAa 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 7.383 3 2.461 1.029 .003b 

Residual 74.160 31 2.392   

Total 81.543 34    

a. Dependent Variable: ROA 

b. Predictors: (Constant), loan portfolio control, loan portfolio and client screening  

  

Table 5 reveals that the model was significant owing to F-test value of 1.029 at significance 

value of 0.003 (p < .05) which attributed to the rejection of null hypothesis and a conclusion was 

made that there is a significant relationship between the combined variables and the profitability 

of DTMs. 

 

Table 6: Regression Coefficients 

Model Unstandardized 

coefficients 

B 

 

 

Std. Error 

Standardized 

coefficients 

Beta 

t Sig. 

1 

(constant) 2.053 2.402  .855 .399 

Loan portfolio planning .682 .426 .304 1.604 .119 

Client screening 

Loan 

portfolio control 

-.038 

 

.025 

.468 

 

.541 

 

-.016 

 

.009 

 

-.082 

 

.046 

 

.935 

 

.964 

a. Dependent Variable: ROA 
 

  

From Table 6 above, the following regression equation was established: 

𝑅𝑂𝐴 = 2.053 + 0.682𝐿𝑜𝑎𝑛 𝑝𝑜𝑟𝑡𝑓𝑜𝑙𝑖𝑜 𝑝𝑙𝑎𝑛𝑛𝑖𝑛𝑔 − 0.038𝑐𝑙𝑖𝑒𝑛𝑡 𝑠𝑐𝑟𝑒𝑒𝑛𝑖𝑛𝑔

+ 0.25 𝑙𝑜𝑎𝑛 𝑝𝑜𝑟𝑡𝑓𝑜𝑙𝑖𝑜 𝑐𝑜𝑛𝑡𝑟𝑎𝑙 

 

When other factors (loan portfolio planning, client screening and loan portfolio control) are at 

zero, the Profitability of DTMs (ROA) will be 2.053. Holding loan portfolio control and client 

screening constant, a unit increase in loan portfolio planning would lead to 0.682 increases in 
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DTMs Profitability. Holding other factors (loan portfolio planning and client screening) constant, 

a unit increase in loan portfolio control would lead to a .025 increase in DTMs’ ROA. 

Furthermore, holding loan portfolio control and loan portfolio planning constant, a unit increase 

in client screening would lead to a .038 decrease in DTMs’ ROA.  

 

CONCLUSION 

The first objective of the study was to establish the relationship between loan portfolio planning 

and profitability of DTMs in Nairobi County. Results indicated that this relationship was 

significant. This implies that, the manner in which the Deposit Taking Microfinance Institutions 

conduct their loan portfolio planning affects their profitability in a significant way. The results 

showed that portfolio planning is a significant positive predictor of the DTMs profitability. The 

findings also showed out that client screening has a significant effect on the profitability of 

DTMs. Also, loan portfolio control has a significant effect on the profitability of DTMs. Portfolio 

control involves enforcing ways and means of loan recovery in case a client begins to show 

signs of defaulting or late repayment. Since MFIs have no collateral to seize, they usually adopt 

control measures that recover loaned money. 

The study revealed that loan portfolio management has a significant effect on the 

profitability of the DTMs. In this research all the independent variables predicted a significant 

proportion of the profitability, but the most dominant one is portfolio planning. For DTMs to 

achieve the desired profitability, they have to consider all these independent variables but 

putting more emphasis on their loan portfolio control and client screening.  

Given the aforementioned summary of findings, the study makes the following 

conclusions: Results indicated that loan portfolio planning has a significant relationship with the 

profitability of Deposit Taking Microfinance Institutions in Nairobi County. Planning is a 

significant factor, predicting up to 68.2% of the profitability of DTMs. Results showed that most 

of the DTMs conduct their portfolio planning by putting more emphasis on loan pricing and loan 

size determination. 

Findings also indicated that client screening has a significant relationship with the 

profitability of DTMs in Nairobi. It predicted up to 3.8% decrease in profitability, however, it is 

effectively carried out in most of the DTMs. The findings also showed that loan portfolio control 

has a significant relationship with the DTMs’ profitability in Nairobi County. It was established as 

significant predictor of up to 2.5% of the profitability. 
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