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1. Introduction 

 

The insurance sector occupies a central position within a country’s financial system and plays a distinctive role in both 

advanced and emerging economies. Scholars such as Ayyubi and Widyastutik (2019), Charumathi (2012), Ahmed et al., (2010) 

and Brainard (2008) highlight that insurance institutions form a key segment of non-bank financial markets, supporting economic 

performance in several ways. They help stimulate economic expansion by lowering transaction costs, enhancing resource 

allocation, creating liquidity, and distributing financial losses across wider pools. The industry also mobilizes substantial financial 

resources and undertakes risk underwriting, thereby strengthening financial stability. Tasdemir and Alsu (2024) further emphasize 

that insurance companies contribute to national development by offering products and services that cushion households and 

businesses from risk, safeguard assets, and support overall financial resilience. 

 

According to the Association of Kenya Insurers (2021), emerging markets have become the main drivers of global insurance 

growth, accounting for approximately 80% of the sector’s expansion. Despite this momentum, Africa continues to record some of 

the lowest insurance penetration levels worldwide, signaling a significant untapped opportunity. Within the Kenyan context, the 

Insurance Regulatory Authority (IRA) identifies industry development and the enhancement of insurers’ financial soundness as 

major regulatory priorities. The IRA’s 2018–2022 Strategic Plan is closely aligned with broader national and global policy 

frameworks, including Kenya Vision 2030, the Big Four Agenda, the Third Medium-Term Plan (MTP III), the Financial Services 

Sector Plan for 2018–2022, the Sustainable Development Goals, and international standards for insurance sector oversight 

(Insurance Regulatory Authority, 2018). 

 

1.1 Liquidity Risk 

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

Abstract  

Despite the Kenya insurance industry recording consistent growth in premium income, over the period 2014 to 2022, 

performance data documented by the Insurance Regulatory Authority and the Association of Kenya Insurers indicates that 

profitability, quantified by Return on Assets and Return on Equity, has been on the decline over the period, though 

experiencing a spike in 2019. In June 2013 the Insurance Regulatory Authority established a comprehensive set of prudential 

risk management guidelines for the insurance industry in response to the failure and eventual liquidation of at least 9 insurance 

firms prior to 2013, primarily due to poor profitability. Nevertheless, despite insurance organizations adopting these regulatory 

measures, profitability continues demonstrating a downward trajectory throughout the specified period. Consequently, the 

empirical relationship between Liquidity risk exposure and insurance firm profitability remains theoretically un-established. 

This investigation aimed to ascertain the effect of liquidity risk on the profitability of insurance companies operating in Kenya. 

The theoretical framework incorporated modern portfolio theory, extreme value theory, agency theory, institutional theory and 

stakeholder theory. The study employed positivist philosophical approach and explanatory research methodology. The 

research encompassed a comprehensive examination of all 55 insurance entities registered with the Insurance Regulatory 

Authority in Kenya through 31st December 2022. Audited financial reports accessible through the Insurance Regulatory 

Authority and Association of Kenya Insurers digital platforms provided secondary data spanning 2014 through 2022. The 

Central Bank of Kenya and Kenya National Bureau of Standards supplied supplementary information. Analytical procedures 

encompassed descriptive statistics, panel regression methodology and Pearson's Product-Moment Correlation technique. The 

study found that liquidity risk exhibits positive and statistically significant effect on profitability. Consequently, the study 

recommends that since higher liquidity risk is associated with higher profitability, insurance firms can explore more aggressive 

investment strategies, such as investing in long-term, higher-return assets so as to leverage liquidity risk enhancing returns, 

while ensuring adequate risk buffers. Insurance Regulatory bodies in Kenya should also create policies that allow insurance 

firms to optimize their liquidity management strategies while ensuring financial stability. 

Key words: Liquidity Risk, Profitability, Return on Equity, Return on Assets, Kenya 
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According to the Insurance Regulatory Authority (2017), Liquidity risk entails the likelihood of a firm failing to fulfill its 

contractually obligated financial commitments upon their maturity. Geneva Association (2023) documents that Liquidity risk refer 

to the inability of an entity to meet its short-term financial obligations due to a lack of readily available funds. It points to the 

threat of a firm’s inability to meet payouts emanating from policies (maturities, expenses, surrender, etc.) from its liquid assets, 

resulting in losses due to forced sale of assets at below fair value, in spite of the firm showing adequate solvency (Kamau & 

Njeru, 2016). Brand (2018) and Sonjai (2008) indicate that the loss incurred from inadequate liquidity emanates from fire sale, 

paying contractual penalties or borrowing at high interest rates to honour payouts. Liquidity risk emerges from two primary 

factors, from the side of the assets and from the side of the liabilities. Gasper and Sousa (2010) assert that Liquidity risk remains a 

key factor influencing the solvency of insurance companies. 

 

According to Fatimah and Purbaningsih (2018), Chen et al., (2017) and Wani and Dar (2015), liquidity risk may be quantified 

by the liquidity ratio, which depicts the current assets in proportion to the current liabilities. However, as proposed by the 

Insurance Regulatory Authority (2017), this study adopted the measure of the proportion of liquid assets, current assets, in excess 

of current liabilities to the total assets that the firm holds i.e., the proportion of ‘excess liquid assets’ that the company will be left 

with after settling the current liabilities. In this regard, over the study period, (2014 – 2022), we observed a compound annual 

growth rate (CAGR) of Liquidity risk of 4.63% and an overall growth rate of 31.58%. 

 

1.2 Profitability 

 

According to Tiplady (2024) and Walters and Helman (2023), profitability assesses the trading or operating performance of 

the company, i.e., levels of trading profits generated and the effectiveness of the use of trading assets. Chipa and Wamiori (2017), 

Fali, Nyor and Mustapha (2020), EIOPA (2021) assert that profitability in the insurance industry is primarily quantified by return 

on assets (ROA) and the return on equity (ROE). OECD (2019) contends that an Insurer’s profitability and capacity to generate 

income can be reliably quantified by use of Return on equity (ROE). Ehiogu and Nnamocha (2018) further indicated that 

Profitability is a key determinant of insurers’ financial health. According to the Insurance Regulatory Authority (2021), Return on 

Assets is quantified by the Profit before Tax in proportion to Average Total Assets, while Return on Equity is quantified by use of 

the Profit after Tax to Average Shareholders’ Funds. 

 

1.3 Insurance Firms in Kenya 

 

At the close of 2022, there were 55 Insurance firms registered by the IRA (Insurance Regulatory Authority, 2023). The 

Association of Kenya Insurers (2018) contends that over the years, the Kenya insurance industry has demonstrated great 

resilience. 

 

Table 1: Key Profitability Ratios for Insurers (%) 

  2014 2015 2016 2017 2018 2019 2020 2021 2022 2014-2022 

Growth/Decline 

Return on Assets 

(ROA) 

5.5 3.8 3.6 3.2 1.8 2.9 1.2 1.6 2.4 -56.38% 

Return on Equity 

(ROE) 

16 11.4 9.9 9.7 4.9 9.7 3.4 6.2 8.4 -47.50% 

Return on Capital 

Employed (ROCE) 

18.0 11.4 14.2 10.4 4.0 15.0 4.7 9.8 13.3 -26.11% 

Source: IRA (2023) 

 

Table 1 show that the Insurance industry profitability measures of Return on Assets (ROA) and Return on Equity (ROE) have 

been on the decline over the period 2014 – 2022. Over the period, ROA declined steadily from 5.5%, in 2014, to 2.4%, in 2022, 

despite a slight recovery in 2019 before resuming the decline in 2020 and thereafter a slight recovery in 2021 and 2022. ROE 

depicts a similar decline, from 16%, in 2014, to 5.2%, in 2020 and a slight recovery in 2021 and 2022, with the steepest decline 

occurring between 2017 and 2018 as a result of a steeper decline in Operating profit. 
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Figure 1: Insurance Industry Trend of Return on Assets (ROA)  

Source: IRA (2023) 

 

Figure 1 captures the decline in Return on Assets (ROA) of Kenya insurance industry (2014 – 2022). 

 

 
 

Figure 2: Insurance Industry Trend of Return on Equity (ROE)  

Source: IRA (2023) 

 

Figure 2 captures the decline in Return on Equity (ROE) of Kenya insurance industry (2014 – 2022). 

 

2. Statement of the Problem 

 

The Kenya insurance industry plays a primary role by virtue of its input towards the GDP of the country and forms an essential 

part of the financial services sector. Over the study period, 2014 – 2022, we observed a decline in the compound annual growth 

rate (CAGR) in ROE of -7.74% and an overall decrease of -47.5%, while ROA recorded a decline in the CAGR of -9.85% and an 

overall decrease of -56.36% over the period. Boosting profitability is a core function of a firm as it forms a sound basis through 

which business performance may be evaluated and future prospects may be analyzed (Nguyen and Nguyen, 2020). In this regard, 

the decline in profitability depicted threatens the Kenya insurance industry in entirety, besides its fundamental role within the 

financial services industry and its input towards the country’s economic growth. 

 

Empirical literature on the relationship between liquidity risk and profitability reveals multiple methodological, contextual, 

and conceptual limitations that this study sought to address. For instance, Tsvetkova et al, (2021), Hussainie and Joo (2019), 
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Kamau and Njeru (2016), and Kaya (2015) employed varied analytical techniques and model specifications, creating 

inconsistencies in the comparability of their findings. The absence of uniform statistical procedures, such as comparable 

regression models or robust diagnostic tests, limits the generalizability and reliability of their conclusions across different 

financial settings. Contextual gaps are also evident in the reviewed literature, as many studies have been conducted in sectors and 

countries with significantly different regulatory and economic conditions. For example, Ishmail (2024), Tsvetkova et al., (2021), 

Pradhan and Dahal (2021), Fali, Nyor and Mustapha (2020), Tassew and Hailu (2019), Olalekan (2018), Muthumoni and Raj 

(2017), Berhe and Kaur (2017), and Charumathi (2012) conducted their research in banking, manufacturing, and non-African 

economies. 

 

Conceptual gaps further compound the inconsistencies in prior research, as different studies have used varying indicators to 

define both liquidity risk and profitability. Authors such as Ishmail (2024), Kiptoo, Kariuki and Ocharo (2021), Pradhan and 

Dahal (2021), Hussainie and Joo (2019), and Muthumoni and Raj (2017) employed measures like current ratio, quick ratio, or 

total liquid assets to represent liquidity risk. Similarly, their profitability metrics ranged from net interest margin and earnings per 

share to operating margin, instead of the more standardized Return on Assets (ROA) and Return on Equity (ROE). This lack of 

conceptual alignment has hindered the synthesis of findings across studies and created ambiguity in identifying clear patterns or 

policy implications. 

 

Contrasting empirical positions regarding the association between liquidity risk and profitability, highlights the complexity of 

this relationship across different contexts. Some studies, such as those by Kiptoo, Kariuki and Ocharo (2021), Tsvetkova et al., 

(2021), Muthumoni and Raj (2017), Wani and Dar (2015) and Charumathi (2012) established a positive and significant 

relationship between liquidity risk and profitability. However, other empirical inquiries including Mutua, Wamugo and Theuri 

(2023), Pradhan and Dahal (2021), Onsongo, Muathe and Mwangi (2020), Tassew and Hailu (2019), Hussainie and Joo (2019), 

Olalekan (2018), Berhe and Kaur (2017), Muriithi (2016), Kamau and Njeru (2016), Petria, Caprarub and Ihnatov (2016) and 

Kaya (2015) found a negative and significant relationship on the same, arguing that excess liquidity may reflect inefficiencies or 

idle resources that could otherwise be deployed for profit-generating activities. Notably, studies such as those by Von Tamakloe et 

al., (2023) found a positive and insignificant relationship while Ishmail (2024) and Fali, Nyor & Mustapha (2020) found a 

negative and insignificant relationship on the same, further complicating the consensus. These contradictory findings point to 

unresolved empirical gaps that vary by geography, measurement approaches, and institutional contexts, thereby justifying the 

relevance and necessity of the current study, which anchors its analysis within the Kenyan insurance sector using refined metrics 

and contextual understanding. 

 

3. Objective of the Study 

 

The main objective of the study was to determine the effects of liquidity risk on profitability of insurance firms in Kenya. 

 

4. Literature Review    

 

4.1 Theoretical Review 

 

4.1.1 Agency Theory 

 

Agency Theory was formally introduced by Jensen and Meckling in 1976, although foundational contributions were 

independently developed earlier by Stephen Ross and Barry Mitnick in the early 1970s. The theory focuses on the principal-agent 

relationship, where one party (the agent) is authorized to make decisions on behalf of another party (the principal). In corporate 

finance and organizational structures, this theory is often applied to explain the interaction between shareholders and managers. A 

fundamental assumption of the theory is that agents may not always act in the best interest of principals, due to divergent goals, 

access to asymmetric information, and differing risk preferences. This divergence creates what is known as the agency problem, 

wherein agents pursue actions that maximize their utility at the potential expense of the principal. 

 

In the context of liquidity risk, agency theory is relevant in explaining the decision-making behaviour of managers concerning 

risk exposure and return expectations. Managers, acting as agents, may prefer conservative strategies to preserve their positions 

and compensation, while shareholders, as principals, may favour strategies that enhance returns even if associated with higher 

risk. This misalignment becomes particularly evident in insurance firms, where risk management decisions can significantly affect 

profitability, capital adequacy, and shareholder value. For this study, the theory serves to explain the internal institutional factors 

that moderate the relationship between liquidity risk and profitability. Therefore, Agency Theory is a critical lens for examining 

how managerial conduct and governance systems shape financial outcomes in the insurance sector. 

 

4.1.2 Institutional Theory 
 

Institutional theory emerged through foundational contributions from Philip Selznick (1957), John Meyer and Brian Rowan 

(1977), and later refined by scholars such as Scott (2001, 2007). The theory focuses on how organizational behavior is shaped not 

only by internal efficiency goals but also by external expectations, social norms, legal frameworks, and cultural forces. 

Institutions, as defined within this theory, consist of established rules, practices, routines, and shared beliefs that influence how 
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organizations operate and interact with their environments. In the insurance sector, institutional theory offers insights into how 

external regulatory and social environments influence the way firms manage liquidity risk. Insurance firms do not operate in 

isolation; they are embedded within broader institutional frameworks that include regulatory mandates, professional bodies, and 

societal expectations. These institutions influence what is considered acceptable or legitimate behaviour in areas such as financial 

reporting, underwriting practices, and capital management. 

 

The theory provides a comprehensive framework for analyzing how external rules, norms, and expectations shape liquidity 

risk management practices within insurance firms. The theory explains that organizational behaviour is influenced not only by 

efficiency considerations but also by the pursuit of legitimacy and conformity to institutionalized expectations. For the present 

study, it contributes to explaining the broader institutional environment in which liquidity risk is managed and profitability is 

pursued. Therefore, it serves as a vital theoretical pillar in assessing the intersection between liquidity risk exposure and 

organizational performance. 

 

4.1.3 Stakeholder Theory 
 

Stakeholder Theory was formally introduced by Edward Freeman in 1984, although the philosophical underpinnings of the 

theory trace back to earlier organizational ethics discourses. The theory challenges the traditional shareholder-centric view of the 

firm by asserting that organizations exist to serve a wide range of stakeholders, not just owners or investors. Stakeholders are 

defined as individuals or groups who can affect or are affected by the organization’s objectives, including employees, customers, 

suppliers, regulators, communities, and creditors. In the insurance industry, stakeholder demands are particularly influential due to 

the sector’s regulatory sensitivity and public accountability. Policyholders expect timely service, fair treatment, and financial 

protection; regulators require solvency and compliance; employees seek job security and ethical governance. Each of these 

stakeholder groups has the capacity to influence organizational stability and profitability. Stakeholder Theory encourages firms to 

consider these constituencies not as obstacles, but as contributors to value creation and risk management. 

 

The theory offers a comprehensive framework for understanding how organizational performance, liquidity risk, and 

profitability are influenced by multiple constituencies. For this study, Stakeholder Theory serves as a key theoretical lens in 

analyzing how insurance firms in Kenya manage liquidity risk while maintaining profitability. It underscores the importance of 

relational governance and multi-stakeholder accountability in enhancing organizational sustainability. 

 

4.2 Empirical Literature 

 

4.2.1 Liquidity Risk and Profitability 

 

In an effort to analyze these variations more specifically, Tsvetkova et al., (2021) conducted a study on Russian insurance 

companies using descriptive research design and a panel of 45 firms from 2012 to 2018. Their results indicated a positive 

association between liquidity ratios and Return on Assets (ROA). However, this study was limited by its descriptive nature, which 

restricts causal interpretation, and the contextual specificity of the Russian market, which operates under macroeconomic 

conditions vastly different from those in Kenya. Similarly, Pradhan and Dahal (2021) investigated the performance of Nepalese 

insurance firms, applying multiple panel regression on a sample of 21 insurers. Their findings revealed a negative and significant 

relationship between liquidity risk (proxied by current ratio) and profitability (proxied by ROA and EPS). Nonetheless, the study’s 

reliance on different liquidity measures, along with its Nepalese setting, introduces a contextual disparity. These methodological 

and contextual limitations reduce the generalizability of the findings and emphasize the need for a Kenyan-based study that not 

only adopts a stronger explanatory design but also incorporates broader risk dimensions and a robust moderating variable such as 

firm size. 

 

Additional evidence was provided by Hussainie and Joo (2019), who examined Indian life insurers over a ten-year span using 

panel regression. They found a negative and significant association between liquidity ratio and ROA, asserting that excessive 

liquidity could deter profitability due to underutilization of available funds. However, their use of descriptive design, as well as 

the Indian economic environment, limits the applicability of their findings to Kenya. 

 

Olalekan (2018), working with listed Nigerian insurers, used correlational design and discovered a similar negative 

relationship. However, the focus on listed firms excludes smaller or non-listed players, reducing the representativeness of the 

sample. The current study bridges these gaps by introducing firm size as a moderating variable and employing a broader sample 

reflective of the Kenyan insurance sector. Additionally, a more nuanced classification of liquidity risk was adopted to ensure 

alignment with the operational realities of the local context, thereby enhancing both conceptual and methodological robustness. 

 

Other studies, such as Kaya (2015) in Turkey and Charumathi (2012) in India, also explored the liquidity-profitability nexus 

using the current ratio as a proxy for liquidity risk. Both researchers identified a negative and positive significant relationship, 

respectively. However, these studies shared common limitations—use of descriptive research designs and short observation 

periods. Additionally, by employing explanatory research design the present study endeavors to uncover causal relationships 

specific to the Kenyan financial landscape. This methodological advancement positions the study to contribute uniquely and 

credibly to the broader discourse on liquidity management and financial sustainability in the insurance industry. 
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4.3 Conceptual Framework 

 

The conceptual below framework depicts the relationships between the study variables liquidity risk and profitability. 

 

 

 

 

 

 

 

              Independent Variable                                 Dependent Variable 

Figure 3: Conceptual Framework 

 

5. Research Methodology  

 

The study adopted a positivism paradigm since the relevant events and environment are independent and external to the 

researcher and objective. Additionally, with regard to the type of investigation, data analysis, study objectives in addition to the 

period considered, the positivism paradigm was used as a guide.  

 

According to Cazeaux (2017) and Zukauskas, Vveinhardt and Andriukaitiene (2018), Positivism makes an assumption that the 

relevant events and environment are independent and external to the researcher and objective. For this study Explanatory research 

design was adopted. Saunders et al., (2009) documents that Explanatory research encompasses studies that seek to determine 

causal relationships between the study variables. This focuses on analyzing a problem or situation so as to explain the 

relationships between the study variables. 

 

All the Insurance firms in Kenya registered by the Insurance Regulatory Authority formed the target population of this study. 

The Insurance Regulatory Authority (2023) indicates that at the end of 2022, there were 55 registered Insurance firms, which 

formed the target population. Additionally, all Insurance firms in Kenya are incorporated in the profitability statistics, ROA and 

ROE, depicted by industry averages. In view of this, all the insurance companies registered as of 31st December 2022 formed the 

Unit of analysis for the study. The study adopted a census approach. 

 

This study adopted a panel regression model, going by the fact that both cross-sectional and time series dimensions are 

captured in the data (Greene, 2008). Consequently, the effect of liquidity risk on profitability was investigated using panel data 

analysis. The study adopted the following models:  

 

ROAit = α + β1LRit + ε it …………………. Model 1 

 

ROEit = α + β1LRit + ε it …………………. Model 2 

Where: 

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

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

α = The intercept   

β1 = Regression coefficient 

LRit = Liquidity Risk for Insurance firm i at time t.  

ε it = the error term  

 

6. Research Findings and Discussion 

 

6.1 Descriptive Statistics  
 

Descriptive statistics help in exhibiting the basic features of the data used in the study (Saunders, et al., 2009). To attain annual 

results that are representative of the entire study population, yearly average values of the study variables are used. Subsequently, 

the descriptive analysis presents statistical data for the period of 2014–2022. Trend analysis results of the variables are provided 

herein. 

 

Table 1: Descriptive statistics 

Variable Obs. Mean Std. Dev. Min Max 

Return on equity 495 0.0184 0.5976 -6.4189 7.4342 

Return on assets 495 0.0185 0.0807 -0.7993 0.3628 

Liquidity risk 495 0.0772 0.1247 -0.2348 0.9048 

Source: Research findings (2025) 

Liquidity Risk 

Proportion of Current assets in 

excess of current liabilities to the 

total assets 
 

 

Profitability 

 Return on Assets Ratio 

 Return on Equity Ratio 
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As depicted in Table 1 the study found that the average profitability of insurance firms in Kenya, as measured by Return on 

Equity (ROE), stood at 1.84% with a standard deviation of 0.5976, ranging from a minimum of -6.4189 to a maximum of 7.4342. 

Return on Assets (ROA) recorded a mean of 1.85%, a relatively modest figure, with values spanning from -0.7993 to 0.3628 and a 

standard deviation of 0.0807. These results suggest a mixed performance across firms, with significant disparities in their capacity 

to generate returns either from shareholder equity or total asset investment. The mean liquidity risk was 7.72%, with a low 

standard deviation of 0.1247, showing minor deviations among firms, although the range extended from -0.2348 to 0.9048.  

 

6.2 Trend Analysis 

 

6.2.1 Return on Equity 
 

The study sought to show the variation in Return on Equity (ROE) in insurance firms in Kenya for the period of the study. The 

means for the data was computed and used in the computation of the trend analysis, which is presented in Figure 4. 

 

 
 

Figure 4: Insurance Industry Trend of Return on Equity (ROE) 

Source: IRA (2023) 

 

Over the study period we observed a decline in the compound annual growth rate (CAGR) in ROE of -7.74% and an overall 

decrease of -47.5% over the period, despite slight recovery in 2019 and 2022, with the highest rates of decline occurring between 

the years of 2014 – 2015, 2017 – 2018 and 2019 – 2020 as shown by the findings in Figure 4. This may be explained by an overall 

decline in Profit before tax of -33.19%, while Shareholders funds saw an increase of 76.5% over the period. 

 

6.2.2 Return on Assets 
 

The study sought to show the variation in Return on Assets (ROA) in insurance firms in Kenya for the period of the study. The 

means for the data was computed and used in the computation of the trend analysis, which is presented in Figure 5. 
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Figure 5: Insurance Industry Trend of Return on Assets (ROA) 

Source: IRA (2023) 

 

Over the study period we observed a decline in the compound annual growth rate (CAGR) in ROA of -9.85% and an overall 

decrease of -56.36% over the period, despite slight recovery in 2019 and 2022, with the highest rates of decline occurring between 

the years of 204 – 2015, 2017 – 2018 and 2019 – 2020 as shown by the findings in Figure 5. This may be explained by an overall 

decline in Profit before tax of -22.61%, while Total assets saw an increase of 76.5% over the period. 

 

6.2.3 Liquidity Risk 
 

The study sought to show the variation in liquidity risk in insurance firms in Kenya for the period of the study. The means for 

the data was computed and used in the computation of the trend analysis, which is presented in Figure 6. 
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Figure 6: Insurance Industry Trend of Liquidity risk  

Source: IRA (2023) 

 

Over the study period we observed a compound annual growth rate (CAGR) of Liquidity risk of 4.63% and an overall growth 

rate over the period of 31.58% as shown by the findings in Figure 6. This may be explained by the marked increase in current 

liabilities as compared to current assets during the period. While total assets saw an increase of 76.5%, current assets increased by 

40.0% as compared to current liabilities which increased by 96.8% over the period, with 2019 seeing the highest increase in 

current liabilities before reverting back to the mean trend. 

 

6.3 Correlation Analysis 
 

The study conducted a correlation analysis as shown in Table 2. 

 

6.3.1 Liquidity Risk and Return on Equity 
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Table 2: Correlation Analysis of liquidity Risk and Return on Equity 

  Return on Equity Liquidity risk 

Return on equity 1.0000 

 Liquidity risk 0.7465 1.0000 

Source: Research findings (2025) 

 

Table 2 depicts the correlation between the study variables (liquidity risk, return on Equity). The findings reveal a strong 

positive and statistically significant relationship between liquidity risk and Return on Equity (ROE), with a coefficient of 0.7465 

and a p-value of 0.0000, indicating that firms facing higher liquidity risk tend to report higher ROE due to more aggressive 

allocation of capital toward revenue-generating activities.  

 

6.3.2 Liquidity Risk and Return on Assets 

 

Table 3: Correlation analysis of Liquidity Risk and Return on Assets 

  Return on Assets Liquidity Risk 

Return on assets 1.0000 

 Liquidity risk 0.6902 1.0000 

Source: Research findings (2025) 

 

The findings in Table 3 indicate a strong positive and statistically significant relationship between liquidity risk and Return on 

Assets (ROA), with a coefficient of 0.6902 and a p-value of 0.0000, suggesting that firms with higher liquidity risk tend to utilize 

their assets more efficiently by prioritizing productive investments over maintaining excess liquid reserves.  

 

6.4 Panel Regression Analysis and Hypothesis Testing 

 

6.4.1 Liquidity Risk and Return on Equity 

 

Table 4 includes regression analysis of Liquidity risk and ROE. Random effects regression model was used. 

 

Table 4: Regression Analysis of Liquidity Risk and Return on Equity 

ROE Coef. Std. Err. z P>z 

Liquidity risk 0.4317 0.0716 6.0300 0.0000 

_cons 0.0346 0.0195 1.7800 0.0760 

Source: Researcher (2025) 

 

From the findings in Table 4, the following optimal model was developed: 

 

ROEit = 0.0346 + 0.43171LRit + εit 

Where: 

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

LRit = Liquidity Risk for Insurance firm i at time t.  

ε it = the error term 

 

The study established a positive and statistically significant association between liquidity risk and Return on Equity, with a 

regression coefficient of 0.4317 and a p-value of 0.0000. This outcome necessitated the rejection of the null hypothesis (H₀₁), 

confirming that liquidity risk significantly influences profitability among Kenyan insurance firms.  

 

6.4.2 Liquidity Risk and Return on Assets 

 

Table 5 presents the regression analysis of Liquidity risks and Return on Assets. Random effects regression model was used. 

 

Table 5: Regression Analysis of Liquidity Risk and Return on Assets  

ROA Coef. Std. Err. z P>z 

Liquidity risk 0.4236 0.0873 4.8500 0.0000 

_cons 0.0367 0.0238 1.5400 0.1230 

Source: Researcher (2025) 
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From the findings in Table 5, the following optimal model was developed: 

 

ROAit = 0.0367 + 0.4236LRit + ε it 

Where: 

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

LRit = Liquidity Risk for Insurance firm i at time t.  

ε it = the error term 

 

The study found a positive and statistically significant relationship between liquidity risk and Return on Assets, with a 

coefficient of 0.4236 and a p-value of 0.0000, thereby supporting the rejection of the null hypothesis (H₀₁).  

 

7. Conclusions and Recommendations 
 

The conclusions of this study are drawn from detailed regression analysis and are aligned with the objective outlined at the 

beginning of the research which examined the influence of liquidity risk on profitability, the results demonstrated a positive and 

statistically significant relationship between liquidity risk and both Return on Equity (ROE) and Return on Assets (ROA). The 

study concludes that firms assuming higher liquidity risk, by holding lower levels of liquid assets, tend to achieve better financial 

outcomes. This suggests that efficient allocation of liquid resources into revenue-generating investments may enhance both equity 

returns and asset utilization. Hence, the findings imply that rather than maintaining excess liquidity buffers, insurance firms may 

benefit from strategies that balance liquidity with productive investment. Such an approach enables them to capitalize on market 

opportunities while sustaining solvency. 

 

Based on the findings, Insurance Regulatory bodies in Kenya should create policies that allow insurance firms to optimize 

their liquidity management strategies while ensuring financial stability. Additionally, policymakers should assess current 

minimum liquidity ratios to ensure they are not overly restrictive, enabling firms to take calculated liquidity risks that enhance 

profitability.  
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