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Abstract: An efficient risk management system is the need of time. Managing risk is one of the basic tasks to be done, once 

it has been identified and known. The risk and return are directly related to each other, which means that increasing one will 

subsequently increase the other and vice versa. The purpose of this study was to analyze the effect of financial risk 

management on the financial performance of commercial banks in Kenya. In achieving this objective, the study assessed the 

current risk management practices of the commercial banks and linked them with the banks’ financial performance. Return on 

Assets (ROA) was averaged for five years (2008-2012) to proxy the banks’ financial performance. To assess the financial risk 

management practices, a self- administered survey questionnaire was used across the banks. The study used multiple regression 

analysis in the analysis of data and the findings were presented in the form of tables and regression equations. The study found 

out that majority of the Kenyan banks were practicing good financial risk management and as a result the financial risk 

management practices mentioned herein have a positive correlation to the financial performance of commercial banks in 

Kenya. Although there was a general understanding about risk and its management among the banks, the study recommends 

that banks should devise modern risk measurement techniques such as value at risk, simulation techniques and Risk-Adjusted 

Return on Capital. The study also recommendsuseofderivativestomitigatefinancialriskaswellasdevelop training courses tailored 

to the needs of banking personnel in risk management. 
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1. Introduction 

1.1. Background to the Study 

The term financial risk may be used like an umbrella term 

for multiple types of risk associated with financing, including 

financial transactions that include company loans in risk of 

default. [4]Say that financial risk arises from possible losses 

in financial markets due to movements in financial variables. 

It is usually associated with leverage with the risk that 

obligations and liabilities cannot be met with current assets. 

Our focus in this study will use the term financial risks to 

broadly cover credit risk, market (price) risk, interest rate 

risk, liquidity risk and foreign exchange risk. Financial risk 

may be caused by variation in interest rates, currency 

exchange rates, variation in market prices, default risk and 

liquidity gap that affect the cash flows and, therefore its 

financial performance and competitive position in product 

markets. Indeed most of the Kenyan Commercial banks 

outline credit risk, liquidity risk, market risk, interest rate risk 

and foreign exchange risk as the most important types of 

financial risks they face. 

Financial Risk management can therefore be defined as a 

set of financial activities that maximizes the performance of a 

bank by reducing costs associated with the cash flow 

volatility. The manager’s behavior toward risk (risk appetite 

and risk aversion) and corporate governance can affect the 

choice of risk management activities. [59] Notes that a robust 

risk management framework can help banks to reduce their 

exposure to risks, and enhance their ability to compete in the 
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market. Today, banks financial risk management is one of the 

most important key functions in banking operations as 

commercial banks are in the risk business. Al-[4] Notes that 

in today’s dynamic environment, all banks are exposed to a 

large number of risks such as credit risk, liquidity risk, 

foreign exchange risk, market risk and interest rate risk, 

among others – the risks which may create some source of 

threat for a bank's survival and success. 

[19] Notes that the crisis that affected global financial 

stability and the economy in 2007-09 has reinforced the need 

to rethink some of the approaches adopted by the financial 

community in assessing bank performance. To this end, it is 

important to obtain a comprehensive view of the key factors 

that may influence banks’ performance, including the 

adequacy of business models in relation to risk appetite, and 

the question of how this adequacy is handled inside and 

outside banks through governance processes. Against this 

backdrop, appropriate benchmarks, sensitivity analyses as 

well as stress tests ought to be considered in order to assess 

the real capability of banks to face stressed market conditions 

and absorb consecutive shocks on the basis of their business 

strategy and degree of risk tolerance.  

1.1.1. Financial Risk Management 

BCBS (2001) defines financial risk management as a 

sequence of four (4) processes: (1) the identification of 

events into one or more broad categories of market, credit, 

operational and other risks into specific sub-categories; (2) 

the assessment of risks using data and risk model; (3) the 

monitoring and reporting of the risk assessments on a timely 

basis; and (4) the control of these risks by senior 

management. Because of the vast diversity in risk that 

banking institutions take, there is no single risk management 

guidelines for banking institutions prescribed risk 

management system that works for all. Each banking 

institution should tailor its risk management program to its 

needs and circumstances. However, given the critical role of 

banks for a modern market economy, the opacity of banks’ 

balance sheets, the dispersion of banks’ creditors – typically 

many small depositors – and the maturity transformation 

banks perform converting short-term deposits into medium- 

to long-term assets there is need for regulations in the banks. 

Once risks have been identified, they should be measured 

in order to determine their impact on the banking institution’s 

profitability and capital. This can be done using various 

techniques ranging from simple to sophisticated models. 

Accurate and timely measurement of risk is essential to 

effective risk management systems. An institution that does 

not have a risk measurement system has limited ability to 

control or monitor risk levels. Banking institutions should 

periodically test their risk measurement tools to make sure 

they are accurate. Good risk measurement systems assess the 

risks of both individual transactions and portfolios. After 

measuring risk, an institution should establish and 

communicate risk limits through policies, standards, and 

procedures that define responsibility and authority. These 

limits should serve as a means to control exposure to various 

risks associated with the banking institution’s activities. 

Financial risk management has become a booming 

industry starting ’90 as a result of the increasing volatility of 

financial markets, financial innovations (financial 

derivatives), the growing role played by the financial 

products in the process of financial intermediation, and 

important financial losses suffered by the companies without 

risk management systems (for example, Enron and 

WorldCom), [43]. [76] Also notes that Risk Management as 

commonly perceived does not mean to minimize risk; in fact, 

its goal is to optimize the risk-reward trade off. And, the role 

of risk management is to assure that an institution does not 

have any need to engage in a business that unnecessarily 

imposes risk upon it. [81] Notes that risk management is still 

evolving in Kenya and therefore many institutions lack 

adequate information on effective risk management 

methodologies. 

1.1.2. Financial Performance 

Financial performance is the measuring of bank’s policy 

and operations in monetary form. It also shows a bank’s 

overall financial health over a period of time, and it helps to 

compare different banks across the banking industry at the 

same time. In his study 

[84] Defined financial performance as a general measure 

of how well a bank generates revenues from its capital. [80] 

Looked at financial performance as a subjective measure of 

how well a firm uses it assets from primary mode of business 

to generate revenue. In order to assess the financial 

performance of commercial banks there are variety of 

indicators which may be used. Some of the major financial 

performance indicators include Return on Asset (ROA), 

Return on Equity (ROE), profitability and Risk-Adjusted 

Return on Capital (RAROC). 

Return on Equity (ROE) is an internal performance 

measure of shareholder value, and it is by far the most 

popular measure of performance. ROE proposes a direct 

assessment of the financial return of a shareholder’s 

investment. It is easily available for analysts, only relying 

upon public information; and it allows for comparison 

between different companies or different sectors of the 

economy. 

ROE = net income / average total equity 

ROE is sometimes decomposed into separate drivers 

known as the DuPont analysis, Where: 

ROE = (result/turnover)*(turnover/total assets)*(total 

assets/equity). 

The first element is the net profit margin, the second 

element represents the efficiency of the assets and the last 

corresponds to the financial leverage multiplier. ROE reflects 

how effectively a bank management is using shareholders’ 

funds. Thus, it can be deduced from the above statement that 

the better the ROE the more effective the management in 

utilizing the shareholders capital. 

The Return on Assets (ROA) is the net income for the year 

divided by total assets, usually the average value over the 

year. ROA measures the ability of the bank management to 
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generate income by utilizing company assets at their 

disposal. In other words, it shows how efficiently the 

resources of the company are used to generate the income. 

[53]Says that ROA indicates the efficiency of the 

management of a company in generating net income from all 

the resources of the institution. 

Risk-Adjusted Return on Capital (RAROC) allows banks 

to allocate capital to individual business units according to 

their individual business risk. As a performance evaluation 

tool, it then assigns capital to business units based on their 

anticipated economic value added. RAROC is the key 

measures of bank profitability. The theoretical RAROC can 

be extracted from the one-factor CAPM as the excess return 

on the market per unit of market risk (the market price of 

risk). This measure takes into account the bank’s cost of 

capital. RAROC adjusts the value-added in relation to the 

capital needed. However, literature is quite critical of this 

measure as a tool to analyze performance, essentially due to 

its thorough accounting basis, while it is then difficult to 

calculate RAROC without having access to internal data. 

Furthermore, it appears that RAROC may be appropriate for 

activities with robust techniques for measuring statistical 

risk, such as credit activity. 

1.1.3. Effects of Financial Risk Management on Financial 

Performance 

Efficient financial risk management is required in any 

organization as return and risk are directly related to each 

other meaning that increase in one will subsequently increase 

the other and vice versa.[40]Notes that effective risk 

management leads to more balanced trade-off between risk 

and reward, to realize a better position in the 

future.[76]Notes that the banking industry recognizes that an 

institution needs not do business in a manner that 

unnecessarily imposes risk upon it; nor should it absorb risk 

that can be efficiently transferred to other participants. 

Rather, it should only manage risks at the firm level that are 

more efficiently managed there than by the market itself or 

by their owners in their own portfolios. In short, it should 

accept only those risks that are uniquely a part of the bank's 

array of services. 

Financial risk caused by variation in interest rates, 

currency exchange rates; default and poor liquidity 

management may have negative effects on the bottom-line of 

the bank. [8] Notes that bank risk taking has some effects on 

bank profits (Performance) as indicated by total assets, total 

deposit, net interest, margin and net income. Also [26] Notes 

that the profitability of a bank depends on its ability to 

foresee monitor and avoid risks, and possibility of provisions 

to cover losses brought about by risk that arises [29] Notes 

that the ultimate objective of risk management 

implementation is to maintain financial performance in the 

banking sector as aspects of financial risk management 

promote early warning system of monitoring relevant 

indicators; as well as stimulating and making provisions for 

possible realistic strains on the system by conducting stress 

testing. 

1.1.4. Commercial Banks in Kenya 

Commercial banks are financial intermediary institutions 

that take deposits and gives credit amongst other financial 

services. In Kenya, the banking sector plays a dominant role 

in the financial sector, particularly with respect to 

mobilization of savings and provision of credit. As per Bank 

Supervision Annual Report (2012) the banking sector 

consisted of the Central Bank of Kenya, as the regulatory 

authority, 44 banking institutions (43 commercial banks and 

1 mortgage finance company -MFC). Out of the 44 banking 

institutions, 31 locally owned banks comprise 3 with public 

shareholding and 28 privately owned while 13 are foreign 

owned. The foreign owned financial institutions comprise of 

9 locally incorporated foreign banks and 4 branches of 

foreign incorporated banks. During the period 2008-2012, the 

Kenyan banking system showed resilience, which was 

attributed in part to the low financial integration in the global 

financial market and the intensive supervision and sound 

regulatory reforms [30]. 

1.2. Research Problem 

Commercial banks adopt different risk management 

practices majorly determined by; ownership of the banks 

(privately owned, foreign owned, publicly owned), risk 

policies of banks, banks regulatory environment and the 

caliber of management of the banks. It’s important to study 

how banks are managing the broader financial risk. 

[68] In study for impact of credit risk management on 

financial performance of commercial banks in Kenya found 

that there was strong impact between CAMEL components 

on financial performance. The study mainly focused on one 

element of financial risk-credit risk. However there is little 

study that has been done in Kenya to establish how the 

broader financial risk management affects the financial 

performance of commercial banks in Kenya.  

1.3. Research Objective 

To establish the effect of financial risk management on the 

financial performance of the commercial banks in Kenya. 

1.4. Value of the Study 

The study will contribute to the evolution of the important 

subject of financial risk management. Specifically, the study 

will explain the extent to which theoretical risk models such 

Value at Risk (VAR) are used by banks to measure the risks. 

The study will provide insight in the most successful 

strategies banks use to handle financial risk. The findings of 

the study will assist Central Bank of Kenya in formulating 

guidelines that will enhance financial risk management in the 

banking sector. The study will also be important to the 

commercial banks that will be able to understand the risk 

management practices that contribute to financial 

performance of commercial banks and ensure that they 

undertake acceptable banking practices and procedures. 

Academicians will benefit from the information of the 

study as the study will contribute to existing body of 
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knowledge. The study will further provide the background 

information to research organizations and scholars and 

identify gaps in the current research for further research. 

2 Literature Review 

2.1. Modern Portfolio Theory (MPT) 

Modern portfolio theory (MPT) is a theory of finance that 

attempts to maximize portfolio expected return for a given 

amount of portfolio risk, or equivalently minimize risk for a 

given level of expected return, by carefully choosing the 

proportions of various assets. Prior to Markowitz’s work, 

"Portfolio Selection," published in 1952 by the Journal of 

Finance, investors focused on assessing the risks and rewards 

of individual securities in constructing their portfolios 

intuitively. Markowitz formalized this intuition. Detailing 

mathematics of diversification, he proposed that investors 

focus on selecting portfolios based on those portfolios’ 

overall risk-reward characteristics instead of merely 

compiling portfolios from securities that each individually 

has attractive risk-reward characteristics. This means that 

investors should select portfolios not individual securities. 

Treating Single-period returns for various securities as 

random variables, this could be done by assigning them 

expected values, standard deviations and correlations. Based 

on these, we can calculate the expected return and volatility 

of any portfolio constructed with those securities. We may 

treat volatility and expected return as proxies for risk and 

reward. Out of the entire universe of possible portfolios, 

certain ones will optimally balance risk and reward. These 

comprise what Markowitz called an efficient frontier of 

portfolios. An investor should select a portfolio that lies on 

the efficient frontier. 

[83] Expanded on Markowitz’s work by adding a risk-free 

asset to the analysis. This made it possible to leverage or 

deleverage portfolios on the efficient frontier. This led to the 

notions of a super-efficient portfolio and the capital market 

line. Through leverage, portfolios on the capital market line 

are able to outperform portfolio on the efficient frontier. [77] 

Formalized the capital asset pricing model (CAPM). 

2.2. Moral Hazard Theory 

A moral hazard is where one party is responsible for the 

interests of another, but has an incentive to put his or her own 

interests first. For example one might take risks that someone 

else will have to bear. Moral hazards such as these are a 

pervasive and inevitable feature of the financial system and 

of the economy more generally. [56] Described moral hazard 

as "any situation in which one person makes the decision 

about how much risk to take, while someone else bears the 

cost if things go badly.” 

[85] Aptly put it, no other industry but finance “has a 

comparable talent for privatizing gains and socializing losses. 

Instead of “creating value,” as we were repeatedly assured, 

the practices of financial engineering (including structured 

finance and alternative risk transfer), huge leverage, 

aggressive accounting and dodgy credit rating have enabled 

their practitioners to extract value on a massive scale—to 

walk away with the loot, not to put too fine a point on it— 

while being unconstrained by risk management, corporate 

governance, and financial regulation, all of which have 

proven to be virtually useless’. 

2.3. Merton’s Default Risk Model 

The quantitative modeling of credit risk initiated by [61], 

Shows how the probability of company default can be 

inferred from the market valuation of companies. The 

original Merton model was based on some simplifying 

assumptions about the structure of the typical firm’s finances. 

The event of default was determined by the market value of 

the firm’s assets in conjunction with the liability structure of 

the firm. When the value of the assets falls below a certain 

threshold (the default point), the firm is considered to be in 

default. A critical assumption is that the event of default can 

only take place at the maturity of the debt when the 

repayment is due. Many theoretical studies suggested models 

that relax some of the restrictive assumptions in the Merton 

model. However, empirical literature mainly focused on the 

application of the original model. 

2.4. Determinants of Banks Financial Performance 

The financial performance of commercial banks can be 

determined by either internal factors or external factors. Internal 

factors could be bank specific determinants while external 

factors are Industry specific determinants and Macroeconomic 

determinants. Bank specific indicators include: growth in bank 

assets, capital adequacy, operational efficiency, and liquidity. 

Industry specific factors include: ownership, bank size, bank 

concentration index. While on the other hand, the key 

macroeconomic variables include: growth in GDP, GDP-per-

capita, inflation expectation, interest rate and its spread. 

[71]Using data for the 14 largest banks in China for the 

period 1993-2003, studies the determinants of commercial 

bank performance in China. The study concluded that, 

performance of commercial banks in China was mainly 

determined by firm-level factors such as cost management 

capability and risk management capability. The study on 

Malaysian banks by [44] also shows that efficient 

management is among the most important factors that explain 

high bank profitability. [78] Found a positive and significant 

relationship between size and bank profitability.  

[3] Provided evidence of the importance of 

macroeconomic factors in determining the profitability of 

banks [69] Concluded that the financial performance of 

commercial banks in Kenya was driven mainly by board and 

management decisions, while macroeconomic factors had 

insignificant contribution. 

2.5. Empirical Literature Review 

[4] Provided a comparative study of Bank’s Risk 

Management of UAE National and Foreign Banks. This 

research helped them to find that the three most important 
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types of risks facing the UAE commercial banks were foreign 

exchange risk, followed by credit risk and then operating risk. 

They found that the UAE banks were somewhat efficient in 

managing risk; however the variables such as risk 

identification, assessment and analysis proved to be more 

influencing in risk management process. Finally, the results 

indicated that there was a significant difference between the 

UAE National and Foreign banks in practicing risk assessment 

and analysis, and in risk monitoring and controlling. 

[45], made a study “Risk Management Practices of Islamic 

Banks of Brunei Darussalam” to assess the degree to which 

the Islamic banks in Brunei Darussalam implemented risk 

management practices and carried them out thoroughly by 

using different techniques to deal with various kinds of risks. 

The results of the study showed that, like the conventional 

banking system, Islamic banking was also subjected to a 

variety of risks due to the unique range of offered products in 

addition to conventional products. The results showed that 

there was a remarkable understanding of risk and risk 

management by the staff working in the Islamic Banks of 

Brunei Darussalam, which showed their ability to pave their 

way towards successful risk management. 

[49] In their study on credit risk management and 

profitability in commercial banks in Sweden highlighted that 

credit risk management has effect on profitability. The 

analysis further indicated that the impact of the credit risk 

management on profitability for the 4 commercial banks 

sampled was not the same. The study was limited to 

identifying the relationship of credit risk management and 

profitability banks in Sweden. 

[54], did a study “Credit Risk Management and 

Profitability of Commercial Banks in Kenya”, to assess the 

degree to which the credit risk management in practice had 

significantly contributed to high profits in commercial banks 

of Kenya. Data on the amount of credit, level of non-

performing loans and profits were collected for the 

period2004 to 2008. The results of the study showed that, 

there was no relationship between profits, amount of credit 

and the level of nonperforming loans. The findings reveal 

that the bulk of the profits of commercial banks were not 

influenced by the amount of credit and nonperforming loans 

suggesting that other variables other than credit and 

nonperforming loans impact on profits.  

[38] Investigated on whether a strong and independent risk 

management is significantly related to bank risk taking and 

performance during the credit crisis in a sample of 74 large 

bank holding companies. They constructed a risk 

management index (RMI) which was based on five variables 

relating to the strength of banks risk management: dummy 

variable whether the bank has a designated CRO who is 

member of the executive board, a dummy variable whether 

the CRO is among the top five highly paid executives, the 

ratio of the CRO’s total compensation to the Chief Executive 

Officer’s total compensation, a dummy variable whether at 

least one of the non-executive directors of the bank’s risk 

committee has banking experience, and a dummy variable 

whether the bank’s risk committee met more frequently in the 

respective year as compared to the average value across the 

other sample banks. Their findings indicated that banks with 

high RMI value in 2006 had lower exposure to private-label 

mortgage-backed securities, were less active in trading off-

balance sheet derivatives and had a smaller fraction of non-

performing loans, a lower downside risk and a higher Sharpe 

Ratio during the crisis years 2007-2008. 

[2] On his study“ Assessing and the Risk Performance of 

the GCC Banking” assessed the impact of bank’s specific 

risk characteristics, and the overall banking environment on 

the performance of 43 commercial banks operating in 6 of 

the Gulf Cooperation Council (GCC) countries over the 

period 1998-2008. Using fixed effect regression analysis, 

results showed that credit risk, liquidity risk and capital risk 

are the major factors that affect bank performance when 

profitability is measured by return on assets while the only 

risk that affects profitability when measured by return on 

equity is liquidity risk. 

[73] On his paper “Do Effective Risk Management Affect 

Organizational Performance” assesses the current practices of 

risk management in Pakistani software development sector. 

Based on the data, collected from 25 organizations working 

in software development sector, the results indicated that risk 

management practices were not widely used by the 

organization(s); moreover most of the organizations did not 

have documented risk management policy properly. 

Therefore, these organizations could not deal with the risks 

systematically and sometimes faced negative consequences 

for the non-systematic approaches. However, few companies 

had implemented certain risk management techniques and are 

enjoying high performance. 

[5] Did a study on “The Influence of Financial Risk 

Management on The Financial Performance of Commercial 

Banks in Kenya”. The study sought to assess the influence of 

financial risk management practices namely; Risk 

aggregation and Capital Allocation practices, Supervision 

and Regulation, Disclosures and Funded and Unfunded 

Credit protection on the Financial Performance on 

Commercial Banks in Kenya. The specific objectives were to 

determine the influence that these practices have had on the 

financial performance of commercial banks in Kenya and to 

establish the relationship between Financial Risk 

Management and Financial Bank performance. The study 

used a descriptive survey of commercial banks in Kenya. The 

credit and management staff of the forty two commercial 

banks and one mortgage company formed the target 

population with a sample size of one hundred and seven staff 

randomly chosen for the study. Primary data through close 

ended questions was collected in this study on the financial 

risk management practices employed and their influence on 

the financial performance of the commercial banks. Data was 

analyzed using correlation analysis and regression models 

with the strength of the model being tested using Cornbrash’s 

Co-efficient Alpha. The study found that most commercial 

banks had highly adopted financial risk management 

practices to manage financial and credit risk and as a result 

the financial risk management practices mentioned herein 
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have a positive correlation to the financial performance of 

commercial banks of Kenya. The study recommended that 

commercial banks should seek and obtain information 

consistently so as to permit them to detect potential problems 

at an early stage and identify trends not only for particular 

institutions, but also for the banking system as a whole, while 

also ensuring transparency of banking activities and the risks 

inherent in those activities, including credit risk. 

[55] On his study “Credit Risk And Commercial Banks’ 

Performance In Nigeria: A Panel Model Approach.” carried 

out an empirical investigation into the quantitative effect of 

credit risk on the performance of commercial banks in 

Nigeria over the period of 11 years (2000 - 2010). Five 

Commercial banking firms were selected on a cross sectional 

basis for eleven years. The traditional profit theory was 

employed to formulate profit, measured by Return on Asset 

(ROA), as a function of the ratio of Non - performing loan to 

loan & Advances (NPL/LA), ratio of Total loan & Advances 

to Total deposit (LA/TD) and the ratio of loan loss provision 

to classified loans (LLP/CL) as measures of credit risk. Panel 

model analysis was used to estimate the determinants of the 

profit function. The results showed that the effect of credit 

risk on bank performance measured by the Return on Assets 

of banks is cross - sectional invariant. That is the effect is 

similar across banks in Nigeria, though the degree to which 

individual banks are affected is not captured by the method 

of analysis employed in the study. A 100 percent increase in 

non - performing loan reduces profitability (ROA) by about 

6.2 percent, a 100 percent increase in loan loss provision also 

reduces profitability by about 0.65percent while a 100 

percent increase in total loan and advances increase 

profitability by about 9.6 percent. Based on the study 

findings, the study recommended that banks in Nigeria 

should enhance their capacity in credit analysis and loan 

administration while the regulatory authority should pay 

more attention to banks’ compliance to relevant provisions of 

the Bank and other Financial Institutions Act (1999) and 

prudential guidelines. 

[67] Provided a comparative study of Credit Risk 

Management on Financial Performance of Commercial Banks 

in Kenya. A causal research design was undertaken in this 

study and this was facilitated by the use of secondary data 

which was obtained from the Central Bank of Kenya 

publications on banking sector survey. The study used multiple 

regression analysis in the analysis of data and the findings 

were presented in the form of tables and regression equations. 

The study found out that there was a strong impact between 

the CAMEL components on the financial performance of 

commercial banks. The study also established that capital 

adequacy, asset quality, management efficiency and liquidity 

(CAMEL) had weak relationship with financial performance 

(ROE) whereas earnings had a strong relationship with 

financial performance. The study concluded that CAMEL 

model can be used as a proxy for credit risk management. 

[69] On their study “Determinants of Financial 

Performance of Commercial Banks in Kenya” assessed on 

moderating effect of ownership structure on bank 

performance. To fill this glaring gap in this vital area of 

study, the authors used linear multiple regression model and 

Generalized Least Square on panel data to estimate the 

parameters. The findings showed that bank specific factors 

significantly affect the performance of commercial banks in 

Kenya, except for liquidity variable. But the overall effect of 

macroeconomic variables was inconclusive at 5% 

significance level. The moderating role of ownership identity 

on the financial performance of commercial banks was 

insignificant. Thus, they concluded that the financial 

performance of commercial banks in Kenya was driven 

mainly by board and management decisions, while 

macroeconomic factors have insignificant contribution. 

3 Research Methodology 

3.1. Research Design 

The research used a descriptive research design. 

Descriptive survey research portrays an accurate profile of 

persons, events, or account of the characteristics, for example 

behavior, opinions, abilities, beliefs, and knowledge of a 

particular individual, situation or group [26]. The descriptive 

survey method was preferred because it would ensure 

complete description of the situation (in depth study of 

financial risk management), making sure that there was 

minimum bias in the collection of data. 

3.2. Population 

The target population comprised of the forty three (43) 

commercial banks and one Mortgage Company making it 44 

Banks. 

3.3. Data Collection 

The study used both primary data and secondary data 

The primary data for this study was collected using 

personally administered questionnaires. The questionnaire 

was adapted from [52] and [6]. The questionnaire consisted 

of six sections. The first section was designed to gather the 

institutional information. The second section was designed to 

gather information about the risk management environment. 

The other sections gathered information about risk 

measurement followed by risk monitoring, risk mitigation 

and internal control techniques adopted by the commercial 

banks. The questionnaire was designed to consist of 5 likert 

scale point, 5 for strongly agree, 4 for agree, 3 for no opinion, 

2 for disagree and 1 for strongly disagree. The secondary 

data was collected from the various CBK Bank Supervision 

Annual Reports. The five years (2008-2012) annual 

ROAratiowas averaged to form the dependent variable 

(financial performance). 

3.4. Data Analysis 

Inferential statistics was used to examine the casual 

relationships between the financial risk management and the 

banks financial performance. An F-test was used to assess 



 International Journal of Finance and Banking Research 2017; 3(5): 70-81 76 

 

how well the set of independent variables, as a group, 

explains the variation in the dependent variable/ effectiveness 

of the model as a whole in explaining the dependent variable. 

We used a t-test to assess the significance of the individual 

regression parameters/assessing whether the individual 

coefficients were statistically significant 

3.4.1. Model Specification 

The study utilized the regression analysis with the equation 

of the form. The model provided a statistical technique for 

estimating the relationship between the financial risk 

management and the financial performance of the banks. 

Y=α+b1X1+b2X2+b3X3+b4X4+b5X5+ε 

Where: 

α =constant/the interception point of the regression line 

and the y-axis 

b1, b2…..b5 are the coefficients of the independent 

variables that will be determined. Y=Financial performance 

measured by the simple average ROA (2008-2012) 

X1= Risk Management Environment. X2=Risk Measurement. 

X3=Risk Mitigation. X4=Risk Monitoring. 

X5= Adequate Internal Control. 

ε = disturbance term or error term 

The independent variables X1, X2…… X5 were 

operationalized and measured using the questions posted in 

the questionnaire. 

3.4.2. Operationalization of the Study Variables 

To measure the financial risk management practices, five 

important components in reference to Basel Committee on 

Banking Supervision (1999 and 2001b) were used to 

formulate the questionnaire. The five components were Risk 

Management Environment, Risk Measurement, Risk 

Mitigation, Risk Monitoring and Adequate Internal Control. 

All these five components were then linked with the mean of 

ROA for the five years (2008-2012). 

The variables were measured as follows: 

Table 1. Operationalization of the Study Variables. 

Variable Measurement 

ROA 
ReturnonAssetwasmeasuredastheratioofnetincometo. Averagetotal assets for the respective bank. Asimpleaverage. ROA for the five 

years (2008-2012) was used. 

Risk Management 

Environment. 

To come up with the quantitative assessment of Risk Management. Environment the quantification points were assigned (using likert 

scale) for the different questions in the section and adding them up to get the total numerical score of 100%. The resulting index gave 

an indication of the overall status of risk management in the bank. 

Risk Measurement 

The quantitative assessments of Risk Measurement points wereassigned(usinglikertscale)forthedifferentquestionsinthe section and 

adding them up to get the total numerical score of100%. The resulting index gave an indication of the overall status of risk 

management in the bank. 

RiskMitigation 

The quantitative assessment of Risk Mitigation the quantification 

Points were assigned (using likert scale) for the different questions in the section and adding them up to get the total numerical score 

of 100%. The resulting index gave an indication of the overall status of risk management in the bank. 

Risk Monitoring 

The quantitative assessment of Risk Monitoring the quantification 

Points were assigned (using likert scale) for the different questions in the section and adding them up to get the total numerical score 

of 100%. The resulting index gave an indication of the overall status of risk management in the bank. 

AdequateInternal 

Control 

ThequantitativeassessmentofAdequateInternalControltheQuantification points were assigned (using likert scale) for the different 

questions in the section and adding them up to get the total numerical score of 100%. The resulting index gave an indication of the 

overall status of risk management in the bank. 

 

4. Data Analysis, Results and Discussion 

4.1. Financial Risk Management Practices in Kenyan 

Banks 

To assess the level of financial risk management practices 

in the Kenyan commercial banks by using the descriptive 

tests, the study used the 5-Likert scale approach in the 

questionnaire. The higher the scale indicated that the 

respondent strongly agreed to such practices adopted by their 

banks. Financial risk management practices were covered in 

five parts: Risk Management Environment, Risk 

Measurement Practices, Risk Mitigation Practices, Risk 

Monitoring Practices and Internal Control Practices as 

suggested by the [15]. 

4.2. Risk Management Environment 

With regard to “Risk Management Environment”, the 

results showed that all the respondents agree with almost all 

item statements. Majority of the respondents (with a mean of 

over 4.5) strongly agreed with seven items, namely item: 

There is a formal system of Risk Management in the bank; 

item: The Board of directors outlines the overall risk 

objectives; item: There is a section/department responsible 

for identifying, monitoring, and controlling various risks; 

item: The bank have internal guidelines/rules and concrete 

procedures with respect to the risk management system; item: 

The bank has the policy of diversifying investment across 

different sectors ;item: Your Bank has adopted and utilized 

Revised CBK Financial Risk management Guidelines; and 

item: Your Bank has adopted and utilized Revised CBK 

Prudential Guidelines. 

4.3. Risk Measurement 

Moving on to the risk measurement practices, only three 

items statement scored a mean of 4, that is the respondents 

agreed on the items statement. The item statements were; the 
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bank regularly conducts simulation analysis and measure 

benchmark (interest) rate risk sensitivity; the bank uses 

Maturity Matching Analysis and item statement; the bank 

uses Estimates of Worst Case scenarios/stress testing for risk 

analysis. This is an indication that the risk measurements 

techniques are still developing in the Kenyan banks. 

Value at Risk analysis, Risk Adjusted Rate of Return on 

Capital (RAROC) were not common measurements of risk in 

the Kenyan Banks as they scored a mean of 2 which showed 

that majority of the respondents were not aware of the 

techniques. Majority of the banks also confirmed that there 

were no internal risk rating systems as well as computerized 

support system for estimating the variability of earnings and 

risk management. These areas may need improvement in 

order to assist the bank in managing the risks efficiently. 

4.4. Risk Mitigation 

For risk mitigation practices, majority of item statements 

scored a mean 3.5-4.3 which are considered good. However, 

item; “there are derivatives instruments to mitigate financial 

risk” scored a mean of 1.4 meaning majority of the 

respondents did not agree that Kenyan banks use derivative 

instruments to mitigate financial risk. This area may need 

improvement in order to assist the banks in managing the 

risks efficiently. 

4.5. Risk Monitoring 

On the frequency of generating risk reports indicate that 

majority of the banks generates monthly risk reports. This 

can as well be classified as good risk management technique. 

Moving on to the risk monitoring practices all the items 

statement scored a mean of 3.5-4.6. This is a good indication 

of risk management. 

4.6. Adequate Internal Control 

For internal control practices, the respondents strongly 

agreed in all items. This can be considered as good practice. 

Overall, for the Kenyan banks the best financial risk 

management practice is for Adequate Internal Controls 

Practice which obtained the highest mean of 90 per cent, 

followed by Risk Management Environment Practices (mean 

of 88 per cent). The Risk Monitoring Practice showed a mean 

of 73 per cent while Risk Mitigation practices recorded a 

mean of 72 per cent. The Risk Measurement practices 

recorded the lowest mean of 60 per cent. 

4.7. Financial Performance of the Commercial Banks in 

Kenya  

2008-2012 

Average returns on assets (ROA) for the Kenyan banks in 

2008 was 2.03 per cent, 2009 was 1.65 per cent, 2010 was 

2.93 per cent, 2011 was 2.88 per cent and 2012 was 2.49 per 

cent. Thus on average the return on assets of the banking 

industry decreased during the period 

2010-2012. Notably Jamii Bora Bank Limited was 

converted into a bank in 2010 while UBA Kenya Bank 

Limited started its operations on 2009. Charterhouse Bank 

Limited was excluded from the survey as it’s under statutory 

management. The average figures for each year take into 

account the number of institutions that were in operation in 

each of the years. 

4.8. Regression Model 

The regression equation was of the form: 

Y=α+b1 X1+b2X2+b3X3+b4X4+b5X5+ε 

Where: 

α =constant/the interception point of the regression line 

and the y-axis 

b1, b2…..b5 are the coefficients of the independent 

variables that will be determined. 

Y=Financial performance measured by the simple average 

ROA (2008-2012) X1= Risk Management Environment. 

X2=Risk Measurement. 

X3=Risk Mitigation. X4=Risk Monitoring. 

X5= Adequate Internal Control. 

ε = disturbance term or error term 

The regression model arising from the data in the table 2 

below is of the form; Y = 0.059X1+ 

0.095X2+0.079X3+0.046X4+0.091X5-0.252 

Table 2. Regression Coefficients. 

Model 
UnstandardizedCoefficients StandardizedCoefficients 

t Sig. 
B Std. Error Beta 

1 (Constant) -0.252 0.023 
 

-10.858 0 

Risk Management Environment 0.059 0.024 0.164 2.489 0.02 

Risk Measurement 0.095 0.016 0.408 5.852 0 

Risk Mitigation 0.079 0.015 0.387 5.141 0 

Risk Monitoring 0.046 0.014 0.199 3.382 0.002 

Adequate Internal Controls 0.091 0.024 0.234 3.812 0.001 

a. Dependent Variable: Average Return on Asset (2008-2012) 

Source; Research Findings 

The model means that financial performance is highly 

dependent on the level of the financial risk management. The 

t-test indicates that the financial performance is highly 

dependent of risk measurement practices and risk mitigation 

practices. 
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4.9. Interpretation of Findings 

The study found that there was a significant relationship 

between the financial risk management practices on the 

financial performance of commercial banks. A strong positive 

correlation between ROA and risk mitigation practices 

(+85%) existed. A strong positive correlation relationship 

(+79%) exists between ROA and risk measurement practices. 

Moreover, there moderate correlations between ROA and 

internal control practices, risk management environment and 

risk monitoring practices (54%, 47% and 48%, respectively). 

Based on these correlations, it can be concluded that the 

higher the ROA for Kenyan commercial banks, the better will 

be the risk mitigation practices and also risk measurement 

practices in the Kenyan banks. The R-Square indicates that 

an overwhelmingly 92.9% of the ROA is explained by the 

financial risk management practices. The adjusted R-Square 

of 0.916 also confirms the same. This means that there is a 

strong effect between the financial performance (ROA) and 

the financial risk management practice. Results show that 

financial risk management efficiency significantly affects the 

financial performance of commercial banks in Kenya. 

Analysis also shows the regression coefficients and it was 

established that the intercept value was a negative value of 

0.252. Table2 also reveals that a unit increase in Risk 

Management Environment index will cause a 0.059 increase 

in Return on Asset (ROA) and a unit increase in Risk 

Measurement index will lead to a 0.095 increase in ROA. A 

unit increase in Risk Mitigation Index will lead to a 0.079 

increase in ROA and a unit increase in Risk Monitoring 

Index will lead to a 0.046 increase in ROA. Likewise a unit 

change in Adequate Internal Controls Index would cause a 

0.091 positive change in ROA. 

5. Summary of Findings, Conclusion and 

Recommendations 

5.1. Summary 

This study used primary data and secondary data to 

examine the effect of financial risk management practices in 

Kenyan banks on the financial performance of these Kenyan 

banks using correlation analysis and regression analysis. All 

the banks in the study practice good risk management with 

few areas of improvements. This includes the use of 

computerized support system for estimating the variability of 

earnings and risk management. The banks should consider 

complying with the more stringent guidelines of Basel III in 

additional to the local CBK guidelines on financial risk 

management. On budget allocation to risk management 

sections, most banks had no stand-alone budget thus the risk 

management may not have been fully equipped in terms of 

resources. 

The findings show that Kenyan banks are perceived to use 

less technically advanced risk measurement techniques of 

which the most commonly used are credit ratings, gap 

analysis, duration analysis, maturity matching, estimates of 

worst case scenarios/stress testing and earnings at risk. The 

more technically advanced risk measurement techniques 

which include value at risk, simulation techniques, RAROC 

and internal-based rating system are perceived not to be used 

widely by Kenyan banks in the study. On risk mitigation 

practices it was established that majority of the Kenyan 

banks had limited use of derivative instruments to mitigate 

financial risk. These areas may need improvement in order to 

assist the banks in managing the risks efficiently. Overall the 

best financial risk management practice is on adequate 

internal controls practice which obtained the highest mean of 

90 per cent followed by risk management environment 

practices with a mean of 88 per cent. With regard to the type 

of reports, the reports on credit risk, market risk, interest rate 

risk, liquidity risk and foreign exchange risk have been 

produced monthly by the Kenyan banks in the study. Lastly, 

the study established a very strong relationship between 

financial risk management practices and financial 

performance in the Kenyan banks. 

5.2. Conclusions 

The study established that financial risk management had a 

strong impact on the financial performance of commercial 

banks in Kenya. The study also established that the risk 

measurement practice had the biggest impact on financial 

performance followed by risk mitigation practice. Thus, as 

each shilling invested in risk measurement techniques and 

risk mitigation techniques increases revenues generation and 

the financial performance of banks increases. 

5.3. Recommendation for Policy 

From the finding and basing on the objectives, the study 

recommends the following; Kenyan banks should expound 

their risk measurements techniques so as to adequately 

manage the financial risks resulting from the increased 

financial innovations in the banking sector. Also the banking 

institution should explore the use of derivatives to mitigate 

the financial asset risks. Commercial banks should also check 

their risk management policy and practices and streamline 

them with global standards such as the Basel III accords. On 

budget allocation the banks should ensure risk management 

sections have a stand-alone budget to ensure resources are 

availed for the ever changing risk environment. 

By this they would efficiently manage the financial risk 

and consequently increase their financial performance. 

5.4. Areas for Further Research 

The study suggests that a further study can be done on the 

effects of financial risk management by use of detailed 

questionnaire on the financial performance of other financial 

institutions like the micro finance institutions (MFIs) and 

development financial institutions (DFIs). 

Further research may be directed towards the examination of 

how Kenyan banks have adopted the Basel III recommendations 

and how such recommendations have affected their financial 

risk management and the financial performance. 
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Lastly, a study may be directed towards causal relationship 

between bank Capital and profitability for the Kenyan banks. 
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