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ABSTRACT

The purpose of this study was to examine
the effect of capital adequacy on the
financial ~ performance  of  insurance
companies in Kenya. A survey research
design was adopted in this study. The target
population of the study constituted 54
insurance companies that were licensed to
carry out business in Kenya between the
periods 2014 to 2018. Secondary data was
used from the annual audited financial
statements of the insurance companies.
Purposeful sampling technique was adopted
in selecting a sample of 46 insurance
companies. Only those insurance companies
with complete financial statements for the 5
years, were selected to participate in the
study. Panel data was used in analyzing the
data collected. The research findings were
presented in tables and figures. The study
established that insurance companies in
Kenya have positive ROA an indication that
they are able to generate at least 20 percent

INTRODUCTION

profit from the assets they have. The
insurance companies also maintained good
quality assets between the periods 2014 to
2018 thus enabling them to generate
significant income. A significant variation in
the total assets possessed by insurance firms
was evident with some firms accumulating
huge volume of assets and others having
small volumes of assets. A statistically
significant  positive  correlation  exists
between cash flow and asset quality of the
insurance companies in Kenya. The results
provided evidence that among the three
determinants of capital adequacy only cash
flow had a statistically significant
relationship with the financial performance
of the insurance firms. Capital adequacy has
a statistically significant effect on the
financial ~ performance  of insurance
companies in Kenya.

Key Words: capital adequacy, financial
performance

The modern global business environment is highly competitive and dynamic in nature.
Organizations are operating in more turbulent conditions than ever before and this calls for a
strong financial system that is capable of lubricating the business activities of organizations. The
gains that a firm can make therefore largely rely on the degree at which a firm performs its
financial intermediation functions. Companies ought to be able to appropriately address risks that
are related to capital inadequacy in order for them to gain integrity from the various stakeholders
(Udom & Eze, 2018).

Running a profitable entity is the single most important factor that attracts investment from
potential and interested persons. Sound financial performance therefore becomes a very essential
element that will lure investors into a firm. Firms require capital from investors in order for them
to accomplish their investment objectives over a period of time. Babakova (2013) argues that the
main objective of any business enterprise is to earn profits out of its business operations.
However, it is necessary to note that profitability of any firm is normally determined by a
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number of factors key among them being the capital structure. Capital also is an important
ingredient in maintaining the financial safety and soundness of an organization (Saona, 2011).

A perusal through the available research knowledge reveals that a firm’s financial performance is
significantly influenced or affected by capital adequacy. This implies that capital adequacy is a
key element of an organization’s performance more specifically financially. This position has
been supported by several researchers such as Almazari and Alamri (2017) who carried out an
investigation on this subject in Saudi Arabia. The results from their research work indicated the
presence of a direct correlation relating to the performance of a firm and its capital adequacy.
This denotes that a growth in capital adequacy results to enhanced firm’s financial performance.
A study was done by Udom and Eze (2018) to examine the correlation of capital adequacy and
firms” financial performance. The conclusion made based on the study results, indicates that
capital adequacy was very central in ensuring enhanced financial performance.

According to Archer et al., (2010) capital adequacy refers to availability of reasonable capital
that will safeguard the sanctity of any customer deposits held by an organization. Another
definition by Olalekan & Adeyinka, (2013) suggests that capital adequacy refers to money
required by an institution to hold or have in order to facilitate sound and smooth business
operations over a period of time. He further asserts that availability of adequate capital is
necessary to prevent a firm from failure by absorbing any possible losses. According to Almazari
and Alamri (2017) the term capital adequacy denotes the ability and competence of a firm to
determine how well it addresses the risks it is faced with. It also relates to what way the firm is
capable to make decisions founded on the corporate strategy. They also assert that capital
adequacy is a very significant factor especially ascertaining the prices of various products and
optimization of returns from a firm’s activities.

An argument by Almazari and Alamri (2017) states that the Capital Adequacy Ratio (CAR) of an
organization is the most suitable metric of measuring capital adequacy. They also indicate that
CAR is an important ration of firm liquidity. This is a percentage of an organization’s overall
capital to the aggregate weighted risk assets. This ratio may differ from one industry to another
depending on the regulations that have been put in place by the regulatory authorities. The
significant pointers of capital adequacy in a firm may include asset quality, capital structure, the
liquidity of a firm and the asset base (Olalekan & Adeyinka, 2013). CAR further serves as an
important pointer towards a firm’s management competence especially in deploying financial
assets with the aim of optimizing shareholder returns. Information from studies indicates that a
negative relationship is evident between huge levels of capital adequacy and profitability
(Almazari & Alamri, 2017).

Financial performance may be stated as the process of creating revenue through employment of
the assets that belong to the firm. Financial performance as a gauge of organizational
performance can only be important if the results are compared and contrasted with those of
related firms. Brealey et al., (2009) stated that there are a number of measures that may be
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relevant in gauging the performance of an organization and they mention items such as potential
to make profit; the ability of a firm to meet its current cash requirements; the ability to service
debts and optimization of costs. Profitability of an organization focuses on how much income a
firm is able to make using available assets; liquidity on the other hand measures how effectively
a firm can be able to meet its long-term and current credit obligations; solvency focuses on
dissolution and whether a firm’s assets are able to cover existing liabilities in case winding up
occurs.

It is therefore crucial to argue that part of the most important functions of the top management of
an organization is to ensure sound financial performance. This aspect should not be
underestimated since the continuity of the business into the foreseeable future depends heavily
on it. In the absence of sound good financial performance, a business organization may easily
close down its operations. The level of success a firm achieves in its financial performance may
be affected by some factors such as; ability to have better financial management, proper
planning, proper financial record keeping, ability to access funding from external sources, as
well as possibility of accessing expert financial advice (Ismaila, 2011).

The insurance industry in Kenya is perceived to be more established compared to other countries
in the region. The reason for this perception is drawn from the understanding that the highest rate
of penetration of insurance in the region, which happens to be three percent, is in Kenya. This
therefore places Kenya in a position where it is considered as the pace setter in insurance within
the region. For instance, in the financial year 2015/16 the country’s insurance sector realized
total premiums amounting to more than 1.7 billion. Most of these premiums originated from
General Insurance business conducted by the firms. It is also evident the regulatory framework
for insurance activities is far much more developed in Kenya when compared to other countries
around the same region. [Klynveld Peat Marwick Goerdeler (KPMG), 2016].

Some of the very recent developments observed in the insurance industry in Kenya was the
approval of the Financial Services Authority Bill. The aim of the bill is to reduce or eliminate
financial exclusion. The bill is also meant to drive the country towards attaining the position of
the leading financial center in Sub-Saharan Africa. The major objective of the bill is to dismantle
the three regulatory agencies related to insurance industry, which are: the Insurance Regulatory
Authority, Retirement Benefit Authority and Capital Markets Authority, in order to come up
with a single regulator that will assist in transforming the sector for its betterment. In addition to
the above development, the industry has also witnessed the reduction of the claim settlement
duration from the previous ninety days to thirty. This change comes in handy to save the clients
from a long period of waiting for claims settlement. Many more changes are taking place
including the introduction of Islamic insurer in East Africa, to cater for the insurance needs of an
exact niche or section of the market that was previously neglected (KPMG Budget Brief, 2016).

Another notable development includes the advancement of the industry where the stakeholder
funds have considerably improved over the years. The year 2017 experienced an increase of
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approximately 5.5 percent. It was evident that the primary element of the shareholder equity, was
the retained earnings that constituted close to 40 percent. The other elements of shareholder
equity that were found to have significant percentages, were, paid up capital and reserves held
due to statutory requirements. It was also confirmed that the assets of the industry further
increased and bypassed the half a trillion mark by Ksh.84.84 billion. The investments of insurers
and reinsurers were also estimated to be more than 13.0%. The most prominent investments
were: government securities, real estate, shares and term deposits (IRA, 2017).

Perusing through research related to this topic reveals that there are some individuals who have
made a significant attempt to investigate whether there is any connection between capital
adequacy and firms’ financial performance. In Saudi Arabia for example, Almazari and Alamri
(2017) piloted a study to find out how capital adequacy impacts the profitability of a firm. The
study compared results from two banks in the country. The findings originating from the study
confirmed the presence of a direct or positive relationship ROA and DER. Another research done
by Udom and Eze (2018) regarding the same topic revealed that specific aspects of capital
adequacy including Total Quality Control (TQC), Available Stable Funding (ASF) and Capital to
Risk Weighted Assets Ratio (CRWA) cumulatively have notable effect on ROA. In Kenya,
Musyoka (2017) undertook a research to assess the effect of capital adequacy on the profitability
of commercial banks in Kenya. The outcome depicted the presence a significant negative
correlation between bank profitability and capital adequacy.

It is evident that the research findings reveal mixed results where some researchers indicate
positive relationship while some depict negative relationships between the variables. Based on
the available research it may be prudent to mention that the focus of most researchers has been
tilted towards influence of capital adequacy on profitability. Profitability is not the only measure
of firm performance. There are many more measures of this performance that require to be
explored. There are few studies that have investigated these other measures. Therefore, this
study sought to investigate the effect capital adequacy on the financial performance of insurance
companies in Kenya.

LITERATURE REVIEW
Asset Quality

The Federal Deposit Insurance Corporation (2018) defines asset quality as the description of the
level of financial power as well as risk that can be associated with a firm’s assets such as the
loans, investments and other items that appear on the balance sheet. Firms or organizations that
have better credit management practices and have management to ensure that their investments
are well managed and that risk mitigation is a priority are considered to have better asset quality
whereas firms that have deficiency in credit management practices and have poor risk
management are considered to have poor asset quality. Therefore, the quality of assets a firm
maintains relies entirely on the ability of the firm to manage credit risk (Khalid, 2012).
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According to Abata (2014) the contemporary business environment is largely dynamic and
turbulent in nature. This turbulence occurs as a result of the frequent changes of diverse nature
that characterize the modern business environment within which firms operate. They further
argue that for firms to survive in such an unstable business environment, they must ensure that
they have in place good quality assets that are capable of supporting the operations of a business.
The asset quality maintained by a firm also depends on the commitment of the firm towards
various activities that have a direct impact on asset quality (Khalid, 2012).

Cash Flows

According to Roos (2018) a statement of cash flows is never about the earnings of an enterprise
as they are presented on paper but rather on the actual revenues and expenses that are incurred by
a firm when there is physical exchange of cash. It is therefore a form of accounting that can be
termed as cash accounting since it relies entirely on the time a firm receives or spends what has
already been received in cash. Roos (2018) further asserts that the basic aim of cash flow is to
provide an overview or rather a clear picture of the actual amount of cash on hand a firm can use
in its operations or to cover its operations as well as to expand its business activities and
functions including investments.

Meritt (2019) asserts that there are six ways businesses can be able to measure their cash flows.
However, none of this methods is superior than the other, only that firms have to select one
method that is suitable for the firm. The most common method that is popular with firms is the
use of Free Cash Flow (FCF) method. This method takes into consideration the amount of cash
that remains once the firm has made capital expenditures. FCF which is also known as net
income from operations is normally obtained by subtracting the capital expenditure from
operating cash flow. This provides an actual amount of cash that a firm may use to enhance or
improve its long-term value. The second method involves determining the cash flow from
operations which includes cash flow before any investments or financing activities are made.
Thin cash flows may imply necessity for external financing.

Asset Base

The term assets may be defined as worth of a business establishment based on the market value
of what the firm has in possession or can be able to control. The basic reason as to why profit-
oriented business establishments acquire assets is to enable them generate enough revenue to
earn profits. This implies that the only justification of holding assets is through adequate revenue
generation that can be exhibited in the balance sheet. The asset base of the firm may also be
referred to as the asset structure since it also reveals how a firm utilizes the capital from
shareholders of the business to invest in assets that can enhance revenue generation (Marty,
2018).
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In a case where a firm attains a weak ROA this implies that the entity’s performance is wanting.
In some cases, firms may opt to adjust downwards the structure of their assets for some reasons.
However, the basic reason or purpose for such reduction is to enable the firm to have a
substantial escalation in the ROA. Though, in doing this reduction the biggest problem the firms
must address is reducing the base of their assets without reducing the revenue earned by the firm.
The challenge, in other words, is to reduce the asset base without lowering earnings. In order to
overcome these challenges, some firms may prefer to operate on leased assets or even
outsourcing of capacity (Marty, 2018).

Financial Performance

There are two different categories of measures that firms use to measure their performance. The
primary classes of measures are financial measures and the succeeding category is the non-
financial measures. Firms use these two categories to judge the capability of the organization to
achieve their performance objectives. None of these two categories of measures can be
discredited since both have been found to important in ascertaining the financial health of an
organization. However, the extent to which a company is financially successful often determines
the tangible benefits of management. Performance based benefits may also depend on how well
the firm is performing and this may include bonus payment and promotions. This fact further
accentuates the emphasis which is given to making sure that companies’ operations are profitable
(Carton and Hofer, 2010).

According to Lee (2008) the performance of a firm may be attained at the area of convergence
between two key factors namely the ownership structure and its level of performance and
accumulation of the firm. The other key finding from the study of Lee (2008) concluded that a
positive correlation was evident between ownership structure and performance. Liargovas &
Skandalis (2008) also carried out a related of similar research in Greece that was inclined
towards factors affecting an entity’s performance. From their findings, it was concluded that
leverage has a key impact on financial performance. Findings from other researches relating to
the firm’s size indicate that it has statistically significant positive association with the financial
performance of business enterprises. This has been supported by scholars such as Prasetyantoko
and Parmono (2008) who during their research on determinants of financial performance at the
corporate level of Indonesian companies established that there was positive association between
company profitability and size. Another study that supports the size of a firm was carried out by
Antoniou et a.l, (2007) in the UK and it was revealed firm size has positive correlation with firm
performance.

RESEARCH METHODOLOGY

This study employed a longitudinal survey research design. The study population involved all the
registered insurance companies operating in Kenya at year end of 2018. According to the
Insurance Regulatory Authority (2017), there were 54 registered insurance companies that were
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operating in Kenya at year-end of 2018. The study’s target population was therefore be the 54
insurance companies. For this study, the sampling frame constituted the complete list of the
Insurance companies that were licensed and fully operating in Kenya by the year 2018. This was
the list from which the sample was selected. Secondary data was sourced from the companies’
audited annual financials. The data was collected by use of a specially designed data collection
schedule that enabled the researcher to pick the relevant data only from the financial statements.
The data collected included: current assets, fixed assets, total assets, net income, total liabilities,
shareholder equity, current liabilities, cash and cash equivalents and investments. These items
were selected since they were relevant in calculating the ratios required for both the explanatory
and response variables. The effect of each of the explanatory variable on the financial
performance of insurance companies in Kenya was measured using panel data analysis. The
interrelationship between the variables was assessed using correlation analysis using Pearson’s
correlation coefficient. The coefficient of determination (R%) was used in testing the relationship
between the variables.

RESEARCH FINDINGS
Cash Flows

The cash flows of the insurance companies in Kenya were measured using the levered cash flow.
This was the net income contained by the insurance companies after settling their entire financial
obligation including payment of debt. The mean for the cash flow was 11.030491 and the
standard deviation was 4.3695083. This was an indication that the net income that remained after
making all the necessary payments varied widely among the insurance companies. Some
insurance companies managed to retain a huge amount of income even after repaying debts
whereas others remained with a small amount of income after meeting their financial obligations.
However, it is important to note that the results reveal positive figures for the three independent
variables and indication of an industry that is thriving well.

Asset Base

The asset base of the insurance companies in Kenya was measured using the total assets of the
insurance companies. The mean and standard deviation of the total assets of the companies was
obtained. It was evident that the mean was 15.182858 and the standard deviation was 1.1280548.
This implies that there was greater deviation of the observed asset figures. Some insurance
companies had a huge portfolio of assets whereas others had a small portfolio of assets.

Financial Performance

The financial performance of the insurance companies in Kenya was measured using Return on
Investment (ROI) of all the insurance companies. The average ROI for each of the firms for the
five years was obtained. The results revealed that the mean for financial performance was
0.304156 and the SD was 0.14758230. This implies that majority of the insurance companies had
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a positive financial performance between the duration of the study and that there was no
significant deviation of the observed values from the mean.

Correlation Analysis

The study sought to establish the nature of relationship that existed among the independent
variables of the study which included asset quality that was measured using (ROA), cash flows
that were measured using levered cash flow, and asset base which was measured using the total
company assets. The findings from the study revealed that there was an inverse correlation of -
0.447 between asset quality and asset base. However, this was not considered a significant
relationship since significance for the 2-tailed test was considered significance at 0.01. It was
also evident from the study results that there was a statistically significant positive correlation of
0.467 between asset quality and cash flow. This implies that the higher the asset quality an
insurance company had, the higher the amount of income it retained after meeting its financial
obligations including payments to creditors. The correlation between asset quality and cash flow
was found to be statistically significant at 0.01 as illustrated in Table 4.3 above. Concerning the
correlation between asset base and cash flow, it was established from the study, that there was a
very weak inverse correlation. This correlation was found to be statistically insignificant since it
had a significance value of 0.654. This implies that an increase in asset base is likely to lead to
an increase in cash flow of the insurance companies in Kenya.

Effect of Capital Adequacy on Financial Performance

The main purpose of this study was to determine the effect of capital adequacy on the financial
performance of the insurance firms in Kenya. The independent variables of the study were asset
quality, asset base and cash flow. Owing to the huge figures of total assets and net income after
meeting financial obligations of the companies, the natural logarithms of total assets and levered
cash flow were used. The dependent variable of the study was the financial performance of the
insurance companies that was measured using ROI. Since the data collected was longitudinal in
nature cutting across 5 years and for different insurance companies, panel data regression was
used to determine the effect of capital adequacy on the financial performance of the insurance
firms in Kenya. The results obtained from the panel data regression are presented in table 1.

The study findings as illustrated in table 1 reveals that asset quality had a coefficient of -0.001,
standard error of 0.077, and p-value of 0.987. This implies that there was no statistically
significant relationship between asset quality and the financial performance of insurance firms in
Kenya. On the other hand, asset base had a coefficient of 0.005 and a p-value of 0.785. This was
further a confirmation that the relationship between asset base and financial performance of the
insurance company was not statistically significant. Cash flow had a coefficient of 0.024 and p-
value of 0.000. This confirmed that there was a statistically significant relationship between cash
flow and the financial performance of the insurance firms in Kenya.
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Table 1: Panel Data Regression Results

Coefficient Std. error t-ratio p-value VIF
Constant -.136 277 -.491 626
Asset Quality -.001 077 -.017 .987 1.99
Asset Base .005 .018 274 .785 3.32
Levered cash flow 024 .005 4.991 .000 4.75
Mean dependent var .204565 S.D dependent variable 1566980
Sum Squared resid .325692 S.E of regression 1207091
R-squared 446 Adjusted R-squared 407
F(3, 42) 11.278 P-value (F) .000

Further results from the panel data regression revealed that the coefficient of determination (R-
squared) had a value of 0.446 and the adjusted R-squared value was 0.407. This was therefore
translated to mean that the three independent variables asset quality, asset base and cash flow
explain 40.7 percent of the financial performance of insurance companies in Kenya. In other
words, 40.7 percent of the variance in the financial performance of insurance companies in
Kenya can be attributed to asset quality, asset base and cash flow of the companies. The p-value
(F) had a value of 0.000 implying that the regression model constituted a statistically significant
relationship between the independent and dependent variables. The following regression model
was therefore developed to explain the effect of capital adequacy on the financial performance of
insurance companies in Kenya: Yj; = -0.136-0.001X;; + 0.005 z; +0.024 u; + 0.277. This implies
that the financial performance of the insurance companies in Kenya will be equivalent to -0.136
in the absence of asset quality, cash flow and asset base. The weights -0.001 over a period of
time determines the effect of asset quality on financial performance, the weight 0.005 will
determine the level of cash flow, 0.024 is the weight of the asset base and 0.277 is the error term
representing the variables not captured in this study.

On whether there is existence of multicollinearity among the predictor variables of this study, the
VIF values in in Table 4.5 reveal that asset quality has a value of 1.99, asset base 3.32 and
levered cash flow 4.75. These values are well below 5 which is the acceptable range. This
implies that the predictor variables are not linearly correlated. Although asset base and cash flow
had a very strong correlation, this did not affect the effect of the predictor variables on the
dependent variable and thus was ignored.

DISCUSSION

The findings from this study do not exactly and conclusively agree with what other studies
established since there is a slight variation in the variables used. However, there seems to be a
general view that cash flow has a positive relationship with the performance of organizations.
For instance, Soet, Muturi and Oluoch (2018) in a study on the effect of operating cash flow
management on the financial performance of mutual funds in Kenya, found out that operating
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cash flow management had significant and positive effect on return on assets and positive but not
significant effect on return on equity. Still on the same line of research Ndungu and Oluoch
(2016) carried out a study on the effect of operational cash flow management on the market
performance of public construction firms in Kenya. The results revealed that cash flows from
operations have a positive effect of market performance of construction companies.

The study further revealed that the general model from panel data regression portrayed a
statistically significant relationship between capital adequacy and the financial performance of
insurance companies in Kenya. The findings slightly concur with the position maintained by
Almazari and Alamri (2017) who assert that capital adequacy denotes the ability and competence
of a firm that may be used to determine how well the firm addresses the risks it is faced with. It
also relates to what way the firm is capable to make decisions founded on the corporate strategy.
They also assert that capital adequacy is a very significant factor especially ascertaining the
prices of various products and optimization of returns from a firm’s activities.

CONCLUSIONS

Insurance companies in Kenya have positive ROA, an indication that they are able to generate at
least 20 percent profit from the assets they have. The insurance companies also maintained good
quality assets between the periods 2014 to 2018 thus enabling them to generate significant
income. A significant variation in the total assets possessed by insurance firms was evident with
some firms accumulating huge volume of assets and others having small volumes of assets. A
statistically significant positive correlation exists between cash flow and asset quality of the
insurance companies in Kenya. Capital adequacy has a statistically significant effect on the
financial performance of insurance companies in Kenya. However, the regression coefficient for
asset base was positive meaning that it was positively related to financial performance.
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