




PRUDENTIAL REGULATIONS AND PROFITABILITY OF MICROFINANCE BANKS IN KENYA
ABSTRACT

Microfinance banks significantly add to the reduction of Kenya’s youth unemployment and poverty, which boosts the nation's economic development. Despite the implementation of prudential regulations aimed at enhancing financial stability and performance, many microfinance banks continue to struggle, as evidenced by a record decline in profitability over recent years. Therefore, this investigation examined prudential regulations effect on the Kenyan microfinance banks’ profitability. The effect of capital regulation on Kenyan microfinance banks’ profitability, liquidity regulation effect on Kenyan microfinance banks’ profitability and credit regulation effect on Kenyan microfinance banks’ profitability were examined. The study utilized fourteen microfinance finance banks which served as the target population. Census sampling was employed owing to the few microfinance banks in Kenya; hence, all the fourteen microfinance banks were utilized. Descriptive, correlation and panel regression technique was used as methods of data analysis. Findings uncovered that liquidity regulation insignificantly and positively affect the banks’ profitability; credit regulation possess inverse and insignificant effect on the banks profitability; capital regulation disclose a positive and significant effect on the banks profitability. The survey recommends that central bank should assess the current liquidity requirements and consider streamlining them to reduce unnecessary burdens on microfinance banks. This can involve revisiting reserve requirements, liquidity ratios, or other liquidity-related regulations to strike a balance between prudential safeguards and fostering profitability.
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1.1 Study Background
Banking industry influences the activities of all countries of the world’s economy which requires that they are regulated in order to protect all stakeholders involved in the sustenance of the growth of the economy (Kiplagat, 2020). Prudential regulations are enforced by the apex bank of most countries to provide certain restrictions and guidelines regarding credit, capital adequacy, liquidity, foreign exchange among other key factors and non-compliance by financial institutions to these regulations always result into sanctions (Mwenda, 2018). 

In the United States of America, microfinance institutions (MFIs) encounter difficulties stemming from the regulatory framework that governs their operations. Unlike certain developing nations that have acknowledged the distinctive characteristics of microfinance and implemented distinct regulatory frameworks, Mia (2023) observed that the United States has not entirely adopted this approach. In the U.S., MFIs are subjected to the same regulations as conventional banks, which can impede their capacity to adequately serve low-income individuals (Hessou, Lensink, Soumaré & Tchuigoua, 2021). Due to domicile banks’ nature in the country, prudential authorities are concerned about the safety of the financial institutions and soundness of the regulations to reserve adequately their MFIs’ capital that are internationally standardized, thus reducing competition with other countries competitors (Durodola, 2022). Calem, Correa, and Lee (2020) discovered that the share of speculative-grade term-loan originations at regulated banks declined significantly following the banks’ supervisory authority notice. Before the emergence of the 2008 global financial meltdown, Europeans countries had basic prudential regulatory framework that ensures the resilience of their banks. 

Banking and investing services are governed by prudential guidelines, which are standards and defined rules (Basel Banking Supervision Committee (BCBS), 2019). The Kenya’s apex bank which oversees all institutions that offers financial services in Kenya is in charge of establishing the prudential rules (Central Bank of Kenya, 2022). The general collection of guidelines or precepts that are aimed toward the goal for which they are intended, primarily for the steady and effective financial performance of the Market and institutions, is what Mwende (2018) refers to as prudential regulations. They are general rules that drive and regulate market and institutional behavior toward the highest possible output through the adoption of ethical standards that ensure the lowest possible risk of business environment competitive failure (Mugo & Mutswenje, 2020). As ascertained by CBK (2019) 22 prudential regulations have been formulated to cover liquidity, investment, capital, credit, and exchange of foreign currencies. According to Soomiyol, Bwuese and Yua (2023), the banks’ performance in Nigeria financially is affected by illiquidity, inadequate capital, and non-performing loans. In support, studies such as Mansour and Zouari (2018) and Kiplagat and Kalui (2020) have all utilized credit, capital, and liquidity regulations to determine the effect on banks’ performance. The use of credit, capital and liquidity is applicable in the investigation. The utilization of regulations such as capital, liquidity, and credit in the study is justified as these guidelines are essential for maintaining financial stability, protecting depositors, promoting sound risk management practices, fostering competition, and analyzing the dynamics between prudential regulations, interest rates, bank competitiveness, and profitability in the microfinance sector in Kenya. 
The minimum and maximum amount of financial leverage that institutions are permitted to use in their operations are specified by capital regulations, which are a set of rules and guidelines adhered to by the microfinance banks (Kiplagat & Kalui, 2020). A minimum ratio between core capital and total capital that banks must maintain is specified by this regulation, which gives the central bank the authority checkmate banks that go contrary to these guidelines. With the help of this regulation, banks are required to maintain capital buffers that are sufficient to safeguard depositors and creditors from shocks and other risks related to their daily business transactions. But as evidenced by their ratios, this shows the banks' capacity to absorb losses in times of crisis. Through adequate capital, banks are shielded against operational, market, and credit risks should losses arise, they would have the capacity to absorb them, thus, protecting debtors (Wessel, 2024).

To boost asset funding to cover obligations resulting from unforeseen losses or to avoid potential harm to the bank's reputation, recommendations known as "liquidity regulation" are offered (Ananou, Chronopoulos, Tarazi & Wilson, 2021). Financial sector liquidity standards primarily assure the banking system stability and the management of lending, interest rates, and deposits (Dzapasi, 2020). Kiplagat (2020) pointed out that short-term securities of liquid investment, other interbank facilities, and loans to banks make up the majority of the liquidity needed to maintain banks' short-term liquid assets portfolio. The banks’ performance of finance is significantly influenced by liquidity since it has a positive impact. Golubeva, Duljic and Keminen (2019) provided evidence that profitability is positively impacted by adequate bank liquidity levels. The ratio of client deposits to assets or the ratio of loan total to deposits of customer is used to determine how liquid a bank is (Dao, 2020). 

Regulations pertaining to credit show how the ratio of loans non-performance cushions the impact on the banks’ profitability. In other words, credit regulation is a legal framework that directs the improvement of banking performance through the reduction of expenses related to cash flow volatility. The way banks handle credit risk has an impact on the regulatory rules they choose to follow, which govern their operations. Strong credit regulation can improve risk exposure reduction and financial performance (Akomeah, Agumeh & Siaw, 2020). As a result of the Kenyan apex bank's appraisal of the exposure of credit risk is linked to each bank, methods are provided that are adequate and efficient for identifying, measuring, monitoring, and controlling such risk (Ashebir, 2018).

1.2 Problem Statement
Microfinance banks in Kenya play a crucial role in improving the living standards of low-income earners and small businesses by providing access to financial services, thereby promoting inclusivity within the financial system (Masinde, 2017; Mushtaq & Bruneau, 2019; Njagi & Njoka, 2021). However, these institutions face significant challenges, including credit risk, financial management issues, and regulatory constraints, which hinder their effectiveness and outreach (Joshua, Olweny & Oloko, 2021; Kahihu, Wachira & Muathe, 2021; Jerono & Olweny, 2023). Despite their potential to alleviate poverty and stimulate economic growth, the performance of microfinance banks remains compromised due to these multifaceted obstacles, necessitating a focus on enhancing their operational frameworks and service delivery (Ali, 2015; Murimi, 2021).
The Central Bank of Kenya’s introduction of prudential regulations aimed at stabilizing and ensuring the growth of microfinance banks; however the financial performance has consistently declined over the years. Kenya Financial Sector Report (2023) noted that the microfinance banks recorded ROE of 5.0 in the year 2015, these outcomes declined to -5.5 for the year 2017. This performance indicated that the microfinance banks’ financial performance in Kenya have continued to fall resulting in ROE of -3.0 in 2019. Furthermore, the ROE recorded -7.75 for the year 2021 with further decline to -11.20 for the year 2022. The trend shows that microfinance banks finance performance in Kenya has continued to fall with the performance worsening year-on-year. This could be attributed to increased digital credit lending which has lowered the patronage of these microfinance banks thus resulting in declining financial performance.
Various research works have been undertaken to ascertain the linkage between prudential regulations and profitability. Wairimu (2017) reported a relevant nexus existing between capital regulation and Kenya’s microfinance banks’ performance, however; it utilized a descriptive research approach. Similarly, Akims and Akims (2019) also reported an insignificant regulation of liquidity outcome on the Kenya’s listed banks’ financial performance and a significant inverse effect of the regulation associated with credit on their financial performance, however, its focus was on listed microfinance banks. Wangari and Mutswenje (2020) focused on how the regulation of capital adequacy determines the Kenyan microfinance banks’ financial performance which revealed a significant effect but incorporated the presence of a moderating variable, however, the study findings are similar to the study of Kiplagat (2020) which utilized correlation research design. The proceedings gaps which are mostly comprised of different methodological gaps is identified to be responsible for varying results of the studies which then forms the basis of this inquiry as it seeks to look at how profitability is affected by prudential regulations of Kenya’s microfinance banks.

1.3 Study Objectives
The study sought to: 

i. Analyze the effect of liquidity regulation on Kenyan microfinance banks’ profitability.

ii. Evaluate the effect of credit regulation on these banks’ profitability in Kenya.

iii. Explore how capital regulation affects the profitability of these banks in Kenya.

1.4 Research Hypotheses

The guiding hypothetical principles are stated as:

H01: Liquidity regulation has an insignificant effect on Kenyan microfinance banks’ profitability.

H02: Credit regulation has an insignificant effect on Kenyan microfinance banks’ profitability.

H03: Capital regulation has no significantly effect on Kenyan microfinance banks’ profitability.

2.1 Theoretical Review

Prudential rules connection with bank financial performance is supported by a number of theories. The forthcoming investigation delved into the examination of the theoretical postulation of the Agency, Liquidity Preference, and Stakeholders.
2.1.1 Stakeholder Theory

The stakeholders’ supposition propounded by Freeman in 1984 was established to describe the concept behind how various stakeholders in an organization can drive increased financial performance of the organization. It further describes how value creation by stakeholders in a firm helps to efficiently improve the firms’ financial performance. According to Donaldson and Preston (1995), the stakeholders’ hypothesis was projected based on three different perspectives which are the descriptive perspective, normative perspective, and instrumental perspective. The descriptive approach identifies the way and manner in which a firm is controlled and managed, the normative approach describes how the morals and values guiding a firm affects its financial performance while the instrumental approach explains the link between stakeholders in a firm and the firm’s goals and objectives.

Jones, Harrison and Felps (2018) poignantly noted that the stakeholders’ assumption acknowledges that various stakeholders are involved in the growth of a firm. It highlights that there are stakeholders internally and externally. The stakeholders internally include all the employees of the firm, owners, and management board of the firm while the external stakeholders are the governments, customers, clients, suppliers, and the society operated in by the firm. The stakeholders’ theory recognizes that the input of all stakeholders involved in the operations of a firm is responsible for the performance of the firm’s financial dealings (Donaldson & Preston, 1995). The stakeholder’s theory describes how the firm’s financial performance can be improved which makes it relevant to the study and was used to underpin financial performance which is the explained factors in the research.

The stakeholder theory is highly critical as it emphasizes the idea that organizations are responsible for the interests and well-being of all stakeholders who are affected by their actions. The stakeholders include not only the microfinance banks themselves but also the regulatory authorities, clients, investors, employees, and the broader community. By incorporating the stakeholder theory, the study would provide a comprehensive analysis of the multifaceted impacts of regulation of prudential on the microfinance banks’ financial performance. It would consider the interests, perspectives, and outcomes for various stakeholders, which is crucial for understanding the broader implications of regulatory interventions in the microfinance sector.
2.1.2 Liquidity Preference Theory

The liquidity preference assumption was postulated by Keynes in 1936. Accordingly, the preposition states that firms that hold more liquid assets tend to fulfill more financial obligations during financial crisis and losses than firms that does not. It further asserts that liquidity preference means the amount individuals are willing to hold despite interest rates (Culham, 2020). However, various investors might either prefer liquid assets or illiquid assets, but the liquidity preference theory encourages investors to have liquid assets because illiquid assets incur more interest rates (Ilmanen, Chandra & McQuinn, 2019).

Individuals and firms tend to hold liquid assets based on speculative, transactionary and precautionary motives; holding money for transaction implies the day to day transactions with money such as feeding, transport and payments of goods, the speculative motive is holding money based on uncertain future events and speculations such as holding money to buy stocks when the price is low while precautionary motive is holding money for solving unforeseen circumstances such as illness, accidents and other emergency situations. The risks microfinance banks face makes it essential for them to follow the set regulation of liquidity by Kenyan apex bank (CBK), thus, the theory supports the importance of liquidity which then makes it relevant for underpinning liquidity regulation which is considered in the investigation.

Liquidity performs a decisive part in the banks’ profitability that offers microfinance services. Adequate liquidity enables banks to meet deposit withdrawals, fund loan disbursements, and manage unforeseen contingencies. The study examines whether prudential regulations impact the profitability of microfinance banks through their influence on liquidity. For example, stricter liquidity requirements might lead to a higher cost of maintaining liquidity, potentially affecting the banks’ profitability. The theory can be utilized to understand how the regulatory framework affects the liquidity position and subsequently influences the profitability of microfinance banks.

2.2 Empirical Review

This segment involves analyzing research and publications by authors that are relevant to the subject, identifying their research gaps, and suggesting a remedy using the most recent findings.

2.2.1 Liquidity Regulation and Profitability
Munyua (2022) conducted a research investigation to explore the impact of firm-level factors and regulatory capital on the profits of Microfinance Banks (MFBs) for the period 2010 and 2020.  Both correlation and panel regression tests were conducted revealing that liquidity, market share, and regulatory requirements did not significantly influence the Return on Assets (ROA) of Kenyan microfinance banks. In contrast, the study found that both firm age and size had a significant positive effect on the ROA of these institutions. While the previous research examined both firm-level factors and regulatory capital within the context of microfinance banks, this current study specifically examined the effect of prudential regulations. Additionally, this study incorporated bank competition and interest rates as mediator and moderator factors, respectively. The measure for profitability was ROA while ROE was employed for this study.

Akims, Kiio, Tenai, and Akims (2021) investigated prudential regulations effect on the Kenyan banks with microfinance services profitability. The survey utilized analysis descriptively and regression of panel techniques to examine the effects of various regulatory factors on the banks profitability. The findings revealed that regulations of capital and liquidity did not significantly impact profitability of these institutions. However, the analysis also uncovered that regulation of credit played a considerable role in shaping the banks’ profitability. The research focused specifically on microfinance banks in Kenya. Additionally, the survey considered bank size as a control factor and examined data from 2013 to 2019, involving 13 microfinance banks. In contrast, this present study encompassed 14 microfinance banks and incorporated capital, credit, and liquidity regulations as explanatory factors. Moreover, bank competition was employed as a mediator, while interest was used as a moderator. The timeframe for this study spanned from 2015 to 2022.
Njue, Kariuki, and Njeru (2020) examine liquidity management effect on the Kenyan banks that are into the service of microfinance performance financially. A comprehensive analysis was carried out on all twenty-six microfinance institutions over ranging 2012 to 2016. The survey utilized a random effect model to analyze panel data spanning five years and encompassing all twenty-six Kenyan institutions with microfinance services. Uncovered as per the investigation a significant direct correlation concerning adequacy of capital and performance financially. This suggests that banks with stronger capital positions tend to exhibit better financial outcomes. Nonetheless, the research also revealed a significant negative bond concerning the maturity gap and performance financially. This indicates that mismatches in asset and liability maturities can have detrimental effects on a bank's financial standing. Interestingly, asset quality was found to be statistically insignificant in its impact on financial performance. Although the original study considered 26 microfinance institutions in Kenya, the current research focused solely on 14 microfinance banks. The timeframe for this study was from 2015 to 2022. Furthermore, unlike the previous study, this inquiry centered around the conceptualization of capital, credit, and liquidity regulations as explanatory factors. Additionally, the study incorporated moderating and mediation analyses, with interest rates and bank competition as the respective factors of interest.
Mwenda (2018) examine prudential regulations effect on 13 banks that offers microfinance services performance financially in Kenya. The research covered the period from 2013 to 2017. Regression and correlation techniques were utilized for data analysis. The findings revealed that capital adequacy positively and significantly affect performance. In comparison, although liquidity demonstrated a positive link with performance financially, this effect was deemed statistically insignificant. Conversely, the loss loan provisions effect on the banks performance was both inverse and significantly. This current investigation differs from the previous study in several aspects. Firstly, it employed panel regression analysis as opposed to regression and correlation techniques. Additionally, this study incorporated moderating and mediating variables. The study's conceptualization focuses on capital, liquidity, and loan loss provisions, along with control factors like size of firm, asset quality, and outreach. In contrast, the previous works considered capital, credit, and liquidity regulations as its conceptual framework.
2.2.2 Credit Regulation and Profitability
Enoch, Digil, and Arabo (2021) conducted an in-depth analysis to evaluate the impact of credit risk management on the profitability of microfinance banks in Adamawa State, Nigeria. They utilized simple analysis of percentage and analysis of regression as their primary research methods. The results highlighted the critical importance for these banks to improve their control risk for credit strategies to enhance earnings. This importance stems from the fact that implementing robust credit management practices, including client appraisal, enables the banks to operate efficiently and maintain sufficient liquidity for their operations. Although similar to the current study, this study focused on microfinance banks in Kenya conceptualized by prudential regulation effect on profitability of the 14 banks. Panel regression was adopted as a technique of analysis where moderating and mediating analysis was performed.

Adopting the use of descriptive design, credit risk regulation effectiveness on the Kenya’s microfinance banks financial performance was examined by Kabochi (2020). According to the stated regression outcome, regulation of credit risk has a detrimental listed banks’ financial performance impact on the NSE. But in addition to doing research on how capital regulation, liquidity regulation, and credit regulation affect the performance financially of Kenya's microfinance banks between 2013 and 2020, this inquiry also used correlation as well as regression examination to the data that has been gathered. Both moderating and mediating assessment was conducted as it was ignored in the former study. The other survey outcome emanated from the assessment of 13 microfinance banks while 14 MFBs was considered taking into account 2015 to 2022.
Wangari and Mutswenje (2020) studied on how Kenya’s commercial banks perform financially by credit regulation. It further considered bank size moderation effect using casual research design; 42 banks reports were consulted between 2013 and 2018 and analyzed via panel regression technique. Outcomes illustrated that credit regulation significant influence was felt on microfinance banks performance financially but the introduction of a moderating variable which is bank size is a research gap. The employment of ROE was adopted for this inquiry financial performance with this study extending conceptually to capital and liquidity regulations. The investigation isolated capital and liquidity regulations which was added in this investigation. 
The profitability of microfinance banks that are listed on Kenya's Nairobi Securities Exchange was the subject of research by Akims and Akims (2019) taking into account how credit regulation affects it. 11 listed microfinance banks were used covering a period of 2013 to 2017 in which their financial statements and annual reports from CBK was ascertained utilizing statistic of a descriptive nature and analysis of panel regression. Credit regulation as revealed showed the inverse significant outcome on listed profitability of the microfinance banks. Nonetheless, the hub was on microfinance banks listed with this one focusing on the entire Kenyan microfinance banks. Moreover, in this study, bank competition served as a mediator, while interest rates functioned as a moderator. The research covered a time period stretching from 2015 to 2022.
2.2.3 Capital Regulation and Profitability
Aliyu, Gambo, Enesi, and Ibrahim (2023) conducted a comprehensive investigation to assess the influence of Nigeria’ apex banks regulations on the banks that offer microfinance service sustainability financially. The survey utilized Analysis of Multivariate Variance (MANOVA) as the chosen statistical technique. The analysis yielded noteworthy findings indicating significant associations concerning Capital Minimum Requirement and a variety of indicators of financial sustainability. These further affirmed that the Capital Minimum Requirement mandated by the apex bank exerts a substantial effect on sustainability financially. The former considered financial stability of microfinance banks while profitability was upheld as 14 Kenyan microfinance banks was considered. Both ROA and ROE were considered the former as only ROE was adopted by this survey considering the effect prudential regulation had. Also panel regression was adopted as varied from the technique applied by the former.

A casual research approach was used by Wangari and Mutswenje (2020) to assess the how prudential regulations determine Kenyan commercial banks’ performance financially. The examination concentrated on the 42 banks that were active between 2012 and 2018. The documentation which used panel secondary data was examined using research that descriptively captured the data and panel regression analysis, showed regulation of capital adequacy had insignificant effect on their performance financially. Although was conducted on microfinance banks, the time variation differs from this study as the study considered 2015 to 2022. This investigation focused specifically on the isolated factors of capital and liquidity regulations, along with examining the interest effect rates moderation and the mediating effect of bank competition. These additional variables was incorporated into the study to provide a comprehensive analysis.
Kiplagat (2020) looked at how prudential regulations influence commercial banks’ performance financially. It determined how capital adequacy regulation affects their financial performance in which the target population was 43 banks operating between 2013 and 2017. The study relied on cross sectional approach employing secondary data gotten from their financial reports which was analyzed and reported that microfinance banks with respect to capital adequacy affects insignificant performance financially. Although the research focused on Kenya’s prudential regulations, the center of the research was on commercial banks which this investigation considered 14 Kenyan microfinance banks. The former study had no moderating and mediating variables which this study included interest rate and bank competition with the profitability measure of ROE with the information spanning 2015 to 2022.
Akims and Akims (2019) conducted into the effectiveness of prudential requirements on Kenya's listed microfinance banks' performance financially. The inquiry found that, despite being specifically focused on listed microfinance banks, capital adequacy legislation significantly improves such banks' performance financially. Assessment of regression with panel was applied to estimate the financial accounts of the microfinance banks, which were dated from 2013 to 2017. Nevertheless, this study evaluated the effect of prudential regulation on 14 MFIs profitability which is greater than the studies institutions. Furthermore, in the scope of this particular research, bank competition played a mediating role, while interest rates assumed the role of a moderator. The study encompassed a timeframe spanning from 2015 to 2022.
3.1 Research Methodology
The study made used of all the 14 MFBs in Kenya. Secondary panel data was collected for the period 2015 to 2022. Data analysis was based on panel regression method. The empirical model is as follows:
PRFit = β0 + β1LTRit + β2CRRit + β3CARit + ε 

Where:

PRF = Profitability of i bank in time t
LTR = Liquidity Regulation of i bank in time t
CRR = Credit Regulation of i bank in time t
CAR = Capital Regulation of i bank in time t 

Β1 - β3 = Coefficients

ε = Stochastic term 
4.1 Data Analysis and Discussion
4.2 Descriptive Analysis

Descriptive analysis plays a pivotal role in the realm of data analysis, serving as a cornerstone for summarizing and depicting the principal attributes, patterns, and trends inherent in the accumulated data. Its essence lies in the systematic arrangement, presentation, and interpretation of data, aiming to extract insightful knowledge about the research variables. The ensuing results document the statistical characteristics of the factors under examination, encompassing measures such as the mean, standard deviations, as well as the minimum and maximum values. These outcomes are represented in Table 1.

Table 1: Descriptive Results

	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max

	Profitability
	103
	.9180447
	3.865644
	-8.42239
	27.14313

	Liquidity Regulation
	104
	.2813596
	.1609518
	.06542
	.9261

	Credit Regulation
	101
	.3840172
	1.583919
	0
	16

	Capital Regulation
	109
	.5174883
	1.92813
	-4.65805
	13.98979


Source: Study Data (2024)

The outcome in Table 1 unveiled that the average profitability score is approximately 0.9180447. The standard deviation indicates the degree of dispersion in profitability scores, which is approximately 3.865644. The minimum recorded profitability score is -8.42239. The maximum profitability score observed is 27.14313. The profitability variable provides insights into the overall effectiveness and banks profitability. The average score of 0.9180447 suggests a positive performance, but the wide range of scores (from -8.42239 to 27.14313) indicates significant variations in financial outcomes among the banks. The mean liquidity regulation score is approximately 0.2813596. The standard deviation is approximately 0.1609518, indicating relatively low variability in liquidity regulation scores. The minimum liquidity regulation score is 0.06542. The maximum recorded liquidity regulation score is 0.9261. The liquidity regulation variable measures the extent to which microfinance banks in Kenya comply with regulatory requirements regarding liquidity. The average score suggests that, on average, banks exhibit a moderate level of compliance. The relatively low standard deviation indicates that there is not much disparity among the banks in terms of liquidity regulation.

The mean credit regulation score is approximately 0.3840172. The standard deviation is approximately 1.583919, indicating a considerable variation in credit regulation scores. The minimum credit regulation score is 0. The maximum credit regulation score observed is 16. The credit regulation variable reflects the adherence of microfinance banks to regulatory guidelines and policies concerning credit operations. The average score suggests a moderate level of compliance, but the wide range of scores (from 0 to 16) indicates significant variations in credit regulation performance among the banks.  The mean capital regulation score is approximately 0.5174883. The standard deviation is approximately 1.92813, indicating a notable variability in capital regulation scores. The minimum capital regulation score is -4.65805. The maximum capital regulation score observed is 13.98979. The capital regulation variable gauges the extent to which microfinance banks comply with regulatory standards regarding capital adequacy. The average score suggests a moderate level of compliance, but the wide range of scores (from -4.65805 to 13.98979) indicates significant variations in capital regulation performance among the banks.

4.3 Correlation Analysis Results

An outcome emerged from the correlation analysis, demonstrating the connections concerning the various elements (namely, prudential regulation, interest rate, bank competitiveness and profitability) within Kenyan microfinance banks. The correlation analysis unveiled valuable insights into the magnitude and direction of these relationships, portraying a vivid representation of how different factors intertwine and influence one another. 

Table 2: Correlation Results

	
	Profitability
	Liquidity Regulation
	Credit Regulation
	Capital Regulation

	Profitability
	1.0000
	
	
	

	Liquidity Regulation
	-0.0064
	1.0000
	
	

	Credit Regulation
	-0.0691
	0.0614
	1.0000
	

	Capital Regulation
	0.9977*
	-0.0151
	-0.0689
	1.0000


Source: Study Data (2024)

Findings in Table .2 revealed a negative and insignificantly weak correlations concerning profitability and liquidity regulation (-0.0064) as well as credit regulation (-0.0691). These findings suggest that higher levels of liquidity and credit regulation may be associated with slightly lower profitability in microfinance banks in Kenya. This could signify that strict regulatory measures in these areas may impose certain constraints or challenges on the microfinance banks’ profitability. The outcome unveiled a strong positive association (0.9977) that is significant relating to profitability and capital regulation. This suggests that higher levels of capital regulation within microfinance banks tend to be associated with better financial performance. This finding implies that effective capital regulation measures can contribute to the overall health and success of microfinance banks in Kenya.

4.4 Model Specification Results

In panel analysis, model specification involves the careful selection of the appropriate model structure and variables to accurately capture the linkage concerning the explained factor and regressors within a panel dataset. To select the optimal model for estimation, the Hausman test was employed. Table 5 extracted the outcomes.

Table 3: Hausman Test Results

	
	(b)

Fixed
	(B)

Random
	(b-B)

Difference
	sqrt(diag(V_b-V_B))

S.E.

	Liquidity Regulation
	.2798153
	.2551073
	.024708
	.0997607

	Credit Regulation
	-.0141699
	-.0079331
	-.0062368
	.0050615

	Capital Regulation
	1.949939
	1.947529
	.0024104
	.007857

	Chi2(3) 
	1.58
	
	
	

	Prob>chi2 
	0.6649
	
	
	


Source: Study Data (2023)

The results in Table 3 indicated that the statistic is 1.58, with a corresponding p-value of 0.6649. This connotes that the difference between the FE and RE coefficients is insignificant. There is no compelling evidence to support the idea that one model is significantly superior to the other in capturing the affiliation concerning the explained factor and regressors in the panel dataset. Therefore, it is arrived that the choice of the random effect model was upheld for this study.

4.5 Regression Analysis 
The section presents the findings of a study regarding the direct effects of various factors of prudential regulation on the banks profitability. By examining the coefficients and p-values, the study assesses the statistical significance and direction of the effects of these regulatory factors on profitability. The tabulated outcomes are unveiled in Table 4.
Table 4: Direct Effect Results 

	Profitability
	Coef.
	Robust 

Std. Err.
	t
	P>t
	[95% Conf.
	Interval]

	Liquidity Regulation
	.2551073
	.2323933
	1.10
	0.272
	-.2003753
	.7105899

	Credit Regulation
	-.0079331
	.0041114
	-1.93
	0.054
	-.0159914
	.0001251

	Capital Regulation
	1.947529
	.0235593
	82.67
	0.000
	1.901354
	1.993704

	_cons
	-.2152708
	.0710721
	-3.03
	0.002
	-.3545695
	-.0759721

	Wald (3)
	15985.87
	
	
	
	
	

	Prob > F
	0.0000
	
	
	
	
	

	R-Square
	0.9957
	
	
	
	
	


Source: Study Data (2023)

The intercept term in the regression equation is -0.2152708. This negative value suggests that there is a constant negative effect on profitability that is not accounted for by the included regulatory factors (liquidity regulation, credit regulation, and capital regulation) significantly. In other words, even when all the regulatory factors are held constant, there are other factors not considered in the model that may influence profitability in a negative manner. The Wald statistic of 15985.87 with a p-value of 0.0000 demonstrates highly significance of the overall model. The low p-value suggests that the set of regulatory factors, taken together, has a notable effect on the microfinance banks’ profitability. The 0.9957 R-Square value indicates the model goodness of fit. It suggests that approximately 99.57% of the variation in profitability of the microfinance banks is explained by the included regulatory factors (liquidity regulation, credit regulation, and capital regulation). This high R-Square value indicates a strong relationship between the regulatory factors and profitability, suggesting that these factors explain a substantial portion of the observed variations in profitability.

4.5.1 Liquidity Regulation and Profitability of microfinance banks in Kenya
The coefficient for liquidity regulation is 0.2551073, indicating a positive effect on profitability. However, the coefficient is not significant (p > 0.05). This suggests that liquidity regulation alone may insignificantly have direct impact on the profitability of the banks. This outcome led to the non-rejection of the null hypothetical claim noting that liquidity regulation has an insignificant effect on the profitability. The lack of significance implies that changes in liquidity regulation do not lead to notable variations in the profitability of microfinance banks. This could be accredited to the information that microfinance banks in Kenya might have already implemented ineffective liquidity management strategies that could not mitigate the impact of regulatory changes on their profitability significantly. Alternatively, it could indicate that other factors, such as market conditions or competition, have a more significant influence on the profitability of the banks. The findings are consistent with the findings of Wairimu (2017) which established a positive correlation between liquidity regulation and financial performance. However, these results contradict the findings of Osano and Gekara (2018), who discovered a significant impact of liquidity regulation on banks' profitability. Amina and Fedhila (2018) also uncovered significant positively affected liquidity regulation with the existing microfinance banks’ financial success. Kabochi (2020) disclosed that ROA was significantly affected by liquidity. The observed results of the survey can be attributed to the distinct measurements and contextual factors employed in the respective studies.

4.5.2 Credit Regulation and Profitability of microfinance banks in Kenya
Credit regulation revealed coefficient of -0.0079331, indicating a negative effect on profitability. Although the coefficient suggests a negative relationship, it is also not statistically significant (p > 0.05). This implies that credit regulation alone may not have a significant direct impact on profitability. Owing to credit regulation effect on the Kenyan microfinance banks profitability, the output of the survey unveiled that credit regulation insignificantly and negatively affects the banks profitability thus, leading to upholding the null statement of the survey. This suggests that changes in credit regulation do not lead to substantial variations in the profitability of microfinance banks operating in the Kenyan market. This implies that microfinance banks in Kenya may have already established ineffective credit management practices that mitigate the impact of regulatory changes on their profitability. This could mean that these institutions have not had robust risk assessment and lending procedures in place, enabling them not to navigate the regulatory environment which insignificant affects on profitability negatively. The outcome disagrees with Akims et al. (2019) of a negative effect of credit regulation on profitability. Kabochi (2020) unveiled significant effect on performance. Wangari and Mutswenje (2020) also yielded a significant effect of credit regulation on financial performance. The contextual difference which these studies were performed could have led to the varying outcomes unveiled in the study.
4.5.3 Capital Regulation and Profitability of microfinance banks in Kenya
Furthermore, capital regulation displayed 1.947529 coefficient, indicating a strong positive effect on profitability. Moreover, the coefficient is highly significant (p < 0.001). This suggests that capital regulation has a direct significant impact on the banks profitability. Higher capital regulation is associated with higher profitability, possibly due to increased financial stability and risk management. Concerning capital regulation effect on the profitability of Kenyan microfinance banks in Kenya, the outcome of the survey uncovered a significant positive effect on the profitability hence, pointing to the null claim rejection. This suggests that changes in capital regulation have a notable impact on the bank’s profitability. The findings suggest a notable influence of regulatory authorities' capital requirements on the profitability of microfinance banks. Capital regulation, with its purpose of ensuring sufficient capital buffers, plays a crucial role in absorbing potential losses and safeguarding the interests of depositors. The significant effect found in this study indicates that microfinance banks' ability to meet these requirements and maintain sufficient capital levels strongly affects their financial performance. The findings corroborate with Kahuthu (2016); Akims et al (2019); and Wangari and Mutswenje (2020) who all found that credit regulation significantly affect performance financially. However, the outcome contradicts Kiplagat (2020) who unveiled capital regulation insignificant effect on performance financially. The unique regulatory and features of economic conditions could be attributed to the varying outcomes of the studies.
5.1 Conclusion
The survey conducted a comprehensive investigation into the effect of prudential regulations, interest rates, and bank competitiveness on the profitability of microfinance banks in Kenya. The study specifically examined the effects of liquidity, credit, and capital regulations on profitability, as well as the mediating role of bank competitiveness and the moderating effect of interest rates. Regarding the objective of assessing the impact of liquidity regulation on microfinance bank profitability, the study revealed an insignificant relationship. The findings indicated that liquidity regulations, such as reserve requirements or liquidity ratios, do not significantly affect profitability. Consequently, it can be inferred that microfinance banks in Kenya possess sufficient flexibility and adaptability to comply with liquidity regulations without experiencing a substantial decline in profitability. This suggests that the existing regulatory measures do not impose significant challenges or constraints on the performance of microfinance banks financially.

With exploring credit regulation effect on the profitability, disclosure from the output noted insignificant inverse relationship. Consequently, the survey concluded that credit regulation does not play a significant role in influencing the banks’ profitability. In summary, the implementation of credit regulations does not have a substantial effect on the profitability of microfinance banks in the Kenyan context. This finding suggests that the existing credit regulations do not impose significant constraints on the profitability of microfinance banks. It indicates that microfinance banks in Kenya possess the ability to navigate and adhere to credit regulations without experiencing a noteworthy decline in their profitability.

The survey sought to assess the influence of capital regulation on the profitability of microfinance banks in Kenya. The results demonstrated significant positive effect of capital regulation with profitability. Consequently, the survey concluded that the implementation of capital regulations significantly impacts the profitability of microfinance banks in Kenya. These findings highlight the effect of existing capital regulations, which impose constraints or requirements that impact the financial performance of microfinance banks. They underscore the significance of maintaining adequate capital and structuring capital effectively in determining the financial success of microfinance banks.

5.2 Recommendations

Drawn from the findings of the survey, recommendations were formulated to align with the survey outcomes. The survey recommends that central bank should assess the current liquidity requirements and consider streamlining them to reduce unnecessary burdens on microfinance banks. This can involve revisiting reserve requirements, liquidity ratios, or other liquidity-related regulations to strike a balance between prudential safeguards and fostering profitability.

The central bank should assess the existing credit regulations and consider streamlining them by introducing tiered regulatory requirements based on the size and risk profile of the microfinance banks to encourage innovation and competitiveness while maintaining profitability. This could involve eliminating unnecessary or burdensome regulations that do not contribute to enhancing profitability. Simplifying the regulatory framework can reduce compliance costs for microfinance banks and allow them to focus more on improving their financial performance.

The central bank should review and optimize the capital regulation framework. This involves ensuring that the capital requirements are appropriate, taking into account the specific needs and risk profiles of microfinance institutions. Striking the right balance between maintaining adequate capital levels for stability and allowing banks to generate reasonable profits is crucial.
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