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1. Introduction 
 

The insurance industry constitutes a foundational pillar of modern financial systems, offering essential mechanisms that 

cushion households, firms, and entire economies against unexpected financial disruptions. Through its core risk-transfer and loss-

absorption functions, the sector enhances economic stability by reducing uncertainty and enabling economic agents to plan, invest, 

and operate with greater confidence. Tasdemir and Alsu (2024) emphasize that insurance services lower the economic burden of 

volatility by safeguarding both personal and commercial assets, thereby strengthening financial resilience. This stabilizing role 

fosters economic progress through multiple transmission channels, including improved efficiency in resource allocation, 

heightened investor assurance, and reduced susceptibility to unforeseen shocks. Empirical work by Cristea, Marcu, and Cârstina 

(2014) affirms the sector’s macroeconomic relevance by identifying a positive causal relationship between insurance market 

deepening—measured through insurance penetration—and economic growth, captured via GDP per capita. According to the 

Chartered Insurance Institute (2018), the fundamental purpose of insurance and risk management lies in transferring potential 

financial losses from policyholders to insurers through legally binding contracts, thereby minimizing exposure to adverse events 

and their wider economic implications. 

 

Globally, insurance markets in developing economies have demonstrated strong momentum, with emerging markets 

collectively accounting for nearly 80% of recent industry expansion, as documented by the Association of Kenya Insurers (2021). 

Despite this momentum, Africa continues to exhibit some of the lowest insurance penetration levels worldwide, signaling 

untapped potential for sectoral development. In Kenya, the insurance industry is acknowledged as a key segment of the wider 

financial services ecosystem, with the Insurance Regulatory Authority (IRA) mandated to oversee its sustainable growth and 

ensure the financial robustness of market participants. The IRA’s Strategic Plan (2018–2022) reflects this mandate and aligns with 

major national development frameworks—including Kenya Vision 2030, the Big Four Agenda, and the Third Medium-Term Plan 

(MTP III)—as well as the Financial Services Sector Plan (2018–2022), the Sustainable Development Goals, and internationally 

recognized regulatory principles. These strategic linkages underscore the central role of an efficient, well-regulated insurance 

sector in advancing Kenya’s long-term socio-economic objectives. 

 

INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH 
(IJARKE Business & Management Journal) 

Abstract  

The insurance industry constitutes a critical pillar of the non-bank financial sector and remains integral to sustaining economic 

development in both emerging and advanced markets. In Kenya, persistent pressures on profitability have been evident, with at 

least nine insurers experiencing severe financial distress leading to collapse over the past ten years. This study examined 

whether firm size moderates the relationship between liquidity risk and credit risk in shaping the profitability of insurance 

companies in Kenya. The inquiry was anchored on key theoretical frameworks, namely Modern Portfolio Theory, Agency 

Theory and Institutional Theory. A positivist philosophical orientation and an explanatory research design informed the 

methodological choices. The target population comprised all 55 insurers licensed by the Insurance Regulatory Authority (IRA) 

as at 31 December 2022. The study utilized secondary data derived from audited financial statements accessed through IRA 

and the Association of Kenya Insurers (AKI) repositories for the period 2014–2022, complemented by data from the Central 

Bank of Kenya and the Kenya National Bureau of Statistics. Analytical procedures included descriptive statistics, panel 

regression modelling, and Pearson’s correlation analysis to evaluate the associations among the study variables. The findings 

revealed that firm size did not exert a statistically significant moderating effect, as it did not materially alter the model’s 
decision rule. This suggests that the influence of interest rate, inflation and foreign exchange risks on return on equity (ROE) 

and return on assets (ROA) remained relatively uniform across insurers irrespective of their asset base. The study recommends 

that insurance companies in Kenya should implement comprehensive and standardized risk management practices irrespective 

of organisational size. 
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1.1 Market Risk 

 

Market risk encompasses the possibility of incurring financial losses due to adverse movements in fundamental market 

variables that determine the value of an organisation’s liquid or market-sensitive assets. Such variables include interest rate shifts, 

currency volatility, fluctuations in equity prices, and changes in commodity markets (Ekinci, 2016). Periods of intensified market 

turbulence can amplify these fluctuations, resulting in significant losses within relatively short intervals and, in severe 

circumstances, jeopardizing the continuity of financial institutions (Odubuasi et al., 2020). Broadly, market risk captures the 

exposure a firm faces when unfavourable developments in interest rates, securities valuations, commodity price levels, inflation, 

or foreign exchange rates diminish its financial position (Fahrul & Rusliati, 2016; Badawi, 2017; Omari & Mungai, 2021). Ekinci 

(2016) emphasizes that these risks stem from unpredictable changes in market environments that directly influence the pricing of 

financial instruments. Complementing this view, Ekinci (2016) and Namasake (2016) note that market risk is often more volatile 

than credit risk, largely due to its heightened sensitivity to sudden and sometimes unanticipated market dynamics. Consequently, 

market risk has the potential to erode shareholder value when disruptions in interest rates, equity markets, commodity prices, or 

currency values adversely affect financial outcomes. Effective identification and management of market risk therefore remain 

central to preserving institutional soundness and ensuring sustainable financial performance. 

 

1.1.1 Interest Rate Risk 

 

Interest rate risk refers to the potential adverse impact that fluctuations in interest rates may have on a firm’s earnings or asset 

values, as articulated by Horcher (2005). Kariuki (2021) similarly observes that this form of risk arises from uncertainty 

surrounding unexpected movements in interest rates, which may undermine the financial performance of institutions. Within the 

insurance sector, interest rate risk is particularly pronounced. Papadamou and Siriopoulos (2014) identify it as one of the most 

significant risks confronting life insurers, largely due to two structural features of their operations: the mismatch between the 

duration of assets and liabilities, and the high degree of variability in market interest rates. Shiu et al. (2012) reinforce this position 

by noting that insurers exhibiting substantial disparities between asset and liability duration are especially vulnerable to shifts in 

interest rates. The widespread exposure of insurance companies to interest rate volatility is further documented by Carson, 

Elyasiani, and Mansur (2008). 

 

Horcher (2005) also highlights that interest rate risk comprises several components, including absolute interest rate risk—
linked to changes in overall interest rate levels—and yield curve risk, which relates to alterations in the shape or slope of the yield 

curve. Basis risk constitutes an additional dimension, emerging when inconsistencies arise between a firm’s risk exposures and its 

risk management strategies. Berends et al. (2013) argue that life insurance firms face heightened interest rate sensitivity because 

they offer long-term contractual products whose valuation is heavily influenced by prevailing and expected future interest rates. 

Given the extended period between premium collection and benefit payouts, life insurers must invest policyholders’ funds 
prudently to ensure their capacity to meet future obligations. This often results in substantial investment in long-duration financial 

instruments such as bonds. Nonetheless, Mboga (2015) notes that although considerable research attention has been directed 

toward understanding the effects of interest rate fluctuations on banking institutions, the insurance sector has remained 

comparatively underexplored, signaling a notable gap in the literature.  
 

1.1.2 Inflation Risk  

 

Inflation risk refers to the possibility that rising prices for goods and services will diminish the purchasing power of money, 

thereby reducing the real value of financial returns. Bohnert et al. (2015) characterize this risk—also termed purchasing power 

risk—as the condition in which actual inflation exceeds expectations. Rothwell (2019) notes that inflation can erode the real value 

of investment outcomes, particularly for savings and financial instruments that lack inflation-adjustment mechanisms. According 

to Bohnert et al. (2015), inflation linked to long-term liabilities poses a major source of uncertainty for non-life insurers, as it 

affects the accuracy of technical provisions and ultimately influences future profitability. Given the return-driven nature of the 

insurance business, the sector is particularly sensitive to reductions in purchasing power. 

 

Swiss Re (2018) observes that inflation risk has emerged as a central concern for financial institutions due to its adverse 

implications on asset values, investment yields, and the future cost of insurance obligations. Within the insurance industry 

specifically, it is recognized as a key risk management priority because of its potential to disrupt both operational and financial 

outcomes. In addition, life insurers must also consider the implications of deflation, which can similarly distort the value of long-

term commitments and investment strategies. As inflation conditions evolve, insurers are required to adjust their investment 

portfolios accordingly to maintain financial stability. 

 

Mutwiri (2019) asserts that the Consumer Price Index (CPI)—measuring average changes in the price level over time—serves 

as an appropriate indicator for quantifying inflation risk. This metric was adopted in the present study because it captures annual 

variations in inflation and aligns with the nature of the variables under investigation. Over the study period from 2014 to 2022, 

CPI data indicated a Compound Annual Growth Rate (CAGR) of 0.145% and a cumulative increase of 1.16%, reflecting modest 

but persistent inflationary pressures during the period under review. 

 
1.1.3 Foreign Exchange Risk 
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Foreign exchange risk arises when unfavourable movements in currency values create the potential for financial loss, 

particularly for firms whose cash flows or asset holdings are denominated in currencies other than their reporting currency (Brand, 

2018). This form of risk is especially pronounced for institutions operating in environments characterized by exchange rate 

instability. Offiong et al. (2020) observe that fluctuations in exchange rates constitute a significant source of exposure for many 

organisation’s, including insurers, as such volatility can diminish investment values, reduce premium inflows, and negatively 

affect overall earnings. For insurance companies, decisions regarding investment and underwriting in the context of volatile 

currency markets can meaningfully influence operational and financial performance. 

 

Shiu et al. (2012) note that insurers engaged in cross-border investment or business activities are inherently exposed to foreign 

exchange risk. Mange (2000) further explains that exposure arises when the currencies in which premiums are received and claims 

are settled differ, creating mismatches that are sensitive to exchange rate changes. Additional exposure emerges when insurers 

invest in foreign-currency-denominated securities or supply insurance products within foreign markets. Insurance Europe (2013) 

reports that insurers often hold assets in foreign currencies to meet policyholder obligations, thereby facing heightened 

vulnerability to currency fluctuations. Moreover, indebtedness in foreign currencies can amplify this risk when exchange rate 

movements affect the cost of servicing such liabilities.  

 

Insurance Europe (2013) recommends that insurers explicitly integrate foreign exchange risk considerations when determining 

capital adequacy for forthcoming financial cycles. While Popov and Stutzmann (2003) acknowledge that foreign exchange risk 

cannot be completely eradicated, they highlight a range of mitigation strategies that can be employed to reduce its impact. For 

internationally active firms, foreign exchange volatility remains a critical area of concern, exerting considerable influence on 

profitability and financial stability. 

 
1.2 Firm Size  

 
According to Almashhadani and Almashhadani, (2022) and Fujianti and Satria (2020), firm size reflects the enormity of a 

company is in terms of its total assets, market equity capitalization or sales. Niresh and Velnampy (2014) and Surajit and Saxena 

(2009) contend that the size of a firm may be defined as the level of size and scope of production, including its variety and/or 

different services that be simultaneously delivered to clients by a firm. A firm’s size, driven by economies of scale, is a principal 

component as pertains to establishing its profitability. 

 

Firm size has been conceptualized in various ways within the literature, with scholars such as Almashhadani and 

Almashhadani (2022) and Fujianti and Satria (2020) describing it as the magnitude of an organisation measured through indicators 

such as total assets, market capitalization, or sales volume. Other researchers, including Niresh and Velnampy (2014) and Surajit 

and Saxena (2009), view firm size as representing the breadth and scale of a company’s operations, encompassing the extent of 
production activities and the range of goods or services provided concurrently to customers. The size of an organisation, often 

associated with the benefits derived from economies of scale, is widely regarded as a key determinant of its profitability. Larger 

firms may achieve cost efficiencies, enhanced market power, and improved access to financial resources, positioning firm size as 

an important factor in understanding performance dynamics. 

 

1.3 Profitability 

 

Profitability is widely regarded as a core metric of organisational performance in the financial industry, offering insight into a 

firm’s operational effectiveness and its ability to create economic value for its stakeholders. According to Tiplady (2024) and 

Walters and Helman (2023), profitability reflects the income generated from a firm’s trading and operational activities, thereby 

indicating how efficiently its assets are utilized to produce earnings. Tulsian (2014) reinforces this perspective by defining 

profitability as the capacity of an investment to deliver returns, underscoring its role as a key determinant of financial success. 

Ehiogu and Nnamocha (2018) together with Malik (2011) further highlight that profitability represents the residual income 

remaining after all production and operating expenses have been settled, making it a critical measure of managerial performance 

and organisational efficiency. 

 

Building on the insights of Dorofti and Jakubik (2015) and Nguyen and Nguyen (2020), profitability continues to be a primary 

objective of corporate financial management, often assessed in relation to shareholder equity, asset utilization, or revenue 

generation. In this sense, profitability not only signals a firm’s immediate financial standing but also provides an essential basis 

for evaluating its long-term viability and growth trajectory. For insurance companies, maintaining robust profitability is especially 

important, as it underpins solvency, supports the fulfillment of policyholder commitments, and contributes to shareholder value 

creation. Understanding the determinants of profitability—including exposure to various forms of financial risk—therefore 

constitutes an important foundation for analysing performance patterns within Kenya’s insurance industry. 

 

2. Statement of the Problem 
 

The insurance sector in Kenya constitutes a vital component of the national financial system and contributes significantly to 

overall economic output. Despite its central role, industry performance indicators reveal a worrying downward trend in 
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profitability over the period 2014–2022. During this timeframe, the sector experienced a compound annual decline in return on 

equity (ROE) of –7.74%, amounting to an overall reduction of –47.5%. Similarly, return on assets (ROA) recorded a compound 

annual decrease of –9.85%, translating into a cumulative decline of –56.36%. Given that profitability is integral to evaluating 

organisational performance and assessing long-term viability (Nguyen & Nguyen, 2020), the persistent deterioration in these 

metrics raises significant concerns regarding the financial health and sustainability of Kenya’s insurance industry. Such declining 

profitability not only threatens firm-level stability but also poses broader risks to the sector’s contribution to economic 
development and the functioning of the wider financial services ecosystem. 

 

A review of empirical studies examining the relationship between firm size and profitability reveals inconsistent findings and 

highlights several gaps that warrant further investigation. Methodological deficiencies are evident in the works of Asola, Otieno 

and Onyango (2023), Ahmeti and Iseni (2022), Morara and Sibindi (2021), Wolde, Kolech and Dadi (2020), Gweyi (2018) and 

Maniagi (2018). In addition, contextual limitations emerge in studies conducted across different jurisdictions and sectors, as seen 

in research by Siopi and Poufinas (2023), Ahmeti and Iseni (2022), Wolde, Kolech and Dadi (2020), Gweyi (2018), Maniagi 

(2018), Ortynski (2016), Wani and Dar (2015) and Malik (2011). These methodological and contextual discrepancies underscore 

the need for further empirical inquiry within the Kenyan insurance context, particularly to ascertain whether firm size moderates 

the relationship between market risk and profitability. 

 
3. Objective of the Study 

 

The main objective of the study was to examine the moderating effects of firm size on market risk and profitability of 

insurance firms in Kenya. 

 
4. Literature Review    
 
4.1 Theoretical Review 

 
4.1.1 Modern Portfolio Theory 

 

Modern Portfolio Theory (MPT), originally introduced by Markowitz in 1952, presents a systematic approach to evaluating 

how investors can optimize the balance between risk and expected return. The theory departs from the traditional focus on 

assessing assets individually and instead emphasizes the importance of analysing how different investments interact as 

components of a single portfolio. Markowitz (1952) demonstrated that when assets with imperfectly correlated returns are 

combined, the overall variability of the portfolio can be reduced without proportionately lowering its expected performance. This 

foundational principle of diversification has since become central to contemporary portfolio construction and risk management 

strategies within financial institutions. 

 

Within the insurance sector, MPT provides a useful conceptual framework for constructing investment portfolios in 

environments characterized by market volatility and uncertainty. Insurance companies must allocate premium income in a manner 

that not only achieves acceptable returns but also preserves adequate liquidity for meeting future claims obligations. By drawing 

on the principles of MPT, insurers can create portfolios that limit exposure to particular forms of market-related risks, including 

liquidity and credit risks, while enhancing overall stability. The theory supports a disciplined, quantitative approach to asset 

allocation, enabling insurers to evaluate risk–return trade-offs and diversify across asset classes in a way that aligns with their risk 

appetite and regulatory requirements. Through this lens, MPT contributes significantly to understanding how insurers can mitigate 

market risk and strengthen long-term financial resilience. 

 

4.1.2 Agency Theory 

 

Agency Theory, formally developed by Jensen and Meckling in 1976 and preceded by conceptual contributions from Ross and 

Mitnick in the early 1970s, provides an analytical lens for understanding relationships in which one party (the agent) is delegated 

authority to act on behalf of another (the principal). In corporate finance and organisational governance, the theory is frequently 

employed to explain the interactions between managers and shareholders. A central assumption is that agents and principals do 

not always pursue identical objectives, particularly when information asymmetries exist or when their attitudes toward risk 

diverge. Such misalignment may give rise to agency conflicts, where managerial decisions prioritize personal interests over the 

welfare of shareholders. 

 

In the context of market risk, comprising interest rate, inflation, and foreign exchange risk, Agency Theory offers valuable 

insights into managerial decision-making processes related to risk exposure and expected returns. Managers, as agents, may prefer 

conservative strategies that minimize volatility and protect their employment security or remuneration structures. Conversely, 

shareholders typically favour strategies that maximise firm value, even when these involve taking on higher levels of risk. This 

divergence becomes particularly significant in insurance firms, where investment decisions, risk mitigation practices, and capital 

management directly affect profitability and solvency. Within this study, Agency Theory provides a conceptual basis for exploring 

how governance structures and managerial incentives influence the relationship between market risk and firm profitability. By 
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highlighting the role of internal decision-making dynamics, the theory enhances understanding of how organisational behaviour 

shapes financial outcomes in the insurance industry. 

 

4.1.3 Institutional Theory 

 

Institutional Theory, which emerged from the foundational work of Selznick (1957) and was later expanded through the 

influential contributions of Meyer and Rowan (1977) and Scott (2001, 2007), posits that organisational behaviour is shaped not 

solely by internal efficiency considerations but also by broader external forces. These forces include regulatory requirements, 

cultural expectations, professional norms, and socially embedded practices. Within this framework, institutions are viewed as 

enduring systems of rules, routines, and shared beliefs that structure how organisation’s functioned and interpret their 

environments. 

 

For insurance companies, which operate in a highly regulated and socially scrutinized sector, Institutional Theory offers a 

valuable perspective for understanding how market risk management practices evolve. The industry is characterized by stringent 

regulatory oversight, established reporting standards, and expectations regarding prudent capital management and underwriting 

conduct. These institutional pressures influence how insurers respond to fluctuations in interest rates, inflation, and foreign 

exchange markets, shaping their risk mitigation strategies and financial decision-making processes. 

 

The theory therefore provides a robust foundation for analysing how external norms and legal mandates guide organisational 

responses to market risk. It suggests that firms act not only to optimize financial outcomes but also to maintain legitimacy and 

demonstrate compliance with institutionalized standards. In the context of this study, Institutional Theory helps illuminate the 

broader environmental factors that condition insurers’ approaches to managing market risk and pursuing profitability. As such, it 

forms an integral component of the theoretical framework underpinning the examination of market risk exposure and firm 

performance. 

 

4.2 Empirical Literature 

 
4.2.1 Interest Rate Risk and Profitability 

 

Ehiogu and Nnamocha (2018) investigated the relationship between interest rates and profitability within Nigeria’s insurance 
sector using a simple regression model. Profitability was assessed through total insurance profit, and the study relied on an ex-post 

facto design using data spanning 1985–2014. Their analysis indicated that interest rates exerted a positive but statistically 

insignificant influence on profitability. Although the study contributes to understanding the role of interest rates in financial 

performance, several limitations are evident. First, the variables employed differ from those utilized in the present study, thereby 

creating a conceptual gap. Second, the research was undertaken in Nigeria, an environment with economic structures and 

regulatory conditions distinct from those in Kenya, leading to a contextual gap. Third, the descriptive design used in the study 

restricted deeper examination of causal relationships, presenting a methodological shortcoming. The current study sought to 

address these weaknesses by employing a broader set of market risk indicators, selecting variables that more accurately reflect the 

Kenyan insurance environment, and adopting a more rigorous empirical methodology. 

 

Musiega et al. (2017) examined the effect of interest rate risk on the financial performance of commercial banks in Kenya. 

Using ROA and ROE as indicators of profitability, the researchers applied multiple panel regression and correlation analysis to 

data from 44 banks covering 2006–2015. The study combined descriptive survey and correlational research designs. Findings 

demonstrated a significant and positive association between interest rate risk and bank profitability. While informative, the study 

adopted different approaches to measuring interest rate risk, which introduces a conceptual mismatch relative to the current study. 

Additionally, its focus on the banking industry limits its applicability to the insurance sector, which operates under different risk 

exposure patterns and regulatory frameworks, creating a contextual gap. The present study addresses these limitations by 

incorporating sector-specific indicators and expanding the analysis to include multiple dimensions of market risk relevant to 

insurance firms. 

 
4.2.2 Inflation Rate risk and Profitability 

 

Graf et al. (2014) analyzed the influence of inflation risk on financial planning outcomes using sensitivity analysis. Their 

results indicated that inflation risk plays a substantial role in shaping the risk–return characteristics of financial planning products. 

However, the study lacked clarity regarding the population under investigation and the specific metrics used to evaluate risk and 

return. These omissions present a conceptual gap, as the methodological approach did not sufficiently specify how inflation risk 

was operationalized. In contrast, the present study adopted a more rigorous analytical framework by employing multiple 

regression and correlation techniques and by incorporating additional market risk variables relevant to the Kenyan insurance 

sector. 

 

Mwanzia (2024) examined inflation risk—measured through lending rates, interest rates, and Treasury bill rates—and its 

effect on loan portfolio performance in Kenya’s listed commercial banks. The study found a positive and statistically significant 

association between inflation-related variables and loan portfolio outcomes. Nonetheless, its focus on the banking sector limits the 
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transferability of findings to the insurance industry, thereby creating a contextual gap. The current study addressed this limitation 

by integrating market risk indicators that are specifically pertinent to insurance firms and by examining profitability measures 

tailored to the sector. 

 

Similarly, Almansour et al. (2021) identified a negative and significant relationship between inflation and return on assets 

(ROA) within Jordan’s banking industry. However, the study did not engage with the broader conceptualization of inflation risk, 

nor did it incorporate additional market-related variables beyond inflation itself. This oversight, combined with the differing 

economic context, results in both conceptual and contextual gaps. The present study sought to fill these gaps by expanding the 

scope of market risk variables under consideration and applying the analysis within the Kenyan insurance environment, where risk 

exposures and profitability dynamics differ substantially from those observed in the banking sector. 

 
4.2.3 Foreign Exchange Risk and Profitability 

 

Muriithi, Muturi and Waweru (2016) analyzed the influence of market risk—captured through foreign exchange and interest 

rate exposures—on the performance of commercial banks in Kenya, using return on equity as the primary measure of profitability. 

Their study adopted a Time Series Cross-Sectional design and applied panel regression techniques, concluding that market risk 

exerts a negative and statistically significant effect on financial performance. Although the study provides important insights into 

risk–return dynamics within the banking sector, its exclusive focus on banks presents a conceptual limitation, as risk structures 

and investment profiles differ markedly across financial subsectors. Moreover, because the research did not examine the insurance 

industry, its findings cannot be readily generalized beyond the banking context, resulting in a contextual gap. The present study 

sought to address these shortcomings by incorporating additional market risk indicators tailored to the operational and regulatory 

realities of insurance firms. 

 

He, Fayman and Casey (2014) undertook a longitudinal analysis of major U.S. banks, assessing how fluctuations in currency 

values affected profitability over a 30-year period from 1978 to 2008. Using multiple panel regression and correlation methods, 

the authors found a positive association between foreign exchange risk and performance, measured through changes in net 

earnings. Their results suggest that large financial institutions may possess the capacity to leverage currency movements to their 

advantage. However, the economic, institutional, and regulatory conditions of the United States differ substantially from those of 

Kenya, thereby creating a clear contextual gap that limits the applicability of their conclusions in the Kenyan setting. Additionally, 

the study focused exclusively on banking institutions and did not consider insurance-specific exposures, which further restricts the 

relevance of its findings to the current research. In response, the present study concentrated on Kenya’s insurance sector and 

employed market risk and profitability indicators that better reflect the unique characteristics of insurance operations. 

 

4.2.4 Firm Size and Profitability 

 

Ortynski (2016) examined the determinants of performance among non-life insurance companies in Poland using multiple 

panel regression over an eight-year period. Firm size was included as one of the explanatory variables, and the results indicated a 

positive relationship with both Return on Assets (ROA) and Return on Equity (ROE). While informative, the study was 

undertaken in a highly developed European market characterized by advanced regulatory structures and mature insurance 

operations—conditions that differ markedly from those in Kenya. Similarly, Malik (2011), in an analysis of 35 listed insurers in 

Pakistan, reported a positive and statistically significant association between firm size and ROA. Although these studies contribute 

to the understanding of how firm size may influence financial performance, neither incorporated a moderating perspective nor 

considered the unique operational and structural characteristics of the Kenyan insurance industry. The present study seeks to 

bridge these gaps by examining firm size not merely as an independent determinant but as a moderating variable that may shape 

the relationship between market risk and profitability. 

 

In contrast, findings from studies conducted in other emerging markets suggest that the effect of firm size on profitability may 

be more complex. Wolde, Kolech and Dadi (2020), in their investigation of 17 Ethiopian insurance firms, reported a positive but 

statistically insignificant effect of firm size on profitability. Their study relied on a descriptive design and included 

macroeconomic factors such as GDP and exchange rates, yet did not fully establish causal relationships at the firm level. 

Likewise, Ahmeti and Iseni (2022), analysing 65 insurance companies in Kosovo, observed a similarly positive but insignificant 

relationship between firm size, ROA, and net profit margin. These outcomes imply that firm size may not exert uniform influence 

across different institutional contexts and its effect may be moderated or overshadowed by other financial and operational 

dynamics. Notably, both studies treated firm size solely as a direct independent variable, without exploring its potential 

moderating role in shaping the interaction between financial risk exposures and organisational performance. The present study 

addresses this gap by explicitly conceptualizing and testing firm size as a moderator within the market risk–profitability 

relationship. 

 

4.3 Conceptual Framework 

 

The conceptual below framework depicts the relationships between the study variables; independent variables (interest rate 

risk, inflation rate risk and foreign exchange risk), moderating variable (firm size) and the dependent variable (profitability). 
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Independent Variables                                  Dependent Variable 
 
 
 

Moderating Variable 
Figure 1: Conceptual Framework 

 

5. Research Methodology  
 

This study was grounded in a positivist philosophical orientation, which posits that the phenomena under examination exist 

independently of the researcher and are therefore amenable to objective observation and analysis. The nature of the research 

questions, the analytical techniques applied, the study objectives, and the temporal scope were all consistent with the underlying 

assumptions of positivism. As outlined by Cazeaux (2017) and Zukauskas, Vveinhardt, and Andriukaitiene (2018), positivism 

asserts that events and their contextual conditions are external realities, capable of being investigated without distortion from 

subjective interpretation. Guided by this philosophical stance, the study employed an explanatory research design. Saunders et al. 

(2009) describe explanatory research as an approach aimed at identifying and understanding causal relationships among variables. 

Such a design facilitates structured inquiry into how particular variables may influence, or be influenced by, others within a 

defined context. 

 
6. Research Findings and Discussion 
 

The study applied random effects regression with hierarchical moderation to assess whether firm size-measured by the natural 

logarithm of total assets-significantly moderates the relationship between market risks and profitability (ROA and ROE) by 

incorporating interaction terms between firm size and each market risk indicator, and evaluating their statistical significance. 

 

6.1 Moderating Effects of Firm Size on Market Risk and Profitability (ROE) 

 
Table 1: Moderating Effect of Firm Size on Market risk and Return on Equity 

Variable  Coefficient Std. Error     Z P>|z| 
Interest rate risk 1.0998 0.1281 8.5900 0.0000 

Inflation risk -0.0566 0.3016 -0.1900 0.8510 

Foreign exchange risk -0.0001 0.0021 -0.0600 0.9520 

Firm Size (Total Assets) -0.0080 0.0090 -0.8900 0.3720 

Interest rate risk* firm size  0.0234 0.0366 0.6400 0.5220 

Inflation risk* firm size -0.0484 0.1292 -0.3700 0.7080 

Foreign exchange risk* firm size 0.0001 0.0003 -0.0100 0.9890 

_cons 0.1928 0.0603 3.2000 0.0010 

Source: Researcher (2025) 
 

From the findings in Table 1, the following optimal model was developed: 

 
ROEit = 0.1928 + 1.0998IRRit – 0.0566InfRit – 0.0001FERit + 0.0080FSit + 0.0234 (IRR*FS) – 0.0484 (InfR*FS) + 
0.0001 (FER*FS) + εit 

Inflation Rate Risk 
 Annual average Consumer 

Price Index changes. 

Profitability 
 Return on Assets Ratio 

 Return on Equity Ratio 
 

 

Interest Rate Risk 
 Net Interest Margin Ratio. 

 

Foreign Exchange Risk 
 Annual average USD-Ksh 

exchange rate change. 
 

 

Firm Size 
Value of Total 

Assets (Kes)  


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Where: 

ROEit = Return on Equity of Insurance firm i at time t. 

IRRit = Interest Rate Risk for Insurance firm i at time t.  

InfRit = Inflation Risk for Insurance firm i at time t.  

FERit = Foreign Exchange Risk for Insurance firm i at time t. 

FSit = Foreign Exchange Risk for Insurance firm i at time t. 

ε it = the error term. 

 

The analysis examined the moderating effects of firm size on Market risk and Return on Equity (ROE). The findings in Table 

1 showed that firm size does not significantly alter these relationships, as all interaction terms between firm size and the market 

risk indicators were statistically insignificant, given that their corresponding p-values exceeded the 0.05 threshold. The interaction 

terms for Interest rate risk (B = 0.0234, p = 0.5220), Inflation risk (B = -0.0484, p = 0.7080), and Foreign exchange risk (B = 

0.0001, p = 0.9890), along with the direct effect of Firm size (B = -0.0080, p = 0.3720), were also insignificant, leading to the 

non-rejection of the three null hypothesis (H01, H02.and H03). 

 
6.2 Moderating Effects of Firm Size on Market Risk and Profitability (ROA) 

 

Table 2: Moderating Effect of Firm Size on Market risk and Return on Asset 
Variable  Coefficient Std. Error    Z P>|z| 
Interest rate risk 1.2589 0.1562 8.0600 0.0000 

Inflation risk -0.2402 0.3672 -0.6500 0.5130 

Foreign exchange risk -0.0006 0.0025 -0.2300 0.8180 

Firm Size (Total Assets) -0.0120 0.0110 -1.1000 0.2730 

Interest rate risk* firm size 0.0293 0.0446 0.6600 0.5110 

Inflation risk* firm size -0.0426 0.1574 -0.2700 0.7870 

Foreign exchange risk* firm size 0.0001 0.0003 -0.0800 0.9340 

_cons 0.2487 0.0736 3.3800 0.0010 

Source: Researcher (2025) 
 

From the findings in Table 2, the following optimal model was developed: 

 
ROAit = 0.2487 + 1.2589IRRit - 0.2402InfRit - 0.0006FERit – 0.0120FSit + 0.0293 (IRR*FS) – 0.0426 (InfR*FS) + 
0.0001 (FER*FS) + ε it 

 

Where: 

ROAit = Return on Assets of Insurance firm i at time t. 

IRRit = Interest Rate Risk for Insurance firm i at time t.  

InfRit = Inflation Risk for Insurance firm i at time t.  

FERit = Foreign Exchange Risk for Insurance firm i at time t. 

FSit = Foreign Exchange Risk for Insurance firm i at time t. 

ε it = the error term 

 

The regression results in Table 2 indicate that the moderating variable, firm size, does not significantly have any effect 

between market risk and Return on Assets (ROA) among insurance firms in Kenya, as evidenced by the insignificance of all 

interaction terms. Interest rate risk (B = 0.0293, p = 0.5110), Inflation risk (B = -0.0426, p = 0.7870), and Foreign exchange risk 

(B = 0.0001, p = 0.9340) were all statistically insignificant, along with the direct effect of firm size (B = -0.0120, p = 0.2730), 

leading to the non-rejection of the three null hypothesis (H01, H02.and H03). These findings imply that the influence of Market risks 

on profitability remains largely consistent across firms of different sizes, supporting similar conclusions drawn by Mwaurah 

(2019) and Maniagi (2018), but diverging from Gweyi (2018). 
 

7. Conclusions and Recommendations 

 

The conclusions drawn from this study are informed by the comprehensive regression analyses undertaken to address the three 

research objectives. The central objective was to assess whether firm size moderates the relationship between market risk and 

profitability within Kenya’s insurance sector. The empirical findings demonstrated that firm size, measured using the natural 

logarithm of total assets, and did not exert a significant moderating influence on any of the relationships between the selected 

market risk variables and the profitability indicators. In addition, the direct effect of firm size on both ROA and ROE was found to 

be statistically insignificant. These results collectively suggest that firm size neither strengthens nor weakens the impact of market 

risk on profitability. 
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This outcome indicates that the capacity to manage or withstand fluctuations in interest rates, inflation, and foreign exchange 

movements does not improve solely by virtue of an insurer’s scale, challenging the commonly held view that larger firms are 
inherently more resilient. The findings therefore underscore the need for insurance companies, regardless of size, to prioritise 

robust and strategically designed market risk management practices. Reliance on firm size as a protective mechanism is 

insufficient; instead, targeted and well-integrated risk mitigation frameworks are essential for sustaining profitability in the face of 

market volatility. 

 

In light of the study’s findings, several recommendations are proposed. First, insurance companies in Kenya should implement 

comprehensive and standardized risk management practices irrespective of organisational size. Both smaller and larger insurers 

must adopt well-structured frameworks that address their specific exposures to market risk, rather than relying on firm size as an 

inherent protective factor. Second, firms should prioritise the monitoring and management of key market risk components, 

particularly interest rate, inflation, and foreign exchange risks, as these factors demonstrated more substantive relevance to 

profitability than firm size. Finally, insurance companies, regardless of scale, should ensure the maintenance of adequate capital 

buffers to withstand financial shocks and mitigate the adverse effects of market volatility on performance. Strengthening capital 

resilience and enhancing market risk management capabilities are therefore essential for sustaining profitability across the sector. 
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