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ught to e tabli h the correlation b tween corp rate gov man 

reform and p rformance of companie qu ted at the air bi Sto k 

Exchange. The tudy targeted all the forty-nine c mpanie li ted at the 

airobi S ck Exchange under the Main Inve tment Market Segment 

(MIMS) and the Alternative Inve tments Segment (AIMS . A questionnaire 

was admini tered to all the e companie . Forty-four companies re ponded 

giving are pon e rate of eighty-nine percent which wa con idered adequate 

for the study. 

Attributes of the companie that responded were obtained from the audited 

fmancial tatements covering the period 1994 to 2003. Correlation analy is 

wa used to e tabli h the strength of the relationships between the various 

corporate governance attributes and company performance. 

From the study it is evident that the type of executive compensation used by 

a company greatly impacts on the performance of the company. Mixed 

results were obtained for the correlation between the size and composition of 

the board and company performance. But going per the trends and the 

guidance issued by the Capital Markets Authority most the companies have 

average sized boards of between five and ten member . The Chief Executive 

Officer is also not the chairman of the board of directors. 
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OD TIO 

1.1 Ba kground 

H PTER 

1.1.1 eaning and importao e of corporate governance 

Corporate Govemanc r fer to the manner in which the p wer of a 

orporation i exer i ed in the teward h.ip role f the corp rati n total 

portfolio of as et and re ources with the objective of maintaining and 

increa ing hareholder value and ati faction of other takeholde in the 

context of it corporate m.i ion (Private Sector Corporate Governance Tru t 

(2000) . It i concerned with creating a balanc between economic and 

ocial goal and between individual and communal goals while encouraging 

efficient u e of resource accountability in the use of power and tewardship 

and as far as po sible to align the interests of individual corporations and 

society. 

According to Magretta (1998) corporate governance i increasingly emg 

recognized as an important element for sustainable development in all 

ectors both public and private. Good corporate governance practices bring 

ab ut wealth creation generation of economic growth and expan ion of 

employment opportunitie and thus contributing to alleviation of p verty. 

At the corporate level c rporate governance aims at creating corporation 

that are governed transparently accountably responsibly re pon ively 

efficiently and effectively and with highe t level of integrity. 

There are variou measure of company performance. Company 

performance can be mea ured using such measure as profit after tax return 

of a ets return on equity earnings per share and tock prices. The choice of 

the performance measure used is dependant on the purpo e for which the 

mea ure is intended to be u ed for. 



u b f th r y urrounding rp rate g eman t n t £ u 

on wh ther orporate go ernan e is related to rporate p rl rman e. 

S veral tuclie ha e n arried out on corp rate g vemanc but th y have 

bown c nflicting re ult on the relationship tween go d corp rate 

go mane pra ti e and company p rformance. Agrawal and Kn eber 

(199 fin that mor out ide director on the board negatively affect 

performance. On the other hand Schellenger et al (1989) ob erve a positive 

relati n hip betwe n outside director representation and corporate financial 

performance. 

In her tudy on corporate governance Jebet (2001) found that good 

corporate encourages additional investment and lowers the cost of capital. 

Good governance procedures keep managers accountable so as to reduce 

conflict of intere t between management and shareholders. It en ures that the 

personal interests of the management work for and not against those of the 

company at large. Tran parency through the improved disclosure of accurate 

and timely information on corporate performance en ures that proper 

decisions are made. Thi reduces the chances of poor investment decisions 

that could lead to huge los e . It enhance re pon ibility of the corporation 

to obey the law and to act with regard to the need of other corporate 

stakeholders i.e. profit maximization and shareholder wealth maximization. 

Companies with good governance tend to have higher values in the market. 

With this the company can secure a ub tantial market share and the ability 

to manipulate price . Good governance also enables fmns to attract 

institutional investors due to availability of loan security. Funding obtained 

from institutional inve tors can be used for expansion of business operations. 
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Empiri al how a lo corr lati n tween appli ati n of g d 

corpo ~ pra ti e and p rforman in orporati ns. S eral tudie ha e 

th rei a gov man pr mium' for compani whi h nform 

to 1 al tandard f t pra tice on corporate governance. Clo ely 

m nit red companie ften utperform their c unterpart that have po r 

go ernan e. Schellenger et al 19 9 b erve a po itive relati n hip 

between out ide director r pre entation and corporate fmancial performance. 

Agrawal and agarajan ( 1990 unfolded the relationship etween corporate 

control owner hip, control and performance of the ftrm. Their study 

con lu ively evidenced the fact that all equity frrm.s have greater family 

involvement and higher liquidity than their levered counter-parts. They al o 

have greater control of the corporate voting rights. They find corporate 

control to be a good sub titute for corporate governance. Basle (1996 

concluded that increa ed disclo ure allow ophisticated counterparts to 

under tand the ri ks involved in trading with fmancial institutions. 

1.1.2 Review of recent corporate governance reforms 

With the increa ed recognition of corporate gov mance all over the world 

orne reforms have recently been implemented to enhance governance of 

both private and public fmns. Laws n corporate gov mance have been put 

in place to guide in the running of companie . On a global per pective we 

have the Sarbanes Oxley Act which was enacted in 2002 following a spate 

of failure from big corporations arising from poor governance. Committees 

have been formed to come up with guideline on the best practices on 

corporate governance. Such guidelines include Cadbury report (1992) 

Hampel report (1998) Turnbull report (1999) and mo t recently the Higgs 

report 2003 . On the Kenyan cene the Capital Markets Authority has taken 

the lead in is uing guidelines on corporate governance of quoted companies. 

The CMA bas given guidelines relating to role of directors their 

appointment and mechanisms role of the audit committees disclosure of 
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information to the public and other . Th Private Se t r C rporate 

Go eman e Trust h taken the lead in i uing g vemaoc guidelin and 

b t pra ti e in the pri ate ector. 

Compani have formed internal audit department which regularly review 

the internal controls and procedur in pla e to ensure that they are 

operational all the tim . The department i al o charged with the 

re pon ibility of following up with management to ensure that their 

recommendation are implemented in order t strengthen the internal 

control in place. The internal audit department reports to the board of 

directors in order to enhance their independence and avoid conflict of 

intere t. 

Boards of directors are taking a more activi t role in the running of the 

companies than in the p t. The board have formed various committees to 

monitor the various aspects of the companies. Boards of directors are 

composed of different individuals with experience of different area . Due to 

the diversity f the skill and experiences in the board boards of directors 

have taken to forming board committees charged with responsibilities in 

different areas of the organization. Some of the committees that have been 

formed recently include the audit comnrittee the fmance committee and the 

human resource committee. The Audit committee i the most key and 

significant of the e committee as far as corporate governance is concerned. 

This i the committee that is charged with the re ponsibility of en uring that 

the recommendations of the internal and external auditors are followed 

through and implemented. The fmance committee is charged with the 

respon ibility of vetting the company s investments and expenditure and 

also approving high level expenditure. The human resources committee is 

charged with the responsibility of approving the recruitment of company 

4 



e utive , ompe ati n and a1 dealing with oth r lS u that affi t taff 

in the organization. 

Di lo ur of corporate inform tion by firm ha in reas d c mpared to the 

p t. Thi has en due to the r gulations put on place a well the initiative 

of variou c mpanie: to enhanc their corporate g eroance mechani ms. 

The C require every b ard of director to di clo e in its annual report 

its polici for remuneration, in luding incentives for the board and enior 

management, a list of the ten major shareholders hare options and other 

forms f executive compensation that have to be made or have been made 

during the course of the frnancia1 year and aggregate director loans. 

1.2 Problem Statement 

In the last ten year a eries of shock waves in the once staid realm of 

corporate governance has ignited a re-examination of the mo t basic of 

governance que tions. Large in titutional inve tor are no longer content to 

be passive owners. At the arne time boards are tepping up ometimes 

under pres ure to claim a more activist role. Magretta (1998). 

A lot of audit scandals have een unearthed in the recent past. The most 

memorable cases are the one of Enron World Com and Pamalat. The 

failing of these companies has all been attributed to poor corp rate 

governance practice other than economic decline. The di covery of these 

ca es took the rest of the world by storm and a uch almost all corporations 

have embraced corporate governance reforms aimed at addres ing these 

problems. 

Studies carried out before have shown conflicting results on the relationship 

between good corporate governance practices and company performance. 

For example Baysinger and Butler (1985) found weak evidence that firms 
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with a high r percentag of out iders on the b ard had a high r indu try

adju ted return on equity. gra al and Knoeb r 19 6 find that mor 

ard n gatively affect performance. On the other 

hand Schellenger et al (1989 ob erve a po itive r lationship between 

ou ide dir tor repr entation and corporate financial performance. 

Agrawal and agarajan 199 ) flnd that aU-equity frnns have greater 

corporate voting right and higher liquidity than their le ered counterparts. 

However Hickman et aJ 1996 fmds that levered frrms benefit from the 

di ipline of debt. More cash flows are paid out as fixed charge hence 

reducing di cretionary expenditure. In uch case profitability will increase, 

hence the firms value. Shleifer and Vi hny (1997) argued that as the control 

-owner hip di parity increa es controlling hareholders appropriate more 

frrm resource a they have an incentive to pur ue their own private benefits. 

Jen en and Meckling (1976) argue that the tendency increases when the 

controlling hareholders own le s. In the Kenyan environment have the 

corporate governance reform had any impact on company performance? 

1.3 Objective of the Study 

To identify the relationship if any between corporate governance reforms 

and performance of companies li ted at the airobi Stock Exchange. 

1.4 Significance of the tudy 

The principal goal of all ftrms i maximization of shareholders' wealth. The 

formulation and implementation of most policies in the firm are aimed at 

achieving this goal. Thi study explores exten ively the various corporate 

governance reforms that have been implemented in the last ten years and 

how they have impacted company performance. The study will therefore 

benefit: 

6 



Compa11y executive a11d policy makers 

In rd r t m et the prin ipal goal of hareholde ealth maximization 

company ex utives n to know which policie and reforms they need to 

implement in order to a hieve thi goal. Thi tudy will go a l ng way in 

as i ting the ompany xecutive in teering their organizations to high 

level of profitabiUty and growth. 

The Academic community 

Thi study will provide a body of knowledge on the correlation between 

variou corporate governance reforms and company performance. This i an 

emerging area which has not been researched on extensively in the past. 

Investors 

The objective of all investors is to maxtm1ze the returns on their 

investments. Most investors are ri k averse and as such would be 

comfortable investing where they are as ured of a good return. This tudy 

will equip inve tor with the knowledge they require to identify and evaluate 

companies that are well governed hence worth inve ting in. 

Students of research 

The study will expand their knowledge base and form the basis for further 

research. 

The public 

The tudy will create awarene on the is ue of governance of both public 

and privately owned companies. 
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2.0 LITE TURE RE W 

2.1 ature of corporate go ernance reform 

Dunham 2004) categorize corporate governance reforms into two main 

cla . There are internal and external gove1nance mechani ms. Thee are 

di cu ed elow. 

2.1.1 Internal governance mechanisms 

The e include the mechanisms and policies that are in a company s power to 

control and implement in order to enhance corporate governance. Some of 

the internal governance mechani ms include: 

Board of directors: 

These are individual who are re ponsible for representing the fmn s owner 

by monitoring to p-Ie el managers' trategic decisions. In order to enhance 

corporate governance the shareholders have recently been increasing the 

diversity of board members backgrounds. This is to ensure that g od quality 

decision are made all the time. The internal management and accounting 

control systems have al o been strengthened to ensure that the board gets the 

all the information they require on a timely basis in order to make decisions. 

Formal pr ce e for evaluation of the boards performance have also been 

establi bed. They include the firm profitability the hare price etc. Many 

studies have shown a correlation between board size composition, 

independence and company performance. Schellenger et al (1989) observed 

a po itive relationship between outside director representation and corporate 

financial performance. Yermack (1996) concluded that small boards were 

more effective. 
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Executive compen ation: 

This in lud th us of alary bonu e and 1 ng-term in entive to align 

manage inter with hareb lder intere t . Executive de i ion ar 

comple and non-routine. any fact r intervene making it diffi ult to 

e ta li h how managerial deci ion are directly r p n ible for outcome . 

Though in enti e y t m do not guarantee that manager make the right 

deci ions they do increa e the likelihood that manager will do the things 

for which they are rewarded. Lewellen and Huntsman (1970) suggest that 

there is a significant correlation between performance and executive pay 

levels. Murphy (1985) conclude that corporate performance as mea ured 

by the hareholders realized return is strongly and po itively related to 

executive compensation. 

Ownership concentration: 

Large block hareholder have trong incentive to monitor management 

closely. Large take make it worth the time effort and expense to monitor 

closely. They may al o obtain board seats which enhance their ability to 

monitor effectively. Mitton (2002) argue that flfffis with higher ownership 

concentration tend to perform better. He believes the benefit of concentrated 

ownership doe not extend to c ncentrated ownership by managers. Shleifer 

and Vishny (1997) conclude that high outside-ownership concentration i 

associated with high performance because outside owners with large take 

in the fmn will monitor and change management whenever necessary. 

2.1.2 External governance mechanisms 

These include the governance mechanisms that are out of a company s 

control. They include policies and mechanisms that are controlled by 

powers external to the company. Some of the external governance 

mechanisms include: 
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arket for corporate control: 

Thi i th pur base of a frrm that · underp rfi rming relative to industry 

rival in ord r to impro trategic competitivene . Firms fa the ri k 

f tak er hen operated ineffici ntly. any firms b gin to operate more 

ffi iently a a re ult of the threat' of tak over even though the actual 

inciden e of bo til takeover i relatively mall. The market for corporate 

control acts as an important ource of di cipline over managerial 

in ompetence and waste. any authors view markets for corporate control 

as an effective instrument for di iplining poor managerial performance. 

Manne (1965) ob erve that as hareholder re pond to poor managerial 

performance through exit, the lower share prices create incentives for 

out iders to accumulate control rights replace management team and 

restructure the underperforming firm. These out iders recoup their 

investment through a hare price premium. 

Separation of ownership and control: 

The ba i of the modern corporation acts as a governance mechani m on its 

own. Shareholders purchase stock, becoming residual claimant . They 

reduce risk by holding diversified portfolio . On the other ide, profes ional 

managers are contracted to provide decision-making. Modem public 

corporation form leads to efficient specialization of tasks risk- earing by 

hareholder and trategy development and deci ion-making by managers. 

Fama and Jensen 1983) contend that the eparation of decision making and 

risk bearing functions benefit organization due to the specialization of 

management and the effective common approach to controlling the implied 

agency problems. 
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2.2 ajor orporat go ernance reform in n a 

2.2.1 apital arkets uthori corporate governance guidelin 

nse to the gr wing importan of governan e i sue th in 

em rging and developing econ mie and for pr m ting growth in dom tic 

and regional apital market the Capital arkets Authority ha d veloped 

guid line for g od 01p0rate governance pra tice by public li ted 

compan1e in Kenya. Capital Market Authority 2002 . It is al o in 

recognition of the role of good governance in corporate performance capital 

formation and maximization of hareholders value as well as protection of 

inve t r ' rights. Whil t these guidelines have been developed for public 

li ted ompanie and i uers of fixed income ecurities and debt instruments 

in Kenya capital market companie in the private ector are also 

encouraged to practice g od corporate governance. It is important that the 

extent of compliance with these guideline hould form an es ential part of 

di clo ure obligations in the corporate annual reports. It i equally 

important the extent of non-compliance be also di clo ed. 

Some of the principals of good corporate which are recommended by the 

Capital Markets Authority include the following: 

Directors: 

Every public listed company hould be headed by an effective board to offer 

trategic guidance lead and control the company and e accountable to its 

shareholders. The board hould compo e of a balance of executive directors and 

non-executive directors (including at lea t one third independent and non

executive directors) of diverse kills or expertise in order to ensure that no 

individual or small group of individuals can dominate the boards decision

making processes. There should be a formal and tran parent procedure in the 

appointment of director to the board and all persons offering themselves for 

appointment, as directors should disclo e any potential area of conflict that may 
11 



und rmine their po ition or ervice dire tor. Th b ard h uld tabli h 

rele ant committee and delegate pecific mandate to uch committ e as may 

be nece ary. The board ball p ifi ally establi h an audit and n minating 

committee. 

The director remuneration bould be ufficient to attract and retain directors 

to run the company effectively and hould b approved by hareholder . The 

executive directors remuneration hould be competitively structured and 

linked to performance. The non-executive director remunerations should be 

competitive in line with remuneration for other directors in competing sector . 

Companies should establish a formal and transparent procedure for 

remuneration of directors which should be approved by the shareholder . 

Every person save a corporate director who is a director of a listed company 

shall not hold such position in more than five public li ted companies at any 

one time to ensure effective participation in the board and in the case where 

the corporate director has appointed an alternate director the appointment of 

such alternate shall be restricted to three public listed companies at any one 

time subject to the requirements under the Capital Markets (Securities) 

(Public Offers Listing and Di closures) Regulations, 2002. All directors 

except the managing director hould be required to ubmit themselves for re

election at regular intervals or at least e ery three years. Executive directors 

should have a fixed service contract not exceeding five years with a 

provision to renew ubject to regular performance apprai al and shareholders 

approval. Disclosure hould be made to the shareholders at the annual 

general meeting and in the annual reports of all directors approaching their 

eventieth (70th birthday that re pective year. Resignation by a serving 

director hould be disclosed in the annual report together with the details of 

the circumstances necessitating the resignation. 
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Role of hainnan and Chief Exe utive 

There bould be a clear s parati n of the r le and r pon ibilitie f th 

chairman and chief executive whi h will en ur a balan e of pow r f 

authority and provide for checks and balance uch that no one indi idual ha 

unfettered powers of decision making. Where uch r le are combined a 

rationale for the arne hould b disclo ed to the hareholders in the annual 

report of the Company. E ery person who i a Chairper on of a public li ted 

company shall not hold such position in more than two public li ted ompanies 

at any one time, in order to ensure effective participation in the board, ubject to 

the requirements under the Capital Markets Securities (Public Offer Listing 

and Disclo ures) Regulations 2002. 

Approval of Major Decisions by Shareholders 

There should be hareholders participation in major decisions of the Company. 

The board should therefore provide the shareholders with information on 

matter that include but are not limited to major di po al of the Company 

assets restructuring takeovers mergers acqui itions or reorganization. The 

board should provide to all its shareholder ufficient and timely information 

concerning the date location and agenda of the general meeting a well a full 

and timely information regarding issues to be decided during the general 

meeting· 

The board should make shareholder expenses and convenience primary criteria 

when selecting venue and location of annual general meetings· and The 

directors hould provide ufficient time for hareholders que tions on matters 

pertaining to the Company s performance and seek to explain to the 

harebolders their concern. 

Accountability and Audit 
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The board h uld pre ent an o ~e ti and und r tanda le a 

Company operating po ition and pr pect . Th b ard h uld n ure that 

a count are pre nted in line with Int mational Ac ounting tandard . The 

oard should maintain a ound y tern of int mal contr l to slrl guard th 

hareholders inve tment and asse . The b ard hould e tabli h a formal and 

tran parent arrangement for hareholders to effect the app intment of 

independent auditor at each annual general me ting. The board hould 

establish a formal and tran parent arrangement for maintaining a professional 

interaction with the Company' auditors. 

Public disclosure 

There hall be public di closure in respect of any management or business 

agreements entered into between the Company and its related companie which 

may result in a conflict of interest. 
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2.2.2 Privat ctor orporate Go ernance Tru t n a 

Th Pri ate S ctor Corporate Go man e Trust Kenya i a n n -c mm r ial 

Tru t e tabli bed in eptemb r 2000 to fa ilitat the admini trati n f the 

private ector initiative in Kenya. The Initiati wa onceiv d an all

inclu ive c rdinating council bringing together r guJatory authoritie the 

private ect r and repre entative of variou takeholder group a ting 

jointly to promote good corporate governance to a hieve su tainable wealth 

creation increa ed employment opportunities and overall improvem nt in 

the quality of life for the people of Kenya. 

In an effort to contribute to the propagation and promotion of the dem cratic 

principles of transparency fairnes accountability and responsibility in the 

Kenyan private ector the Private Sector Corporate Go emance Tru t 

(PSCGT) has launched a project to mobilize the Kenyan public to 

understand and demand good corporate governance. Through training and 

education research and development monitoring and evaluation as well as 

advocacy and communication thi project aims at motivating shareholders 

and community leader to embrace and promote good corporate governance 

principles and good economic governance for ustainable development. The 

PSCGT also aims to facilitate the creation of a non-go ernm ntal 

association that defends shareholders rights in Kenya. 

2.3 Global trends in corporate governance 

The Sarbanes-Oxley Act of 2002 SOA) i the mo t weeping legi lation 

affecting corporate governance disclosure and fmancial accounting in over a 

generation. It require that CEO's CFO's and ind pendent auditors and 

committee: 

• Certify the accuracy of financial tatements and disclo ure 
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• lndi ate in ea h peri di report wh ther r n t there w re ignifi ant 

hang r related fa t ince their mo t r nt 

valuation and di cl all deficiencie in th d ign or operati n f 

int mal controls 

• Pro id auditor' atte tation to and report n managem nt 

asse sment of the internal controls and pr cedur for financial 

reporting. 

• Report that control and procedures for fmancial reporting and 

disclosure have been evaluated for effectiven 

The Act requires an annual evaluation of internal control and procedure for 

frnancial reporting. Under thi cheme a corporation must docum nt its 

existing control that have a bearing on financial reporting test them for 

efficacy and report on gap and deficiencies. Furthermore the company' 

independent auditor must issue a report, to be in lud d in the company's 

annual report that atte ts to management' assertion on the effectivene of 

internal controls and procedures and financial reporting. The key area 

covered the Act include the following: 

Control Activities 

Control activities are the policies and procedures that help en ure 

management directive are carried out. They help ensure that necessary 

actions are taken to addre risks to achievement of the entity' objective . 

Control a tivities occur throughout the organization, at all levels and in all 

functions. They include a range of activities a diverse as approvals 

authorizations verifications reconciliation reviews of operating 

performance ecurity of assets and segregation of duties. 
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Information and Communication 

Pertinent information must b identified captur d and communicat tn a 

form and timeframe that nable people to carry out their r poo ibilitie . 

Information systems pr duce report containing operational ftnan ial and 

compliance-related information that make it po sible to run and c ntrol the 

busine s. They deal not only with internally generated data but al o 

information about external events, activities and conditions nece ary to 

informed business decision-making and external reporting. Effective 

communication also must occur in a broader sen e flowing down across 

and up the organization. All personnel must receive a clear message from 

top m~agement that control responsibilitie mu t be taken seriou ly. They 

must understand their own role in the internal control system as well as how 

individual activities relate to the work of others. They mu t have a means of 

communicating significant information upstream. There also needs to be 

effective communication with external parties such as customers suppliers 

regulators and shareholders. 

Monitoring 

Internal control systems need to be monitored - a process that assesses the 

quality of the sy tern's performance over time. This i accomplished through 

ongoing monitoring activities separate evaluations or a combination of the 

two. Ongoing monitoring occurs in the course of operations. It include 

regular management and supervisory activitie and other actions personnel 

take in performing their duties. 

The Act also call for heightened auditor independence. Non-audit services 

have been restricted in order to limit onflict of interest. The external auditor 

is required to report to the Audit Committee and there should be rotation of 

audit partners every five years. There is an Independent auditor oversight 

board to regulate auditors and audits. 
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2.4 CORPORATE GO EREO 0 

PEFO CE 

2. .1 Corporate owner hip and control and company performance 

Agrawal and agarajan (199 ) in their re arch n over 1 0 orp rations 

li ted on major U.S. stock exchanges unfolded the relation hip between 

corporate owner hip control and performance of the firm. They c mpar d 

fmancial managerial and ownership characteristic fa ample of publicly 

held all-equity firms and a control sample of levered firms. They defmed 

all-equity firms to be firms which u e no long-tern debt over a continuou 

five-year period. Similarly levered fmns were defined as fmns which 

maintain a ratio of book value of long-term debt to firm value of at lea t 5% 

in each of the years from 1979 to 1983. Their study conclu ively evidenced 

the fact that all-equity firms exhibit greater levels of managerial 

tockholding more exten ive family relationships among top management 

and a higher liquidity position than a matched ample of levered firms. 

Further top manager of all-equity firms with family involvements in 

corporate operations have greater control of corporate oting rights than 

managers of all-equity firms without family involvement. Tho e findings are 

consistent with the interpretation that management control of voting right 

and family relationship among senior manager are imp rtant factors in the 

decision to eliminate leverage. It is therefore equally con istent with the 

interpretations that corporate control i a perfect substitute of corporate 

go emance. 

Hickman et al (1996) in their study as erted that managers of large 

companie with widely di per ed ownership are les likely to be held closely 

accountable for their actions, because no single tockholder owns enough 

stock to present a threat to incumbent management. When combined free 

cash flow and widely dispersed ownership are ingredients forecasting wasted 

resources. However these firms may benefit from the discipline of debt. 
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Pre ure will be put on management t p rform ffi ti ely and ffi iently. 

or free cash flow i guaranteed to b paid ut a fLXed laim m re 

reducing the potential for di ~ tionary p nditure like 

perqui ite . In such ca this will in rea e tb firm pr fitability hence its 

value. Their study th refore affirms the fact that th re i a relati nship 

b tween corporate ontr 1 and profitability. Shleifer and Vi hny (1997) 

argued that as the control -onwer hip disparity increases controlling 

shareholders appropriate more firm resources a they have an incentive to 

pursue their own private benefits. 

Jensen and Meckling (1976) argue that the tendency increa es when the 

controlling hareholder own le . This is consistent with the premise that 

most small hareholders don t ea ily oppo e the controlling hareholders. 

Hence hareholders exercise control far beyond their onwner hip and 

inadequate monitoring by institutional shareholder hence affect 

profitability. Lim (1989) argued that in over 80% of large firm the largest 

and controlling hareholder or family members are among the top excutive . 

Claessens et al (2000) argued that other 20% are likely to be tate -

controlled enterpri es and fmancial institutions. Both affirm that even when 

a hired professional CEO manages the f~ hi deci ion-making power and 

cope are often quite limited. This i consi tent with the fact that corporate 

governance and ownership control both impact on the performance 

profitability) of the firm since they impact alot on the extent of discretional 

decision-making by the management. For instance professionalism in 

management is very low where onwership and control is highly 

charged/exercised by shareholders . 

2.4.2 Board composition, size, independence and company performance 

Boards of directors can reduce agency costs by separating the management 

and control aspects of decision making where control involves ratification 
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and versight of de i ions made by manag ment ama and J n en 19 3a 

1983b . Thu while management has the authority to initiate and implem nt 

various deci ion it is the board that ha the control and auth rity t ratify 

and monitor major policy initiative and to hire fire and et the 

compen ation of top level manager . The ability of the b ard to limit 

managerial actions that reduce hareholder wealth uch as perquisite 

consumption i conditional on the extent that the board member are 

beholden to management. In this regard, board composition becomes 

important as the primary responsibility in maintaining objecti ity depends 

largely on outside disinterested members of the board. 

There has been a lot of research to find out if having more outside director 

is associated with better fmn performance. Unfortunately there is a lack of 

consistent evidence of a ignificant relationship between board compo ition 

and flllD pelformance. Researchers have reported po itive, negative and 

insignificant associations that largely appear to be conditional upon how the 

relationship is modeled. Baysinger and Butler (1985) found weak evidence 

that finn with a higher percentage of outsiders on the board in 1970 had a 

higher indu try-adjusted return on equity in 1980. Schellenger et al 1989) 

also observe a positive relationship between out ide director representation 

and corporate financial performance. In contra t Agrawal and Knoeber 

(1996) argue that board composition is one of a number of endogenously 

determined corporate governance mechanisms including the use of the debt 

the lab market for managers the market for corporate control insider 

sbareholdings institutional shareholdings block holdings and the use of 

independent board members. They fmd that more outsiders on the board 

negatively affect performance. They argue that outsiders are added on 

boards for political reasons and they reduce performance directly or proxy 

for the underlying political constraints that led to their board memberships. 
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A num r of tuclie have failed t find a ignificant r lation twe n ard 

compo ition and finn performance. Hermalin and 1991 analy 

the difference in firm pert rmance cau ed y b ard mp ition and wn r 

structure. They fail to find any ignificant relation hip etween per ntage 

of ou ider in the board and performance. Similarly Bhagat and Black 

(2000) report insignificant relations between accounting performance 

measures and the fraction of out ide director on the b ard. Frank et al 

(1999) point out that non-executive directors in the UK have fewer 

obligations than in the US and primarily perform an advisory function. ot 

surprisingly they do not find evidence of a link between the proportion of 

non-executives directors on the board and firm performance. 

Chaganti et al ( 1985) tudied using matched pair approach 21 failed and 

non-failed retail companies. The results indicated that non-failed companie 

had larger boards and that the number of outsiders in the board was not 

varying between the groups. Anyhow Eilon (1986) di cus ed later in his 

comment the approach that was used by Chaganti et.al. and con idered that 

in the analysis the research problem was simplified to much. Despite of thi 

caution a growing body of failure prediction research followed thi 

approach. Daily and Dalton (1994) applied logistic regression analysis to 

study 57 bankrupt corporations and their matched pairs. The re ult 

indicated that dual structures (CEO is also the Chainnan) were found in 37% 

non-failing firms when the corresponding figure for failing companie was 

53.8%. Furthennore 44.9% of the directors in urvivor fums were affiliated. 

For the failing companies the figure was 59.5%. 

Boeker (1992) tudied 67 organizations over a 22-year period. He found out 

that poorly performing organizations in which the proportion of inside to 

outside board members is high will be less likely to dismiss the chief 

executive than in poorly performing organizations in which the proportion of 

inside to outside board members is low. Boeker and Goodstein (1993) 
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studied th su c or choi in a finn and found ut that organiz ti n ith 

poor performan e and high proportions of inside ard memb r ar more 

likely to h os in ide chief executive u ce r than tho with low 

proportions of in ider . Similar re ults were achieved by Borokh vi h et aJ 

( 1996). who tated that the likelihood that an executi e from u ide the finn 

is appointed CEO increase monotonically with the percentage of outside 

directors. 

In the study of Judge and Zeithaml (1992 114 board member w re 

interviewed. The re ults indicated that board ize and level of 

diversification and insider representation were negatively related to b ard 

involvement, and organizational age was po itively related to it. They a1 o 

found that after controlling for industry and ize effects board involvement 

was positively related to financial performance. Good tein et al (1994) 

studied the effects of board size and diver ity on trategic change. They 

found evidence that large and diverse board may have limitations in their 

strategic functions. 

Borokhovich et a1 1996) suggested that tock returns around uccess10n 

announcements on average associated with the appointment of out ider a 

CEO is over three time a great as that connected for inside appointments. 

Rechner and Dalton (1991) studied the effect of leader hip tability on the 

performance of a firm using accounting-ba ed mea ure . They found that 

fmns with separate CEO and Chairman outperformed firms with combined 

titles. Pi and Timme (1993) found that for firms with separate titles had 

lower costs and higher return on assets. In the tudy of Baliga et a1 1996) 

little evidence was found that separate titl lead to improved ftrm 

performance. Brickley et a1 1997) studied 535 U.S. firms with combined 

and 93 U.S. firms with separated titles. Opposite to earlier findings they 

found no evidence that fmns with same person a CEO and Chairman are 

as ociated with inferior accounting and market returns. In addition to this 
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they fmd that change in leadership tru tur hav no y temati ffi on 

st k-price . 

Yerma k 1996 ugge ted that mall ard of dir to are m re effe tive. 

This was ba ed on an inver e as ociation b tween board ize and firm value 

in his ample of 452 U.S. companies. He found that companie with small 

board exhibited better values for fmancial ratio . Mallette and F wler 

(1992 found evidence that the impact of board leader hip on poi on pill 

decisions depends on the tenures of a firm's independent directors. Mayer et 

al (1997) provided evidence that mutual companies employing more out ide 

directors have lower costs. This evidence was especially clear when alary 

expenditures were included into the cost measure. 

There are everal potential explanations for the conflicting results of the 

variou studies. Hermalin and Weisbach (1991) argue that a failure to fmd a 

significant cross-sectional relation ugge t that boards are optimally 

weighted between insiders and outsiders; in this sen e, an insignificant 

relation should be expected. Another answer may be that imultaneity 

between key variables of intere t confounds the interpretation of result in 

studies that focus on a direct relation. Hermalin and Wei bach (1998) argue 

that performance and board characteri tic such as composition are jointly 

endogenou . 

Firm performance is a function not only of the past board independence but 

also a predictor of the future board structure. In addition variety of studies 

contend that board characteristics are jointly determined with other corporate 

governance mechanisms so that treating board composition as an 

exogenou ly determined variables result in biased single equation 

estimates. Shivdasani (1993) examine the characteristics of the board of 

directors and the ownership structure of the firm that receive hostile take 

over bids and finds that outside directors have lower ownership stakes and 

23 



fewer additional director hip ugge ting that u ide dir to and the 

external takeover market are ub timte corp rate g vernance m bani m . 

Brickley and Jame 1987 report a negative r lation betwe n owner hip 

concentration and the number and proportion of ou id b ard mem er in 

tates where acquisition is restricted. Bathala and Rao 1995) find that the 

use of outside directors is negatively coiTelated with the proportion of 

managerial share ownership the dividend payout ratio and the proportion of 

long term debt. Similarly Barnhart and Rosenst in (1998 examine firm 

performance, managerial ownership and board compo ition within a three

equation simultaneous system and conclude that these variables are jointly 

determined. 

Unlike tudies that attempt to directly link board composition to firm 

performance, indirect evidence ha been documented in research concerning 

the relationship between board composition and the incidence of particular 

events that affect shareholder wealth. Weisbach (1998) finds that 

performance measures are more highly correlated with the CEO turnover for 

firms in which outsiders dominate the board than for firms in which insiders 

dominate and concluded that outsider-dominated board increase frrm value 

by monitoring poorly performing CEOs. 

Byrd and Hickman (1992) examine the as ociation between the 

characteristics of the board director of bidding firms and the hareholder 

wealth effects of tender offer bid . They document that less negative returns 

to harebolders are a sociated with boards in which the majority of directors 

are independent and conclude that their evidence is consistent with the claim 

that independent boards of directors benefit shareholders. In a similar vein 

Lee Rosenstein and Davidson (1992) fmd that outside-dominated boards are 

associated with higher abnormal returns in management buyout situations. 

McConnell (2003) points out that it is not clear whether the board s 
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compo ition i dictated by mark t £ r e , recognizing that a parti ular a tion 

will be appr priate at orne time in the future. 

De pite th incon lusive re ult of the mpiri al Lit rature n the 

effe tivene of outside directo on the board an international m vement 

advocating ind pendent ards continues to trengthen. Much of thi trend 

was influenced by the publication of The Rep rt of the Committee on the 

Financial A pects of the Corporate Governance Chaired by Sir Adrian 

Cadbury on 1 December 1992. The Cadbury report consists of a formal 

code (The Code of Best Practice) and extensi e comments and 

recommendations for publicly held UK frrms. The primary aim of the 

Cadbury report is to recognize the paramount importance of effective board 

monitoring and to suggest ways of achieving that goal by codifying a 

regulatory framework by corporate governance. 

The Cadbury Report contains a variety of specific recommendation 

concerning board structure and responsibilitie . Among these are two key 

guidelines to insure board independence namely that boards including at 

least three non-executive directors and that the po ition of the chief 

executive officer and chairman of the board be separate. Compliance with 

the Cadbury recommendations is voluntary. Companies are required to tate 

whether they complied with the report and give reasons for not doing so. 

The Cadbury Report wa followed by the Hampel Report (1998) the 

Turnbull Report 1999) and most recently the Higgs Report (2003). The 

Higgs Report took the original Cadbury recommendations concerning board 

composition a step further by recommending that at least half of the 

members of the board excluding the Chairman hould be independent and 

non-executive directors. 

The consequences of the Cadbury guidelines have recently been explored by 

Dahya et al (2002) who tudy whether compliance with the ICadbury Report 

two recommendations concerning board composition and CEO duality 
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r ul in more effecti e m ni oring. S if 

orp rate performance is sy t matically r lated with managerial quality and 

hiring and firing of CEO i an important over ight role of ard f 

directors the CEO turnover hould be higher at po rly p rforming 

ompanies that became compUant with the Cadbury guid line a compar d 

to those that did not. Dahya et al fmd that the r lation b tween top 

management turnover and ftrm perfonnance within a ample of 460 UK 

frrm is signifi antly related to both and after the advent of the Cadbury 

Report guidelines. More importantly they fmd that sensitivity of this 

relationship significantly increased following Cadbury for companies that 

adopted the guidelines. They conclude that these results are consistent with 

and support the argument that the Cadbury recommendations have improved 

the quality of board oversight in the UK. 
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2.4.3 E ecntive compensation 

The principal goal of all fli1IlS i the maximization of bareholder w alth. 

The executive ompen ation scheme in place in an organization plays a 

major role attaining thi goal. Companies that are well governed p rform 

better than their poorly governed counterparts. Executi e compen ation i 

one of the ways of enhancing good corporate governance. An early 

inve tigation by Lewellen and Huntsman (1970) suggests that there is a 

ignificant correlation between performance and executive pay levels. 

Murphy (1985) concludes that corporate performance as mea ured by 

bareholders reali ed returns, is strongly and positively related to executive 

compensation. Similar results are obtained by Coughlan and Schmidt (1985) 

who identify a positive relationship between the real rate of change in 

executive salary plus bonus and hare price performance. Abowd (1990) 

shows that the sensitivity of executive compen ation to corporate 

performance in one year is positively related to corporate performance in the 

next year. 

Mehran (1995) docu_ments a positive relationship between corporate 

performance using 153 US manufacturing firms and the percentage of 

equity-based compen ation received by managers over 1979 and 1980. Main 

et al (1996) employ a broad measure of executive pay and include data on 

the hare options for executives in 60 of the largest companies in the United 

Kingdom (UK) during the 1980s. They fmd executive compensation to be 

ignificantly ensitive to corporate performance. McKnight and Tomkins 

( 1999) find that a pronounced link existed between performance and pay 

over both the hort- and long-term for their sample of 109 UK companies 

over the period of 1991 to 1995.Changes in the value of executive share 

options is found to be strongly and ignificantly associated with shareholder 

returns. 
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Thi relation hip i found t mu h tronger for market m ure of 

performance than for accounting mea ure . L w llen et al (1992 find that 

the total comp n ation of the three highest-paid officers i po itively r lated 

to d.ifferen e in both the common share returns and operating profitability 

of the firm . Although the tudi above provide evidence upporting the 

link between executive compen arion and corporate performance other 

tudies report the opposite fmding . Jensen and Murphy (1990) examine the 

sensitivity of pay of 1 688 US executives to corporate performance over the 

period of 1974 to 1986. They sugge t that executive pay ro e and fell) by 

about 3 per every $1000 change in the wealth of a firm shareholders and 

interpret their fmdings as evidence of inefficient comp nsation 

arrangements. 

Leonard (1990) examines the effects of executive compensation policy and 

organizational tructure on the performance of 439 large corporations in the 

US between 1981 and 1985. He finds that accounting measures of corporate 

succes are not significantly related to the level of or degree of equity in 

executive pay, or to the steepnes of pay differentials aero s executive ranks. 

Gregg et al (1993) utilise a market-based measure of returns to equity

holders (ROE) to study the relationship between executive compensation 

and corporate performance on 288 UK companies over the period of 1983-

1991. Their results do not suggest a distinct relationship between 

performance and pay. 
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HAPTER THREE 

.0 RE EARCH METHODOLOGY 

The study inve tigated the correlation betwe n corporate governance 

reforms and company performance for the companie listed at the air bi 

Stock Exchange. 

3.1 Population and sample 

The study targeted all the 49 companie listed at the airobi Stock Exchange 

as at 31 December 2003 representing the different ector namely the 

Agricultural Commercial and Services Finance and Investments and 

Industrial and Allied sectors. It covered companie both in the Main 

Investment Market (MIMS) and Alternative Investments Market (AIMS). 

The period of study was from 1994 to 2003. The choice of this period of ten 

years wa considered rea onable becau e this is the time that corporate 

governance began to take root in Kenya and also due to availability of 

necessary data. 

3.2 Data Collection 

The tudy made use of both primary and secondary data. Primary data was 

collected using questionnaires to determine which companies had 

implemented corporate governance reforms what reforms they had 

implemented and their impact on the company performance. 

Secondary data which covered company attributes and performance was 

obtained from the audited financial statements of individual companies 

ampled. This was upplemented with data collected from the airobi Stock 

Exchange. Data collected included board composition structure and 

ownership and fmancial performance for each of the 10 years. 
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3.3 Data nalysis 

The tudy used financial ratio analy is a well as th link tw en variou 

a pe ts of corporate governance and company p rformance. Correlati n 

analysis wa u ed to determine the nature of the relation hip. Company 

performance wa measured using such ratio as Profit Before Tax (PBT) and 

Earnings Per Share (EPS). 

The period of the study was divided into two parts. The peri d 1994 to 1998 

was considered the pre-reform period while the period 1999 to 20 3 was 

considered the post-reform period. Even though the arious companies 

listed at the Nairobi stock exchange started initiating reforms at different 

time most of the companies started initiating reforms around the year 2000 

following an initiative spearheaded by the Capital Markets Authority 

Performance for the two periods that is the pre-reform and the po t-reform 

periods was then compared to determine if the initiation of the corporate 

governance reforms had impacted on the performance. 

Spearman s correlation coefficient was used to fmd out if there is an 

association between the corporate governance reforms like corporate 

ownership and board composition on the performance of the company. 

Spearman s correlation coefficient use an ordin.al scale where two variables 

are ranked then we determine the strength of the as ociation of the two 

ariables. 

Spearman's correlation coefficient is given by: 

Rs= 1-(6 L Di* Dil (n*n*n-n) 
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Where r = Strength of the relati n hip 

Di=Yi-Xi 

= no of paired ob ervation 

Yi= The first variable (average performance of the company for 

five year period) 

Xi= The second variable (Corporate governance attribute being 

measured) 
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CHAPTER OUR 

4.0 D TA A ALY IS AND FINDI GS 

4.1 Background information on respondents 

4.1.1 Ownership and sector analysis 

The censor targeted the 49 companie listed on the airobi Sto k Exchange. 

Out of the 49 companie 44 companies responded. Respon from the e 

firm were obtained over a period of two month. The tables and graphs 

below show the composition of the respondent firms. 

TABLE 1: TYPES OF RESPONDING FIRMS 

Industry Frequency Percentage 

Agricultural 7 16 

Commercial and Services 10 22.7 

Finance and Investments 13 29.5 

Industrial and Allied 14 31 .8 

Total 44 100 

GRAPH 1: SECTOR ANALYSIS 
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Of the companies that re ponded 20 of them are l al mpanie while the 

remaining 24 companie are jointly owned by lo al and for ign inv t 

one of the companie are fully foreign as there · a requir m ot y the 

Capital arkets Authority that for any company to e listed at the air bi 

Stock Exchange it must have at lea t 20% l cal owner hip. This 

distribution i shown in the table and pie chart below. 

TABLE 2: OWNERSHIP STRU CTURE 

Ownership Frequency Percentage 

Local 20 45.5 

Joint (Foreign and Local) 24 54.5 

Total 44 100 

PIE CHART 2: COMPANY OWNERSHIP STR UCTURE 

Joint (Foreign 
and Local) 

54% 

Company Ownership 

4.1.2 Size and composition of directors 

Local 
46% 

72% of the companies that responded had between 5-10 directors. Only two 

of them had more than ten director while ten had less than five director . 

For majority of the companies, they had majority of the directors being non

executive directors. In most of the cases the Chief Executive is not the 

Chairman of the board of directors. 
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o t of the omparue have b en trying to fi ll w th r gulati n that 

learly eparate the role of the Chief Exe uti e and th hainnan of th 

board of director . The numb r and di tributi n of th dir tors ~ 

repr ented in the table and graph b low: 

TABLE 3: SIZE OF THE BO RD OF DIRECTOR 

umber of 
Directors in 
the company 

Les than 5 
5'- 10 
10'- 15 

10 
32 
2 

23.3 
72 
4.7 

PIE CHART 2: ANALYSIS OF THE BOARD IZE 

Number of Directors in the Company 

72% 

10'- 15 
5% Less than 5 

23% 

TABLE 4: ANALYSIS OF BOARD COMPOSITIO 

Composition of the 
Board 

Majority Executive 
Directors 
Majority Non-
Executive Directors 

Frequency Percentag_e 

15 33.3 

29 66.7 
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PIE CHART4: ALY OFBOARD 0 

Board Composition as Regards Executive and Non
Executive Directors 
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4.1.3 Capital structure and company performance 

72% of the companies listed on the Nairobi Stock Exchange are aU-equity 
companie with the remaining 28% being levered companies. This IS 

depicted in the pie-chart b low: 

PIE CHART 5: ANALYSIS OF CAPITAL STRUCTURE 

Capital Structure of the Company 

Percentage, 
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Thirty of the ompanie that re ponded indicated that their capital tru tur 

had changed over the last ten year . The change in the capital tru tur ha 

ignificantly affected the performance of the compani a indi ated by 64~ 

of the re pondent companie . The change in the capital tructure and it 

impact on company performance are indicated in the tables and graph 

below: 

TABLE 5: ANALYSIS OF CHANGES IN CAPITAL TRUCTURE 

Change in capital structure in the last 10 years by 
industry 

Yes No 
Agricultural 6 
Commercial and Services 6 5 
Finance and Investments 6 9 
Industrial and Allied 12 
Total 30 14 

TABLE 6: EFFECTS OF CHANGES IN CAPITAL STRUCTURE 

How change in capital tructure affected performance 
of the c mpany 

Frequency Percent 
Not changed 1 3% 
Significantly lm.Q_roved 19 64% 
Slightly improved 1 3% 

o comment 9 30% 
Total 30 100% 
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4.1.4 Executive compensation 

78% of the companie used salary and bonu es a compensation for their 

executive staff. Bonuses were to motivate management to perform better 

ince they are tied to the company performance. Only 2% of the companies 

u ed sto k option as a mean of compensating their executive taff. The 

types of compensation u ed by the various companies are depicted in the 

table and graph below: 

TABLE7: AL YSI OF EXECUTIVE COMPE SATIO 

How company compen ate enior management team 

Frequency Percen1age 

Salary_ only 3 4.8% 

~~lary and bonus 33 78.5% 

!salary_ and commissions 1 2.4% 

IS_aJary, bonus and stock options 5 11.9% 

lsatary_ and stock options 2 2.4% 

trotal 44 100% 
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GRAPH7: ALY IS OF EXEC TIVE COMPE TI 

How Company Compensates senior management team 

90 

80 .. 
78.5 

70 

60 

50 

40 

30 

20 
11.9 

10 4.8 
2.4 2.4 

0 
Salary only Salary and Bonus Salaryand Salary, Bonus and Salary and stock 

Commissions Stock options options 

4.1.5 Measures of companies performance 

Almost 60% of the respondents used growth in earnings as a mea ure of 

company performance. This was due to the fact that mo t investo look at a 

company's profitability as an indication of it potential. The various 

mea ures of company performance used are shown below: 

TABLE 8: MEASURES OF COMPANY PERFORMANCE 

Mea urement of Performance in Organization 

Measure of 
p_erformance Frequency Percenta_ge 
Growth in Earnin~ 25 57% 
Return on Investments 9 20% 
Return on Equity 1 2% 
Increase in Market Share 4 9% 
Po irjve Cash flow 
p_osition 3 7% 
None/not mentioned 2 5% 
Total 44 100 
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4.2 TRE ALY I OFCO YP RFO 

A erages of Profit B fore Tax and Earning Per Share ha n u d t 

e tabli h the trend in performance for the two peri cis for the variou tor . 

Trend analysi has been done on a ectorial ba · as the different ctors 

were going through different circumstance over the peri d. 

4.2.1 Trend analysis based on Profit Before Taxation 

Performance in the agricultural ector has continued to decline over the 

y ars despite the introduction of reforms. 2003 registered the lowe t average 

profit before taxation for the ector. This i due to the effect of political 

influences which have been affecting the ugar industry high production 

o ts which have led to textile indu trie being clo ed down hence making 

si al farming not attractive to many people. Liberalisation of the economy 

has also led to influx of cheaper imports making the local products not less 

attractive due to high prices. Inca e where the government is involved in 

the marketing of the agricultural products tbi has not been very efficient 

and it takes long for the farmers to be paid hence there is no incentive to 

continue inve ting in the sector. The performance of the sector over the two 

periods i depicted on the trend charts below. 
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The commercial and services sector continued to improve its performance 

o er time. The profit before taxation continued to rise over the years with the 

post-reform period recording the highest profits. This is due to the fact that 

with the liberalization of the economy most of the organizations are owned 
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by private inve to and h n e are managed by the private ect r prin ipl 

which en ure there are a lot of effi i n y accountability and tran par n y. 

LINE GRAPH 11: TREND AL 

THE OMMERCIAL AND ERVI 

OF PROFIT B FORE T TI OR 

ECTOR FOR THE P RIOD 1994-1998 

600000£ ommercial and Services Trends by Profit/Loss before taxation 

500000.0 

400000.0 

! 
lll 
~ 

§ 300000.0 
0 
E 
ct 

200000.0 

100000.0 

0.0 +------,.------.-- --,---------.----------, 
1994 1995 

42 

1996 

Years 

1997 1998 



H12: TRE B T 

THE 0 RFOR P RI D 199 -2 3 

Commercial and Services Trend By Profrt/(Loss) Before Taxation 
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Performance of the fmancial sector was teady during the period 1994 to 

1998. However in the period 1999 to 2002 the performance of the sector 

declined. 2003 took a dramatic tum in the sector as evidenced by the profit 

before taxation which were more than double the amount recorded in 2002. 

The performance of the ector has been greatly affected by the economic 

growth of the country. When the economy is performing poorly then people 

d not borrow from financial institutions and this leads to the poor 

perlormance of the sector. With the change in the government in 2002 the 

economy recorded an increased growth rate compared to the pervious years 

hence the increased fortunes for the financial sector. 
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GRAPH 13: TRE PR FITB R 
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The industrial and allied sector has also suffered declining profits over the 

year . In the year 2000 the sector realized a net loss of over 200 000. Thi 

poor performance is linked to i sues such as high cost of production and 

poor infrastructure. 
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We ha e witne ed many indu tri clo ing hop a far a pr du ti n i 

oncerned. The Kenyan outfit ar ju t left to b mar ting and di tri uti n 

hannels. A g d example is Pr ctor and Gambl . Many manufa< turer and 

inve tors and lo king at p ibil.itie of relo ating their production plant to 

the other Ea t African countrie where they b lieve production will e 

cheaper. Briti h American Tobacco was among the c mpani rumored to 

have wanted to relocate to Uganda. 

4.2.2 TREND ANALYSIS BY EARNINGS PER SHARE 

Just like the trend analysis of profit before taxation indicates the 

performance of the agricultural sector has continued to d line. The earning 

per bare continued to decline despite the implementation if the variou 

reforms. 

LINE GRAPH 15: TREND ANALYSIS OF EARNING PER SHARE FOR THE 

GRICULTURAL SECTOR FOR THE PERIOD 1994~1998 
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L G B 16: TRE P R H F R 

GRI ECTOR F R THE P RI 199 -200 

Agricultural Sector Trend By Earnings Per Share (Kshs) 
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The average Earnings Per Share continued to decline in the commercial 

ector despite the improvement in the profit before taxation as depicted 

elow by the low EPS in the post-reform period. Thi indicates that the 

le el of efficiency in the sector was low hence the reduction in the earnings 

per share. More capital and resources had to be employed to achieve the 

improved profit levels. Thi can be attributed to such factor a poor 

infrastructure and high cost of power. 
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Perl rmance of the fmancial ector was teady during th p ri d 19 4 t 

199 . Howev r in the p riod 1999 to 2002, th performance of th 

declined. 2003 took a dramati tum in the ector as vi den ed y th pr fit 

efore ta ation which were more than double the amount rec rd din 2 2. 

The performance of the sector bas been greatly affect d y the ec n mic 

growth of the country. Wh n the economy i performing p orly then people 

do not borrow from fmancial institutions and thi lead to the poor 

performance of the ector. With the change in the gov rnment in 2002 the 

economy recorded an increa ed growth rate compared to the perviou y ars 

hence the increased fortunes for the fmancial ector. 

The Earnings Per Share in the Indu trial and allied ector deteriorated over 

the years as shown below. Thi poor performance is linked to i ues su h as 

high cost of production and poor infrastructure. We have witnessed many 

indu trie closing shop as far as production is concerned. The Kenyan outfits 

are just left to be marketing and distribution channels. A good example is 

Proctor and Gamble. Many manufacturers and inve tor and looking at 

pos ibilities of relocating their production plants to the other east African 

ountries where they b lieve production will be cheaper. 
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LINE GRAPH 19: TRE 

IND TRIAL ALLIED ECTOR FOR THE PERI D 1999-2003 

Industrial and Allied Trend By Earnings Per Share (Kshs) 
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~.3 ORRELATIO BETWEE 

CORPORATE GOVE 

COMP Y PERFORM 

CEREFO 

E 

Of tb 44 companie that re pond d, 9 of them did n t have fmancial data 

for all the teo year available. They were thus excluded fr m the ampl 

used for the purpo es of data analy is. Spearman s correlation wa u ed to 

fmd the relationship between the various corporate governance reforms and 

performance of the company. The correlation coefficient for the two 

periods that is the pre-reform and po t-reform periods were compared to 

fmd out if the implementation of the reforms had impacted the performance 

of companies. Company performance was measured using average Profit 

Before Taxation (PBT) and Earnings Per Share (EPS) for the two peri d . 

The corporate governance reforms reviewed included executive 

compensation size and composition of the board of directors and capital 

tructure. 

4.3.1 Co"elation between executive compensation and company 

performance 
Correlation between executive compensation and profit before tax from 1994 to 1998 

Compensation Profit before tax up 
to senior to 1998 

management 
team 

Spearman's Compensation to senior Correlation Coefficient 1.000 -0.156 
rho management team 

Sig. (2-talled test) 0.37 
N 35 35 

Profit before tax up to 1998 Correlation Coefficient -0.156 1.000 
Sig. (2-talled test) 0.37 
N 35 35 

Correlation between executive compensation and profit before tax from 1999 to 2003 
Compensation Profit before tax up 

to senior to 2003 
management 

team 
Spearman's Compensation to senior Correlation Coefficient 1.000 0.84 
rhO management team 

Siq. (2-tailed test) 0.598 
N 35 35 

Profit before tax up to 2003 Correlation Coefficient 0.84 1.000 
Sig. (2-tailed test) 0.598 
N 35 35 
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Correlation between executive compensation and Earnings Per Share from 1994 to 1998 
Compensation Profit before tax up 

to senior to 1999 
management 

team 

Spearman's Compensation to senior Correlation Coefficient 1.000 -0.211 
rho management team 

Sig. (2-tailed test) 0.147 
N 35 35 

Profit before tax up to 1998 Correlation Coefficient -0.211 1.000 
Sio. (2-tailed test) 0.147 
N 35 35 

Correlations between executive compensation to Earnings Per Share from 1999 to 2003 
Compensation Profit before tax up 

to senior to2003 
management 

team 

Spearman's Compensation to senior Correlation Coefficient 1.000 0.36 
mo management team 

Sig. (2-talled test) 0.87 
N 35 35 

Profit before tax up to 2003 Correlation Coefficient 0.36 1.000 
Sio. (2-taifed test) 0.87 
N 35 35 

Compensation to seruor management was found to be highly positively 

orrelated to the performance of the company using both Profit Before 

Taxation and Earnings Per Share as indicated by the Correlation Coefficients 

hown above. The po t-reform period showed higher positive correlation 

than the pre-reform period for both Profit Before Taxation and Earnings Per 

Share. In the post-reform period, the correlation coefficient of Profit Before 

Taxation to company performance was 0.598 compared to 0.37 in the pre

reform period, while that of Earnings Per Share was 0.87 and 0.147 for the 

post-reform and pre-reform periods re pectively. 
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I 

.3.2 Correlation between board size and compo ilion and company 

perfomtance 

Correlation between board composition and Profit Before Tax from 1994 to 1998 
Number of board Profit before 

members tax up to 1999 
Spearman's Number of board members Correlation Coefficient 1.000 -0.43 
rho 

Sig. (2-tailed test) 0.43 
N 35 35 

Profit before tax up to 1999 Correlation Coefficient -0.43 1 
SiQ. (2-tailed test) 0.43 
N 35 35 

Correlation of number of board members to profit before tax up to 2003 
Number of board Profit before 
members tax up to 1999 

Spearman's Number of board members Correlation Coefficient 1.000 -0.218 
lmo 

Sig. (2-tailed test) 0.218 
N 35 35 

Profrt before tax up to 2003 Correlation Coefficient -0.218 1.000 
Sig. (2-tailed test) 0.218 
N 35 35 

Correlation between board composition and Earnings Per Share from 1994 to 1998 
Number of board Earnings per 

members share up to 
1999 

Spearman's Number of board members Correlation Coefficient 1.000 -0.360 
rho 

Sig. (2-tailed test) 0.218 
N 35 35 

Earnings per share up to 1999 Correlation Coefficient -0.360 1.000 
Sig. (2-talled test) 0.218 
N 35 35 

Correlation between board composition and Earnings Per Share from 1999 to 2003 
Number of board Earnings per 

members share up to 
2003 

Spearman's Number of board members Correlation Coefficient 1.000 0.614 
rno 

Sig. (2-tailed test) 0.216 
N 35 35 

Earnings per share up to 2003 Correlation Coefficient 0.614 1.000 
SiQ. (2-tailed test) 0.216 
N 35 35 

There is a low correlation between board composition and company 

performance as indicated by the low correlation factors above. It i not 

possible to conclude if board compo ition impacts on company performance. 

As seen above the correlation factors in both the pre-reform period and the 

post -reform period are almost the same. 
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The orrelation co fficient of b ard compo ition and Profit Before Tax wa 

.43 for the pre-reform period and 0.21 for the po t-reform p ri d whil 

that of board composition and Earning Per Share i 0.218 and 0.216 for the 

re-reform and post-reform period re pectively. 

4.3.3 Correlation between capital structure and company performance 

Correlation between capital structure and Profit Before Tax from 1994 to 1998 
II capital structure of Profit before 

the company has tax up to 1999 
changed in the last 

10 years 
Spearman's If capital structure of the Correlation Coefficient 1.000 -0.317 
rho company has changed in the 

last 1 0 years 
Sig. (2-tailed test) 0.317 
N 40 40 

Profit before tax up to 1998 Correlation Coefficient -0.317 1 
Sig. (2-tailed test) 0.317 
N 40 40 

Correlation between capital structure and Profit Before Tax from 1999 to 2003 
If capital structure of Profit before 

the company has tax up to 1999 
changed in the last 

10 years 

Spearman's If capital structure of the Correlation Coefficient 1.000 -0.512 
rho company has changed in the 

last 1 0 years 
SiQ. (2-tailed test) 0.512 
N 40 40 

Profit before tax up to 2003 Correlation Coefficient ·0.512 1.000 
Sig. (2-tailed test) 0.512 
N 40 40 

Correlation of chang_es in capital structure to earnings per share up to 1998) 
If capital structure of Earnings per 

the company has share up to 
changed in the last 1999 

10 years 

Spearman's If capital structure of the Correlation Coefficient 1.000 -<>.233 mo company has changed in the 
last 10 years 

Sig. (2-tailed test) 0.143 
N 40 40 

Earnings per share up to 1999 Correlation Coefficient ·0.233 1.000 
SiQ. (2-tailed test) 0.143 
N 40 40 
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C«Telation of chang_es in capital structure to earnings per share up to 20031 
If capital structure of Eamings per 

the company has share up to 
changed In the last 2003 

10 years 

Spearman's If capital structure of the Correlation Coefficient 1.000 0.596 
rho company has changed in the 

last 10 years 
Sig. (2-tailed test) 0.118 
N 40 40 

Earnings per share up to 2003 Correlation Coefficient 0.596 1.000 
Sio. (2-tailed test) 0.118 
N 40 

There was mixed results as far as correlation between the capital tructure 

and company performance as shown by the correlation factors above. 

Whereas the correlation coefficients above indicate a high positive 

correlation of capital structure and Profit Before Tax they depict a low 

correlation between capital structure and Earnings Per Share. 

The correlation coefficient of capital structure and Profit Before Tax wa 

0.317 for the pre-reform period and 0.512 for the post-reform period while 

that of capital structure and Earning Per Share is 0.143 and 0.118 for the 

pre-reform and post-reform period respectively. 
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CHAPTER FIVE 

5 CO CLUSIO S RECOMMENDATIO 

OF THE STUDY 

AND LIMIT TIO 

-.1 Summary and conclusions 

From the above tudy it is evident that executive compen ation i 

highly positively correlated to the performance of the company u ing 

both Profit Before Taxation and Earnings Per Share. Thi i clearly 

supported by the high correlation coefficient in the po t-reform period. 

Most companies use alaries and bonuses as a means of compen ating 

their senior management. Very few companies use tock options as a 

means of compensating their executive. This can be attributed to the 

fact that the options market is not well developed in the country and 

this cannot be traded at the stock exchange. There are no rules and 

regulations to govern the options market. 

. . 
Due to the mixed results obtained from the study on the relation hip 

between capital structure board size and company performance it is 

not po sible to reach a conclusive opinion on the relationship between 

the e two factor and company performance. However despite thi 

mo t companie have between 5 and 10 director with the majority of 

the board by constituted by non-executive director . 

Growth in earnings ts the most popular measure of company 

performance. Very few companies use Return on equity a a mean of 

measuring company performance. Increa e in market share and 

po itive cash flows are al o not highly regarded as means of measuring 

company performance. 

55 



5 Recommendations 

• From the tudy executive compen ation has been found to e highly 

correlated to company p rformance. A uch companie hould 

pursue the use of performance-linked compensation method uch a 

bonu es and tock options as a way of compen ating the executive. 

• Companies should have average sized boards with between five and 

ten members. Small board lead to the members being overwhelmed 

by work hence they may not be very effective. On the other hand 

when the board is too large decisions may take long to be made 

hence reducing the efficiency of the boards. 

• Companies should consider changing their capital structures to uit the 

current circumstances and take advantage of the structure to improve 

their performance. 

5.3 Limitations of the study 

• It was difficult to access quoted companies that have their head offices 

up-country hence restricting the study. 

• Some companies considered orne of the question m the 

questionnaire confidential, too sensitive and against their company 

policy hence did not respond to the e questions. 

• Mo t people have a negative attitude towards filling que tionnaires 

and treat them with a lot of suspicion hence reducing the response 

rate. 

• In some of the companies it was difficult to get the senior taff in 

fmance department to fill the questionnaire . The junior staff that 

filled in the questionnaire did not have a very good under tanding of 

the issues addressed in the questionnaires· hence some of the an wers 

given may not be accurate. 
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• For m f th mparu the finan ial tat m n for all f the t n 

years for tudy w r n t a ail bl 

5.4 ug e tion for further tudy 

• The u of to k ption as a mean f comp nsating emor 

management in the Kenyan market. 

• How corp rate goveman e i ues affect investor attitude and 

m tm nt decision in Kenya. 
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APPEND ICE 

APPENDIX 1: QUESTIO AIRE 

Relationship between corporate governance reforms and company performance 

Thi tudy eeks to e tabli h if there i a relation hip between corporate governance 

refonns and the performance of companie . The information obtained will be confidential 

and will be used for academic purpo e only. 

SECTION 1: Background information on the frrm 

l. arne of company: 

2. Industry: (Plea e tick as appropriate) 

a) Agricultural ( ) 

b) Commercial and ervices ( ) 

c) Finance and in ve tments ( ) 

d) Indu trial and allied ( ) 

e Other (Please pecify) ( ) 

3. ature of busine 

4 Company Owner hip (Plea e tick a appropriate 

a) Local ( ) 

b) Foreign ( ) 

c) Joint (foreign and local) ( ) 

5. ame of the large t bareholder and the percentage of the hares held by them. 
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ECTIO 2 

l) How do you measure performance in your organization? (Please tick as 
appropriate) 

a) Growth in earning ( ) 

b Return on inve tment ( ) 

c) Return on equity ( ) 

d) Increase in market hare ( ) 

e) Po itive cash flow position ( ) 

0 Other (Please pecify) ( ) 

2) How many director doe the company have? (Please tick a appropriate 

a) Les than 5 ( ) 

b) 5-10 ( ) 

c) 10-15 ( ) 

3 How i the board compo ilion as regard executive and non -executive directors? 

(Please tick as appropriate 

a Majority executive director 

b) Majority non-executive director 

( 

( 

) 

~) Is the Chief Executive of the company the chairman of the board of director ? 

(Please tick as appropriate) 

a) Yes 

b) 0 
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Doe the company have an Audit Committee? (Please tick as appropriate) 

a) Yes 

b) 0 

( 

( 

) 

) 

6) What other committee doe the board of director have? Please indicate if any 

1) How i the capital tructure of the company? (Please tick as appropriate) 

a All equity 

b) Levered 

( 

( 

) 

) 

8) Has the capital tructure of the company changed in the last 10 year ? (Please tick 

as appropriate) 

a) Ye 

b) 0 

( 

( 

) 

) 

9) If your an wer to the above question 5 above is (a) how has the change in the 

capital tructure affected company performance? (Please tick as appropriate) 

a) Not changed ( ) 

b) Significantly improved ( ) 

c) Significantly reduced ( ) 

d) Slightly improved ( ) 

e) Slightly decreased 
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lO) How doe your company compensate the eni r managem nt team? Pie e tick 

as appropriate) 

a) Salary only ) 

b) Salary and Bonus ( ) 

c) Salary and Cornmi ions ( ) 

d) Salary, Bonu and Stock option ( ) 

e) Salary and tock option ( ) 

e) Other Please pecify) ( 

11) I the compensation cheme ticked in 7 above related to the performance measure 

ticked in que tion 1 above? (Please tick as appropriate 

a) 

b) 

Ye 

No 

( 

( ) 

12) How effective h the performance measure u ed by your ftrm been in evaluating 

manager performance and com pen ation. Ple e tick the effectivene in order of 

importance tarting with J 2 3 ..... 

a) Very effective ( ) 

b) Effective ( ) 

c) Moderately effective ( ) 

c) ot effective at all ( ) 

Thank you for your time and effort in filling thi que tionnaire. 

Po ition in the Organization 

Signature 
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APPENDIX 2: COMP 
EXCHANGE 

L TEDO THE 

gricnltural 

1. Brooke Bond Ltd Ord 10.00 
2. Kakuzi Ltd Ord 5.00 
3. Rea Vipingo Plantation Ltd Ord 5.00 
4. Sasini Tea and Coffee Ltd Ord 5.00 

Commercial and Service 

1. Car and General (K) Ltd. Ord 5.00 
2. CMC Holding Ltd. Ord.5.00 
3. Hutching Biemer Ltd Ord.5.00 
4. Kenya Airway Ltd. Ord.5.00 
5. Mar hal (E.A Ltd. Ord.5.00 
6. ation Media Group. Ord.5.00 
7. Touri t Promotion Service Ltd. Ord.5.00 
8. Uchumi Supermarket Ltd. Ord.5.00 

Finance and Investment 

1 Barclay Bank Ltd Ord. 10.00 
2 CFC Bank Ltd. Ord 5.00 
3 Diamond Trust Bank Kenya Ltd. Ord.4.00 
4 Hou ing Finance Co. Ltd Ord.5.00 
5 I.C.D.C Inve tment Co. Ltd. Ord.5.00 
6 Jubilee Insurance Co. Ltd. Ord.5.00 
7 Kenya Commercial Bank Ltd Ord.lO.OO 
8 ational Bank of Kenya Ltd. Ord.5.00 
9 NIC Bank Ltd. Ord.5.00 
10 Pan African Insurance Ltd. Ord.S.OO 
11 Standard Chartered Bank Ltd. Ord.5.00 

Industrial and allied 

1 Athi River Mining Ltd Ord. 5.00 
2 BOC Kenya Ltd. Ord 5.00 
3 Bamburi Cement Ltd. Ord.4.00 
4 Briti h American Tobacco Kenya Ltd Ord.5.00 
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5 Carba id In e tment In trn n Co. Ltd. Ord.S.OO 
6 Crown Berger Ltd. Ord.S.OO 
7 Dunlop KenyaLtd Ord. LO.OO 
8 E A Cable Ltd. Ord.S.OO 
9 E A Portland Cement Ltd. Ord.S.OO 
10 East African Brewerie Ltd. Ord.lO.OO 
11 Fire tone East Africa Ltd. Ord.S.OO 
12 Kenya Oil Company Ltd. Ord.S.OO 
13 Mumias Sugar Company Ltd. Ord.2.00 
14 Kenya Power and Lightning Co Ltd. Ord.S.OO 
15 Total Kenya Ltd. Ord.S.OO 
16 Unga Group Ltd Ord.5.00 

Alternative Investment Market egment 

1 A Baumann and Company Ltd Ord. 5.00 
2 City Trust Ltd. Ord 5.00 
3 E A Packaging Ltd. Ord.4.00 
4 Eaagad Ltd Ord.S.OO 
5 Expr Ltd. Ord.5.00 
6 Williamson Tea Kenya Ltd. Ord.5.00 
7 Kapchorua Tea Company Ltd Ord.lO.OO 
8 Kenya Orchards Limited Ord 5.00 
9 Limuru Tea Co Limited Ord. 20.00 
10 Standard ew paper Group Ord 5.00 
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APPENDIX 3: LIST OF RE PO E T 

Agricultural 

1. Brooke Bond Ltd Ord 10.00 
2. Kakuzi Ltd Ord 5.00 
3. Rea Vipingo Plantations Ltd Ord 5.00 
4. Sasini Tea and Coffee Ltd Ord 5.00 

Commercial and ervic 

1. Car and General (K) Ltd. Ord 5.00 
2. CMC Holding Ltd. Ord.5.00 
3. Hutching Siemer Ltd Ord.5.00 
4. Kenya Airway Ltd. Ord.5.00 
5. Mar hal (E.A) Ltd. Ord.5.00 
6. ation Media Group. Ord.S.OO 
7. Ucbumi Supennarket Ltd. Ord.S.OO 

Finance and Inv tment 

1 Barclay Bank Ltd Ord. 10.00 
2 CFC Bank Ltd. Ord 5.00 
3 Diamond Trust Bank Kenya Ltd. Ord.4.00 
4 Hou ing Finance Co. Ltd Ord.5.00 
5 l.C.D.C Inve tmen Co. Ltd. Ord.S.OO 
6 Jubilee Insurance Co. Ltd. Ord.S.OO 
7 Kenya Commercial Bank Ltd Ord.lO.OO 
8 ational Bank of K nya Ltd. Ord.S.OO 
9 IC Bank Ltd. Ord.S.OO 
10 Standard Chartered Bank Ltd. Ord.S.OO 

Industrial and allied 

1 Athi River Mining Ltd Ord. 5.00 
2 BOC Kenya Ltd. Ord 5.00 
3 Bamburi Cement Ltd. Ord.4.00 
4 Briti h American Tobacco Kenya. Ltd Ord.5.00 
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5 Carbacid Inve tment lnve tmen Co. Ltd. Ord.S.OO 
6 Crown Berger Ltd. Ord.5.00 
7 E A Cable Ltd. Ord.5.00 
8 E A Portland Cement Ltd. Ord.5.00 
9 East African Brewerie Ltd. Ord.lO.OO 
10 Fire tone East Africa Ltd. Ord.5.00 
11 Kenya Oil Company Ltd. Ord.5.00 
12 Mumias Sugar Company Ltd. Ord.2.00 
13 Kenya Power and Lightning Co Ltd. Ord.5.00 
14 Total Kenya Ltd. Ord.5.00 
15 Unga Group Ltd Ord.5.00 

Alternative Inv tmeot Market egment 

1 E A Packaging Ltd. Ord.4.00 
2 Eaagads Ltd Ord.5.00 
3 Expre Ltd. Ord.5.00 
4 Williamson Tea Kenya Ltd. Ord.S.OO 
5 Kapchorua Tea Company Ltd Ord.lO.OO 
6 Kenya Orchards Limited Ord 5.00 
7 Limuru Tea Co Limited Ord. 20.00 
8 Standard ew paper Group Ord 5.00 
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APPENDIX 4 -RATIOS 

1) Earning per hare= Earning attributable to hareholder I o of u tanding hare . 
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