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ABSTRACT 

This stud analyzed the e tent of correlation between accounting ratios and 

mar et based performance measures (stock return and risk) of selected 

companies quoted at the airobi Stock Exchange. 

The paper is divided in several chapters. The first chapter introduced the topi of 

study. The second chapter gave a description of the accounting ratios and market 

based variables as well as empirical studies on risk, return and accounting ratios 

as well as gaps in the work already done. 

Finally the study tested empirically the hypothesis established. Although the 

basic methodology was the one used in Timo et a1 (1997}, located on the USA, in 

addition to the analysis, I considered the individual and incremental information 

content of short and long-term adjustments. Due to the probable bias that the 

combination of accounting and stock-market information· in the variables would 

produce, it used several accounting variables (Net asset value per share, return 

on equity, current ratio, earnings per share, dividend yield and pay out ratio) As 

an extension of the basic methodology, it gave an all market summary and 

another per sector analysis of descriptive statistics. 

The empirical study was located at airobi Stock Exchange, and focused on a 

sample of fifty firms quoted at airobi Stock Exchange from 1996 to 2001 as 

representati e of airobi Stock Exchange (NSE). 

From data analysis, the findings of this study did indicate that there exists a 

general association between the firm's accounting ratios and its stock return and 

risk, but the association is structurally unstqble and that the accounting variables 

making up the relationship vary along time. 
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The magnitude of a cross-sectional variation that accounting ratios did not 

e ·plain indicate that a counting ratios do not ontain sufficient information 

about investors' opinions to effective] measure the risk of equities with extreme 

exposure to non-accounting determinants. 
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OIAPTERO 

ODUCTIO 

1.1 Background to the study 

Generally, market-based variables reflect future e pectations of earnings 

whereas accounting data reflect past perfonnan e. The market-based variables 

are measures of risk and return. The change in prices is a response to a wider set 

of information that reflect revision of the capital market's e pectation in relation 

to future cash flows. In comparison, accounting variables express the 

relationship between two or more finandal figures in the form of percentages or 

fractions. Accounting variables have only a limited ability to reflect revision of 

the capital market's expectation in relation to future cash flows. This is because; 

objectivity, verifiability and other conventions that underlie Generally Accepted 

Accounting Principles (GAAP) limit the ability of accounting earnings to reflect 

the market's revision of expectations for future net cash flows. 

The correlation coefficient measures the degree to which the movements of two 

variables are related. It indicates how close the residuals are to the regression 

line. This study analyzed the extent of correlation between accounting ratios and 

market based performance measures of selected companies quoted at the airobi 

Stock Exchange from 1996-2001 

airobi Stock E change deals with the exchange of securities issued by publicly 

quoted companies and the Government The major role of the stock e change is 

that it provides a mechanism where savers can safely invest their money and in . 
addition earn a return, and thus is, an incentive to people to consume less and 

sa e more. 



In the period 1996 to 2001, the a.irobi Stocke change made a concerted decision 

to transform theE change into a more relevant participant, the focal point for the 

capital markets in Kenya and by extension East Africa. It is divided into three 

segments. 

• The main invesbnents Market segm nt (MIMS): this is the main quotation 

market, with stringent listing requirements similar to the current structure 

of the E change. 

• The Alternative Invesbnents Market Segment (AIMS): provides access to 

the capital markets for small and medium-sized companies with high 

growth potential. This provides alternative method of raising capital to 

those companies that find it difficult to meet the more stringent listing 

req uiremen1s of MIMS 

• Fixed Income Securities Market Segment (FJSMS): it is aimed at providing 

a separate independent market for fixed income securities such as 

treasury bonds, corporate bonds, preference shares and debenture stocks 

it also lists other short term financial instruments such as treasury bills 

and commerdal paper. 

• Futures and options market Segment (FOMS) has not been developed 

The primary reason behind this segmentation was to improve the level of market 

access to all investors with each market segment catering to the varied 

investment needs and risk profiles of in estors, and allowing it to focus 

specifically on growth strategies for each specific segment 
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The period co ered in this study ~1996- 2001) was a very challenging one for 

companies and adversely affected compan results. The massi e po er rationing 

which ran from September 1999 to May 2000 led to a decline in hydro generation. 

This necessitated supplementing the shortfall with the more e pensi e fuel

based generation at a time when the price of fuel was high. The situation was 

aggravated by the worsening economy, which experien ed a drop in Gross 

Domestic Product (GOP) growth rate to -.3% from 1.4% the previous year (1998) 

SE Handbook 2002), thus eroding the purchasing power of all categories of 

customers. This resulted in decline in sales, operating expenditure increased 

substantially due to stepped up power generation. 

L2 Statement of the problem 

Share Beta and return and therefore share values depend on firm's expected 

future cash flows. Accounting information will be useful if it facilitates the 

predjction of these variables. 

The kind of association expected between correlations of return on eqwty, 

current ratio, and earnings per share and return is positive and a negative 

correlation expected between correlations of the ratios and risk. On the other 

hand, however, correlations of payout ratio, net asset value per share and 

dividend yield and return is generall expected to be negati e while a positive 

correlation is expected between the above ratios and risk. 

A number of market research studies have analyzed the information content of 

operating cash flow considering the association between unexpected cash flows 

and abnormal returns, which are the unsystematic risks, which may be 

eliminated through diversification. 
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Despite the expectation that earnings response coefficient for companies can be 

regarded as reliable predictor of individual companies future returns, 

Jindrichovska (2001) found an empirical evidence to suggest that a relationship 

exists on the response coeffidents of returns and annual earnings on the 

emer~g Czech market It was, al it. rather unstable and vague and not 

statistically significant for each company. The relation was statistically significant 

for a period of one year and longer. The increase in the mean response coefficient 

reported in the study suggested sensitivity of returns to annual earnings 

changes. It could not be inferred with a degree of confidence that the Czech 

capital market views earnings changes to be largely permanent. 

Timo et al (1997) concluded however, that there exists a general association 

between a firm's accounting ratios and its stock return and risk. They found a 

significant association between accrual-based accounting variables and market 

based variables in the USA. 

Due to conflicting results in past studies, there is therefore need to conduct 

Timo' s (1997) line of research in this area. There is no similar study that has been 

conducted at the airobi Stock Exchange, hence the need for this research. This 

research, therefore, attempts to conduct an investigation into the relationship 

between accounting and market based performance measures for selected 

companies quoted at the Nairobi Stock Exchange. 

1.3 Objective of the study 

The objective of the study was to determine the extent of correlation or 

association between accounting ratios and inarket based performance measures 

of selected companies quoted at the airobi Stock Exchange. 
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L4 Importance of the study 

The findings of this study will be useful to the following groups 

. 
• Underwriters and investment bankers: the results of this study will form a 

critical input in their advisory roles and hence understanding of the 

correlation between accounting variables and market variables and 

therefore help them maintain a favorable reputation among the investing 

public. 

• Investors: the study will encourage and enlighten investors to make 

informed decisions when trading as they may wish to analyze 

performance of specific sectors. 

• Academicians and Researchers: the conclusions arrived at in this study 

will form the basis of further research and will add to the existing body of 

knowledge in Business Finance. 
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CHAPTER 1WO 

LITERATURE REVIEW 

2.1 The accounting variables 

Accounting ratios express the relationship between two or more finandal figures 

in the form of percentages or fractions. They are used to assess the performance 

and the financial position of a firm and enable users of the accounts to make 

usefuJ comparisons between different companies and over different periods. The 

reduction of the twelve financial ratios gjven in the Nairobi Stock Exchange 

hand book (2002) to six key ratios prevented overlap of the stock price variable 

found on both accounting and market-based variables but retains a significant 

association. The six accounting ratios used in the study are as described below. 

1. Net Asset Value Per Share (Kshs) = Total Net Assets 

Number of shares issued in a year. 

This is the net tangible assets attributable to the ordinary shareholders divided 

by the number of shares in issue. 

2 Return on equity = Net income (profit after tax) 

Equity 

Return to Equity is the profit after tax (adjusted for preference dividend) divided 

by the net worth or the shareholder's equity as at the end of that year/ period. It 

measures the return on shareholders' equity and tells shareholders how much 

money the company is making for them. No matter what industry, the company 

is in, or what its assets size is, all sharehold~rs would rightfully want to invest in 

a company, which has a high return on equity. 
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. Current ratio = Total Current Assets 

Total Current Liabilities 

This represents the ability of the fum to pay off its current liabilities b 

liquidating current assets. 

Earnings attributed to shareholders 

Number of outstanding shares 

This is calculated by dividing the net profit after tax of a company (less any 

4. Earnings per share = 

dividends on preference shares that the company may have paid) for a given 

year or period by the number of equity shares outstanding at the end of th year. 

The EPS does not reveal the quality of earnings, but as a thumb rule, the higher 

the EPS, the better. 

5. Dividend yield = Dividend Per share 

Market Price Per Share 

= Total Dividend 

Market capitalization 

This is dividend paid per share expressed as a percentage of current market 

prices per share. The Dividend Yield is an easy way to compare the relative 

attractiveness of various dividend-paying stocks. It tells an investor the yield 

expected by purchasing a stock. This allows a basis of comparison between other 

investments such as bonds, and certificates of deposit. Dividend yield is 

normally heavily influenced by market's expectation of future growth in 

dividend itself and in the share price. Companies with high dividend yields tend 

to have a low share price because the market has considerable doubts about the 

future of the company and its ability to maintain, let alone increase the dividend 
-

level in future. High dividend yield is in most cases accompanied by high risk. 

Dividend yield is used in estimating share price, i.e, dividend per share, divided 

by dividend yield equal market price per share. 
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6. Pay out Ratio = Dividend Per Share 

Earnings per share 

Calculated b dividing dividends declared per share by Earning per share in that 

particular year and the result expressed as a percentage (% ). It gives the 

percen~ge of earnings distributed as dividends. 

2.2 The JDMket-based variables 

The market-based variables used in the study are beta, covariance, and return. 

They are measures that reflect revision of the capital market's expectation in 

relation to future cash flows. 

1 Security's beta. 

p . = COl'(RJ",Rm) 
1 Var(R,.) 

The beta coefficient is a measure of the security's volatility relative to the market 

To implement the beta estimation process, the market return is proxied by the 

value-weighted average return on the NSE. 

2.Covariance 
This is the sensitivity of security prices to changes in general economic 
conditions 

{Xt} {.Xn} u11 :: rm· x, . ..t1 ) 

Given n sets of variates denoted , ... , , the covariance 
x, :c .J 

of and is defined by 

JJ• = {:.t, ) JJ; = (x1 ) x, x; 
where and are the means of and , respectively. The 
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~J i.i = cov(z" Z j) 
matrix of the quantities is called the covariance matrix. 

This study is a special casewhere i = j, 

( 2) ., •) 
cuv(x, . .r, ) = :r, - (z,) - = u;. . (3) 

CTu = U 1
1 = var(.t:, 

giving the usual ariance 

3 Return on the security: Specifically, this description would present the year

by-year components of the stock return, dividend payouts and capital gains 

(increase in the share price) 

R = 

2.3 Empirical studies 

CPt +1-Pl+d 

p 

Timo et al (1997) set to find out the association between accounting and Market

Based Variables using a canonical correlation approach with U.S. Data. In their 

study, the nature of the association between the firm's accounting and market

based variables was investigated using canonical correlation analysis. 

A clear relationship between the firm's accounting and stock-market variables 

was observed. However, the accounting variables making up the relationship 

varied along time. The decomposed analysis of the association suggested that 

when taken alone, both the accrual-based and cash based variables are 

significantly associated with market-based variables and that the accrual-based 

variable set has a stronger relationship with the market-based set than the cash 

based set The accrual-based financial ratios are crucial for security analysis 

while Cash-based financial ratios showed increasing relevance over time. 
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Jindricho ska (2001) in estigated the nature of the relationship between 

a counting earnings and returns on the Czech market It was conducted using a 

data sample covering the years 1993-1998. The results of firm-specific and pooled 

regression models suggested that for a short estimation window of up to three

quarters, there is a statistically significant relationship between studies on 

earnings-to-price ratios and price relatives. However, the coefficients estimated 

from pooled regression did not behave as e pected. The one-quarter coefficient 

was b far the bigges~ whereas the following two quarters was much smaller. In 

the case of finn-specific estimates, the differences were much smaller but the 

general pattern of non-monotonic remained the same. The earn.ings response 

coefficient for individual companies could not be regarded, as a reliable 

predictor of individual companies' future earnings, but it was significant for the 

sample as a whole. 

One of the limitations of this study was that during the period under review 

(1993 -1998), prices on the Prague stock exchange was mostly falling. That trend 

may have influenced the earnings/return relation, which had been central to the 

analysis. Such a trend was unlikely to persist and, when a similar analysis was 

repeated later (and on a market which by then may be consolidated and hence 

more tractable), one could expect to find that more pronounced and stable resuJts 

were obtained. Another limitation was that, the analysis was performed on a 

relathel, short time series, and due to that the sample size decreased as the lag 

between observed price response coefficients increased. 

Tetsuya (2003) provided a framework to study an agenrs optimal dynamic 

consumption and portfolio decisions in an incomplete market with jump and 

volatility risk. The optimal portfolio ruJe derived by the study implied that a 

consumer with onl financiaJ wealth and logarithmic utility should borrow and 

hold a position in stocks. He examined how altemative assumptions on the 
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proc that go ems stock pri es affected consumption and portfolio decisions 

and ho well one could estimate the optimal portfolio choice of a consumer, 

gt en th statisb al un ertainty about th stochastic process that describe stock 

returns. He added that incorporating jump and olatility risk had a substantial 

impact on the optimal portfolio weight and that jump and volatility risk should 

be mcorporated in accounting for the statistical uncertain . 

Jones (2003) suggested that risk is an important factor in the setting of market 

prices. As risk increase, a firm 1s value declines so that risk averse investors are 

rewarded for taking on additional risk with a greater return on their investment 

The stud used the residual income aluation model to demonstrate, empirically 

that z.s the riskiness of a firm's earnings increased, its market value declined. The 

residual income model (RIM), had been used by accounting researchers in the 

USA to study firm value because it was consistent with well-accepted theories in 

finance and its primary inputs were familiar accounting measures. RIM showed 

that firm value was equal to the present value of a firm's expected future residual 

income flow. Empirical implementations of RIM typically expressed stock price 

as a function of book value, earnings, and/ or earnings forecasts. The study 

added to the literature by more rigorously incorporating earnings risk into the 

residual income model. The risk adjusted residual income model proposed 

included several indicators of earnings risk: the variability in analyst forecasts, 

short term refinancing exposure, geographical di ersification, operational 

di ersification, operating leverage, and size. The results confirmed that earnings 

risk was an important component of the market aluation process. 

Using a sample of more than twenty thous~nd firms over the 1983 to 2001 time 

period, the anal sis found that the additional earnings risk measures 

significantly improve RIM's ability to explain market prices. In addition, the 

e\idence showed that each risk measure on eys meaningful information about 

1 I 



the pricing process. She found that ariability of earnings expectations, e posure 

to interest rate fluctuations, g ographical diversification, operating leverage, and 

size, all significantly affect stock prices. The evidence suggested that while 

operational di ersiftcation did not have an overall impact on firm alue, it did 

significantly affect how the market individually priced earnings and earnings 

forecasts. The study explained how earnings and earnings risk factors created 

value in the eyes of investors. 

Lawson (2003) claimed that a number of firm characteristics explain the cross

section of common stock returns. These characteristics either are functions of 

stock prices, or are not functions of stock prices and hence depend only on 

accounting disclost:res. Characteristics in the first class reflected and 

summarized investors' risk opinions while characteristics in the second class 

contributed to the determination of investors' risk opinions. The study drew a 

distinction between the two classes in order to characterize the accounting 

disclosures that determined in estors' opinions of risk and to evaluate the 

importance of accounting disclosures for determining investors' opinions relati e 

to non-accounting information. The results showed that Investors' opinions 

about systematic risk are determined by profitability, firm size and the growth of 

firm size and that there are strong seasonal patterns in the expected return 

premia of the accounting determinants of opinions. 

The study suggested that, although investors' opinions depended on non

accounting information, in estors' opinions are determined primarily b 

accounting disclosures and that the cross-sectional ariation that accounting 

determinants did not e plain had implications for risk measurement; its 

magnitude indicated that accounting disclosures did not contajn sufficient 

information about investors' opinions to measure the risk of equities with 

e treme exposure to non-accounting determinants. 
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Gyourko and elling(1996) investigated the factors that affect Companies that 

ha e equ.ity in real estate as their primary investments (RETI). The measured 

asset level of systematic risk, by its equity beta and found that large 

capitalization and retail-oriented REITs tend to ha e large beta. They also found 

no relationship between a REIT' s beta and its geographical property distribution. 

Using ordinary least squares regression (OLS) and nonparametric techniques, the 

authors' found that the greater the peroentage of retail properties in a REIT' s 

portfolio, the higher its beta. The other property types had no explanatory power 

at standard significance levels. The authors also found that a REIT' s 

capitalization bears a small, but statistically significant, positive relationship to 

its market beta. Using two alternative geographical classifications, the authors 

found no statistically significant relationship between a REITs beta and its 

Investment Policy and Portfolio Management They concluded that, although 

increasing the number of properties increases diversification, increasing the 

range of property types or locations had no significant effect on diversification. 

Daves et a1 (2001) examined the return interval and estimation period the 

financial manager should select when estimating beta. The results showed that 

the financial manager should select the daily return interval and an estimation 

period of three ears or less. They identify Capital budgeting as one of the most 

important strategic decisions that face financial managers. In contrast to previous 

studies, the results show that for a given estimation period, daily returns provide 

a smaller standard error of the estimated beta than do weeki , two-weekly, or 

monthly returns. Thus, the financial manager should use the dail return interval 

to estimate beta because it increases its predsion. The paper also concluded that 

a much shorter estimation period, two to three years, is more appropriate for 

financial managers to use when estimating beta with daily returns. The study 

e amined four return intervals, which include daily, weekly, two-weekly, and 

monthly returns. It also e amined eight estimation periods ranging from one 
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year to eight years over the 1982 to 989 period. 

Dietsch and Petey (2002) did a study of probabilities of default and assets 

correlations in French and German Small Micro Enterprises (SMEs)' They used 

the sat;ne one factor model used by the Basel Committee to compute the risk 

weights functions and provide estimates of correlations in two large populations 

of SMEs. The test confirmed the relatively low level of assets correlations in 

SMEs portfolios. However, it showed that portfolios of large businesses had a 

greater likelihood to exhibit high values of the assets correlation. 

The results did show that, in the two samples of French and German SMEs, the 

sensitivity to a one systematic risk factor ("the state of the economy'') is quite low 

and that the estimated defaults correlations are well under the assumed 10% to 

20% levels in the new formulas of risk-weights proposed by the Basel 

Committee. However, the same result did not hold for large businesses and 

results showed that portfolios of large borrowers had a greater likelihood to 

exhibit a higher correlation. Moreover, their results did not show a negative 

relationship between assets correlations. 

Shuetrim (1998) set to find out what could be inferred about the behavior of 

publicly listed corporations from the behavior of their security returns? The focus 

was on how the degree of co-movement changes through time and on how it was 

related to observed characteristics of the firms. The evidence strongly suggested 

that the degree of co-movement asso iated with a given firm's equity con erges, 

through time, to the market average degree of co-movement Previously, this 

con ergence phenomenon was thought to have been a statistical artifact of the 

estimation techniques. Robust evidence in the paper refuted the hypothesis, 

suggesting instead that the driving force behind convergence is the preferences 

of the managers or owners who control firms. That type of analysis is shown to 
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deli er greater insight, especially in the analysis of the link between firm size and 

systematic risk. Aside from providing robust evidence that the convergence of 

systematic risk is driven by the behavior of firms rather than by flaws in the 

estimation techniques, the paper de eloped several interesting relationships 

between the systematic risk of equity returns and characteristics of firms. For 

example, firms with extremely high systematic risk and firms with extreme}_ low 

systematic risk both had a relatively high probability of being restructured 

compared to firms with systematic risk that is closer to the market average. The 

paper also showed that larger firms and older firms had systematic risk exposure 

that was closer to the market average than did smaller and more recently listed 

firms. 

The study established that there was evidence that equity beta convergence was 

a behavioral phenomenon. Evidence for that conclusion took the form of 

estimated laws of motion for equity betas of individual firms. By dealing with 

firm level data rather than portfolio data, the study sidestepped the 

complications introduced by portfolio formation while emphasizing the 

connection between the characteristics of individual firms and their systematic 

risk. The empirical analysis of the paper strongly suggested that equity returns 

followed a particular pattern over the corporate life cycle of publicly listed 

corporations. Upon listing, a firm's beta tended to be relati ely mobile and was 

more likely to be extreme relative to unity colll,pared to firms that had been listed 

longer. 

Roll (1977) pointed out that market portfolio included all possible assets. 

Specifically, it was not suffident to use an average of returns within the equity 

market alone. Roll showed that the only valid way to test the CAPM was to test 

whether the true market portfolio was mean-variance efficient Because the true 

market portfolio was impossible to constru~ Roll concluded that standard 
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CAPM testing strategies~ using proxies for the mark t portfolio~ are 

uninformative. 

Blume (1970) suggested that measurement error in estimates of equity betas for 

individual securities was ameliorated to some e tent by using the equity returns 

on portfolios formed from groups of firms in the sample. First equity betas are 

estimated for all stocks individually. The stocks are ranked by these initial beta 

estimates and grouped into a number of portfolios. The ranking process is 

intended to retain variation in equity betas across portfolios of firms. The most 

popular explanation for the convergenc~e phenomenon was that it was dri en by 

measurement error. That explanation has Bayesian foundations. 

Fama et al (1973) explained that forming portfolios of securities that have been 

ranked by their estimated betas 'causes bunching of positive and negative 

sampling errors within portfolios)' . The intuition was that, again from Fama et al 

(1973), 'in a cross section of betas~ high betas tend to be above the corresponding 

true beta and low observed beta tend to be below the true beta '. A firm was 

grouped into a low beta portfolio either because it had a low beta ar because its 

beta estimate had a negative measurement error. Thus negative measurement 

errors were bunched in the Jow beta portfolios. Similarly, the positive 

measurement errors tended to be bunched in the high beta portfolios. When new 

betas were estimated for the portfolios in subsequent time spans, the 

measurement errors within each portfolio had zero expected value and so a 

con ergence of extreme portfolios towards the market beta should ha e been 

observed. 

However, other authors have discovered a similar convergence phenomenon 

when estimating the equity betas of individual firms rather than portfolios. The 

paper shows that naive, no-change forecasts of a firm's beta often have twice the 
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mean-square forecasting error of methodologies that e plicitly adjust 0 beta 

estimates towards the market beta. The paper and other studies did focus on the 

betas of individual firms suggesting that portfolio formation was not the only 

reason for the con ergence witnessed in CAPM tests. The finding has pro oked a 

more focused study of the convergence phenomenon. 

Blume (1975) using the Bayesian con ept of prior distributions argued that in the 

cross section we tend to observe equity betas that are normally distributed 

around unity and concentrated between zero and two. Using the prior 

information to form a Bayesian estimator of equity betas would eliminate the 

measurement error bias because it was a weighted a erage of the classical 

esti!nator and the prior expected value of the equity beta. The weight placed on 

the classical estimator depended on the information content in the data sample. 

With such short data samples being used to estimate equity betas in tests of the 

CAPM, the sample likelihood function did not dominate the prior information 

and so the prior information did adjust estimates of equity betas toward unity. 

The adjustment required the loss function to be quadratic to eliminate the 

measurement errors that had affected previous tests of the CAPM. 

l.ising portfolios of equity securities, BJume (1975) tested whether the beta 

convergence observed in the CAPM tests could be entirely e plained by the 

omission of prior information and found that the con ergen e tendency of 

adjusted estimates of equity be1as remained significant at the fi e per cent level. 

The test was of the null hypothesis that a cross-section regression of adjusted 

betas in period one on actual betas in period two yields a slope coefficient equal 

to zero. Blume concluded that 'a major reason for the observed regression [to 

unity] is real non-stationarities in the underlying values of beta and that so-called 

'order bias' is not of dominant importance'. 

Blume's paper characterized the relationships between the distribution of equity 
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betas across firms and observed characteristics of firms. The measurement error 

view of beta convergence could note plain the increased probability of delisting 

for firms with extreme betas or the relationship between the oncentration of 

betas and the size and age of firms. B demonstrating that such relationships are 

a robust feature of the data, the view that beta convergence was a statistical 

artifact was more strongly refuted. The study concluded that firms with extreme 

betas seemed to take on investment projects with less extreme risk 

characteristics. The conclusion ignored the many channels through which firms 

may adjust the risk characteristics of their equity returns by manipulation of their 

financial structures. Equity issues, leveraged buy-outs and equity carve-outs are 

examples of such manipulations that would influence the systematic risk profile 

of the income stream generated by equi .' holdings. Nonetheless, the essential 

point that beta convergence was not merely a statistical artifact remained clear. 

Dichev (1997), stated that properly anticipated equity values for instance prices 

in efficient markets, summarize all available information and change only in 

response to new information. New information by Dichev' s defination was 

unpredictable, which implies that unpredictability of changes is a fundamental 

characteristic of all proper measures of equity value. To explore whether the 

unpredictability approach is suitable for practical applications, he formulated 

predictions based on e isting market- based research. Using first-order 

autocorrelation in changes as a proxy for predictability. He obtained results, 

which suggested that the unpredictability approach is powerful and flexible 

enough to be of practical use and serves the needs of standard setters in 

accounting. 

18 



Giner et al (1997) analyzed the information content of operating cash flo 

considering the association between e pected ash flows and abnormal returns 

and found out that share prices depend on firm's expected future cash flows and 

risk. 

Davis (2001) examined the claim that the book-to-market ratio no longer contains 

any information that can be used to identify value stocks. Book to market ratio is 

the ratio of a finn's book value of equity to its market value of equity. The study 

determined book value of equity using historic cost information. Buyers and 

sellers of the stock using current information determined market value of equity. 

The study found no evidence of book-to market ratio becoming irrelevant for 

identifying value stocks. Compared to popular alternati es, (Earning to price 

(E/ P), Cash flow to price (CF /P), and sales to price (S/ P)). The ability of book to 

market at producing dispersion is average returns had not declined and changes 

in the composition of the US economy had not eliminated the strong cross

sectional relation between book to market and realized returns. Book to market 

rankings were somewhat more stable over time than rankings based on other 

three variables thus reduce the number of transactions that are triggered by 

stocks moving in and out of the portfolio's buy range. 

Oark (2000), disputed many investors and financial commentators believe that 

high earnings growth rates and high rates of return are synonymous. What is 

true he claimed was that differences in earnings growth rates influence the 

breakdown of e pected rates of return into their capital gain and di idend 

components and that else equal, a higher rate of earnings growth produces 

relative! more capital appreciation and less di idend yield. Earnings growth, he 

concluded does not affect expected total rates of return (which are sums of 

expected price appreciation and dividend yield) he concluded that e peeled 
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returns are determined by risk alone and the greater the risk, the higher the 

e pected rate of return. 

Munywoki (1998) justified relationship between systematic risk and return as 

positive, but did not make any adjustments to pric s (bonuses were not 

considered). He used the mean variance criteria and used market capitalization 

with prices not adjusted to formulate his weights on the portfolio. Results 

revealed market risk of 3.55% and market return of 14.8%, which added to the 

coupon rate on the 1 year CBK TB of 15% gives a total of 29.8%. He claimed that 

it did not deviate much from the general market interest rate that ranged 

between 28-32% towards end of 1997. 

Mull (1991) on estimation of systematic return and risk for Nairobi Stock 

Exchange indicated a 4% risk and 6% return. He considered treasury bonds 

having a coupon rate of 15% Uuly 1991). When the study was conducted in 1991 

the full market was consistent with the general market interest rates in the 

commercial sector and the market was at a very low stage of development. One 

limitation of the study was a lack of a trading floor which might have affected 

the diversification effectiveness of the market there by affecting activity level 

Another is that there were 6 brokers in the market. Current! over fifty brokers 

and more securities have been listed, thus opening up more avenues for 

in est:rnent diversification. 

Gitari (1990) found that companies quoted in the airobi Stock Exchange do 

exhibit a positi e relationship between s stematic risk and return. This 

relationship though was not statistically significant there by suggesting that 

in estors may either be o er or under compensated for taking high risk. The 

results also indicate negative but statistically insignificant relationship. 

:\ature of risk-return was independent of nature of industry. This study howe er 
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attempts to conduct an investigation into the relationship between a counting 

and market-based ariables (risk and return) 

Ndegwa (2001) in a study to find out whether a relationship exists between 

business risk and systematic risk and to determine whether companies with high 

return exhibit high risk concluded that there is a very low relationship between 

earnings variability (business risk) and systematic risk. She e pected a positi e 

relationship between earnings variability and systematic risk and found that 

there was direct relationship between these two. She estimated business risk by 

variance of the firm's earnings interim earnings, and final earnings plotted to get 

the monthly earnings and estimated Systematic risk using the covariance 

between the return of the market and the rehL'll of the firm divided by variance 

of the return on the market portfolio. She then applied linear regression in 

approximating the beta coefficient The beta here depicts the sensitivity of the 

security's returns to that of the market as a whole. Regressing capital gain, 

weighted return or non-weighted return with risk. Here capital gain, weighted 

return and non-weighted return all represent compensation to the investor while 

standard deviation of earnings represents the risk. She found out that the 

relationship between business risk and systematic risk only holds for some 

companies (30%) while she expected it to hold for the market as a whole. She 

suggested further research on this area. 

Sawaya (2000) set out to determine to what extent market risk as measured by 

relating returns of individual securities to returns of the market is a useful 

indicator in anal zing risk characteristics of firms quoted at airobi Stock 

E change. He set to find answers to whet;her Nairobi Stock exchange derived 

beta contains sufficient information and if the relationship between return and 

risk (as measured b beta) is linear and positi e. The objective was to establish 

whether beta calculated is not zero and whether there is a relationship between 
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return on security that is linear and positive. He observed that stocks with below 

a erage risk have higher returns than those with below a er ge risk and 

concluded that there is a positi e relationship between asset return and beta. He 

stated the beta coefficient of securities at the Nairobi Stock Exchange derived 

betas contain sufficient information on the market He found out that TPS, BAT, 

A Tin, REA, CMC, EXPRESS, I<akuzi companies in Finance and investment 

sector have below average market risk signifying their lo volume of trading. 

Agricultural sector portrayed a negative beta (Asset returns negatively sensitive 

to change in market level) being a justification for the conclusion that companies 

with low betas are those that are inactive in trading. He discovered a negative 

alpha (alpha representing average value over the time of unsystematic returns of 

the security) representing a negative correlation for companies in finance and 

investment sector and suggested that high turnover or high trading of shares in 

the two sectors caused this. 
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CHAYfER THREE 

RESEARCH METHODOLOGY 

3.1 Jbe population 

The population of this study consisted of all companies listed at the airobi 

Stock Exchange. 

3.2 The sample 

The sample consisted of companies that have been continuously listed at the NSE 

from 1996 to 2001. The five-year period was selected as the period with the most 

recent data extracted from the annual accounts. It was the period, which had a 

concise and authoritative compilation of key assessment statistics, and ratios that 

would assist investors in making prudent decisions. The sample consisted of fifty 

companies~ which was representative of Nairobi Stock Exchange. Source of the 

data is Nairobi Stock Exchange handbook (2002). 

3.3 Data Collection 

Secondary data from Nairobi Stock exchange Handbook 2002 was used due to 

reliability and conclusiveness of the data. 

3.4 Data analysis 

3.4.1 Data 

This study used the secondary data from the annual reports of the companies 

quoted at the Nairobi Stock Exchange. 
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3.4.2 ariables 

-The independent variabLs: The six k~ey ratios in the predictor set included 

return on equity, current ratio, earnings per share, pay out ratio, net asset value 

per share and dividend yield. 

-The dependent variables were yearly return per sector and yearly risk (beta) per 

sector. 

3.4.3 Data analysis 

Data was analyzed using MS excel package. Correlation analysis between 

accounting based ariables (independent ariables) and market-based (return 

and risk) variables as dependent variables was conducted. 

Correlation is the covariance of standardized variables - that is, of variables after 

making them comparable by subtracting the mean and dividing by the standard 

deviation CorreJation is the ratio of the observed covariance of two standardized 

ariables, divided by the highest possible covariance when their values are 

arranged in the best possible match by order. When the observed covariance is as 

high as the possible covariance, the correlation will have a value of 1, indicating 

perfectly matched order of the two variables. A value of -1 is perfect negative co 

ariation, matching the highest positive values of one variable with the highest 

negative values of the other. A correlation value of 0 indicates a random 

relationship by order between the two variables. 

The first part of data analysis dealt with the correlation between the six key 

accounting ratios and return and risk in a. sector basis. The second part of the 

data analysis deaJs with descriptive statistics such as maximum, minimum, 

means and standard de iation. 
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CHAPTER FOUR 

DATA PRESENTATIONS AND FINDINGS 

4.1 Results of the correlations. 

4.1.1 Introduction 

This research attempts to find the correlation between accounting and market 

based performance measures (risk and return) for selected companies quoted at 

the Nairobi Stock Exchange. The study analyzes an all market summary and 

each sector categorized into agricultural, commercial and services, finance and 

investment and industrial and allied sectors and alternative investment market 

segment The categories are based on the classification given at the Nairobi Stock 

Exchange. 

4.1.2 Return on equity, current ratio, earnings per share 

It is generally expected that correlations of the above ratios and return should be 

positive. A negative correlation is generally expected between the above ratios 

and risk. This is because firms expected cash flows and risk dictate return. The 

expectations of correlation between earnings per share and return is positive 

while correlation between earnings per shar-e and risk is negative. It is generally 

expected that earnings response coefficient for companies can be regarded as 

reliable predictor of individual companies future returns. 
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• Table 1: Agricultural sector 

TABLE 1 ComlllJon CorrNCion Comlallon Correlation ConNIIon Coml*n 

beiiMn Return IMIMen R.tum betwftn betMen between bttweefl 

00 Equity and on Equity and Current R3tio Current Ratio Earnings Per &mlngs Per 

aod and Share iiOd Sh3Aand 

Retum Rlsll Return RlsJI Return Risk 

AGRICU-1\.m 

21101 0.32 .024 100 -100 048 .046 
2000 016 024 100 -100 084 .058 
1tell 024 .016 -100 100 0~ .031 
1 .. .068 029 -100 100 09 .06-4 
1117 025 .on 100 -1 00 047 .{)56 

032 029 100 100 091 .{) 31 
.{).68 .OTT ·1 00 -1 00 039 .{).64 

MEAN 0 06 .{) 13 020 .020 062 .{)51 

STD.DBMT10H 042 0.43 110 110 0.24 013 

Standard deviations of correlations between return on equity and current ratio 

for the agri ultural sector return and risk are similar at 0.425 and 1.10 

respectively for period 1997 to 2001. 

A wider margin is observed between correlation between earnings per share and 

return and correlation between earnings per share and risk for firms in the 

agricultural sector. 

Mean for correlation between return on equity, current ratio, earning per share 

versus agricultural sector return are positive while the above correlations versus 

agricultural sectors risk are negative. 

Where as return on equity and current ratio did not behave as expected, the 

majority of results are as expected with earnings per share meeting expectations. 

The results imply that earnings per sharE! can be used to predict individual 

companies returns and risk in the Agricultural sector. 
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• Table 2:Commercial and Services sector 

TABLE2 ComAtlon Comlatlon Combtion Combtlon Comlltlon Combtlon 

belRen Return betweef!Retum bttween between between between 

ooEquilyand on EquJty and Cunwlt IQtlo Cumnt Rlllo Earnings Pw Eantlngs Pw 

and lnd Share and Share and 

COIIIIERCW. AHD RIUn RlsJI ~ RlsJI RICum IUsk 

SERVICES 

2001 014 0.58 ~14 026 001 050 

2000 ~.22 ..()24 ~48 ~35 ~11 ~19 

18M oc ~.76 032 ~21 048 ~~ 

1988 000 ~07 011 000 ~~ ..()4 

1887 074 ~.76 Oll ~53 053 ~44 

MAXIMUM 074 058 032 026 053 050 
-0.22 -0 76 -048 -053 -Oil -084 

MEAN 014 ..025 0.02 ~17 014 ~28 

STD.OEVIA TIOH 0.36 056 034 031 035 0-49 

Mean for correlations between return on equity, current ratio, earning per share 

versus commercial and services sector return are positive while the above 

correlations versus commercial and services sector risk are negative. Standard 

deviation of correlations between return on equity, current ratio, earning per 

share versus commercial and services sector return and risk vary from 0.31 to 

0.56. 

Majority of results in the commercial and allied sector behaved as expected with 

stronger relations observed with return on equity and earnings per share. Return 

on equity and earnings per share can therefore be used to predict returns and 

risk in commercial and services sector. 
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• Table 3: Finance and Investment sector 

TABLE 3 
ComQtlon Cofre"tlon ~ Correbtion CorrebiJon Conebtlon 

between Return betwee11 Return between between between between 

on Equity and on Equltyud Cur'l'llllt Ratio Current R.Jio Earnings Pw &mlngs Pw 
and and Share and Share and 

FtWtCE All) R.n.m Risll Ran Risk Return Risk 

IM:STJIENT 

2001 ~04 ~14 ~50 016 024 009 
2IXlO 022 ~.09 058 ~40 054 ~32 

1M 053 ~. 47 0.52 010 063 ~62 

1M 031 0 21 ~~ ~19 064 ~02 

1117 0.54 0.36 ~~55 0.02 014 ~13 

IIAXJIIIUI 054 036 058 016 064 009 
~04 ~. 47 ~55 .040 014 ~62 

IIIEAH 0 31 ~.03 ~05 .006 044 .010 

STANWW 024 0.32 056 0.23 023 0.28 
DEVIATlOH 

The means of correlations between return on equity, current ratio, earning per 

share versus return and risk are negative different from correlation between 

return on equity and earning per share versus return which give positive figures 

and negative figures versus risk. The standard deviations however, do not give 

very wide margins for the period covered. 

Results in the finance and investment sector behaved in a similar manner to the 

results in corrunercial and services sector. Return on equity and earnings per 

share can be used to predict future returns and risk in finance and investment 

sector . 
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• Table 4:Indusbial and Allied sector 

TABLE4 

IICUSTRIAL 4ND 

ALLED 

Correlation 

between Return 

on Equity 3IICI 

Correlation 

between Return 

on Equiey and 

Correlation Correl2tlon Correlation Corre~ 

between ~ between bfttween 

Cwnnt lOtio Current Ratio Earnings Pw Earnings .,., 

Share and 

Return 

2001 0 43 .{) 35 0 13 .{) 26 0 43 .{) 19 

2000 0 54 .{) 21 .{) 16 .()_~ 0 32 0 39 

1881 052 .{)()5 0.10 .{)24 034 .()03 

1M 053 0.28 .{)(Xi 011 050 .011 

1887 0.25 0.24 .{)39 .0 25 0.37 038 

111AX1M1 0 54 0 28 0 13 0 11 0.50 0 39 

0.25 .0.35 .0.39 .{) ~ 0 32 .() 19 

MEAH 0 45 .() 02 .{)!)! .{) 19 0.39 009 

STAII:IARD 012 028 0.2 0.17 007 028 

DEVIATIOH 

Correlations between current ratio and earning per share versus industrial and 

allied sector return and risk give similar signs both negatives and positives 

respectively. The standard deviations do not give a very wide margin for period 

covered. The results here show that return on equity and earnings per share can 

be used to predict returns in industrial and allied sector, as all correlations 

obtained are positive as expected. 

• Table 5: Alternative Investments Market segment sector 

TABLES 

AI.TERNATM 

INVESTMENT 

MARKET SEGMENT 

Correla11on 

between Return 

on Equity and 

Return 

2001 032 

2000 055 

1881 004 

1881 045 

1887 .0.20 

IIAXIMUII 0 55 

.()20 

MEAN 023 

STANIWW 03 

OEV\AnoN 

Correlation 

between Return 

on Equity and 

.{)08 

.{)66 

.021 

018 

000 

018 

.()66 

.() 4 

032 

Con:elltlon Correlation Correlltlon 

between between between 

Current Ratio ~rrent IUtlo Evnlngs Per 

and 

Return 

.{)20 

053 

0.13 

052 

.0.20 

053 

.()20 

016 

036 

30 

and 

Rl$k 

.0.37 

.045 

.()79 

059 

.() 18 

059 

.{)19 

.024 

051 

Share and 

Return 

029 

040 

.() 13 

0 47 

.()25 

0 47 

.0.25 

016 

033 

Correlation 

between 

Earnings Per 

Share and 

Risk 

029 

.() 5 

.011 

029 

.0~ 

029 

.027 

002 

0.26 



Standard deviations do not give wide margins. Correlations between return on 

equity, current ratio versus alternative, investment market segment sector return 

gi e positive figures and negati e figures versus risk. Correlation between 

earnings per share versus alternative investments market segment sector return 

and risk both give positive figures. 

Majority of results in alternative in estments market segment behaved as 

e pected though a strong relationship is not observed. The implication in the 

alternative invesbnents market segment shows the response coefficient could not 

be regarded as a reliable predictor of future returns and risk. 

• Table 6: Nairobi Stock Exchange 

TABLE 6 Correlation 

between Return 

on Equity and 

WHOlE MARKET Return 

SEGMENT 

2001 

2000 

1M 

1988 

18t7 

MAXIMUM 

1111 UM 

MEAN 

STD. DfVIATION 

032 

0.29 

0 35 

0.36 

.0.20 

036 

.020 
022 

024 

Correlation 

between Return 

on Equity and 

Risk 

.0.15 

.0.08 

.() 18 

024 

.() 06 

024 

.() 18 

.()05 

017 

Correlation Correlation Conelatlon Correlation 

between between between between 

Cumnt Ratio Current Ratio Earnings p.,. Earnings Per 

and and Share and 

Return Risk Return 

.0.03 

0.104 

018 

001 

.0.13 

018 

.() 13 

001 

011 

.() 17 

.0.20 

.0.13 

009 

.0.06 

009 

.020 
-009 

012 

031 

0 24 

0 26 

038 

.0.08 

038 

.008 

022 

018 

Share and 

RIU 

.0 07 

.0.01 

.() 16 

0.01 

.()04 

001 

.0.16 

-005 

007 

The table represents market average helps to get around some country-specific 

inefficiency. Mean for correlation between return on equity, current ratio, 

earnings per share versus whole market return are positive while the above 

correlations versus whole market risk are negative. Standard deviations give 

narrow margins. A positive correlation to .returns and negative correlations to 

risk is observed for Nairobi Stock exchange. The unstable relationship implies 

that correlations of return on equity, current ratio and earnings per share do not 

contain suffident information to predict risk and return. 
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4.1.3 Pay out ratio, net asset value per share, dividend yield 

It is generally expected that correlation of the above ratios and return should be 

negative. A positive correlation is generally expected between the above ratios 

and risk This is because a higher capitalization translates to higher risk. 

The dividend yield shows market expectations of future growth. High dividend 

ield reflect low share price due to doubts on future of company and the ability 

of a firm to maintain the high yield. Hig;h dividend yield should be accompanied 

by high risk. A high dividend yield reflects low growth of firm size and thus 

negatively correlated with returns. 

• Table 7: Agricultural sector 

ltain Investment 

Marttet Segment 

TABLE 7 
AGRICU..TURE 

2001 

between Pay between Net between He( between between 

OCJt IQtlo and asset Value per asset value per OIYidend Yield OMdencl Yleld 

Share and Share and and and 

Risk Return Rlstl Return Rlstl 

078 .0.25 0.17 .052 057 

2000 0.44 .Q 29 0 02 0 42 0.38 .0.09 

1811 .Q 20 0 27 .0.29 0 37 0.25 .Q 17 

1M 0 36 009 096 .072 02• 017 

11187 092 017 000 016 045 .046 

MAXIMUM 0.92 0 78 0 96 0 42 0 45 0 57 

" MUll .on .o29 .o 29 IJ 12 .o s2 .o 46 

EAN 0 16 020 009 008 016 000 

STAtllAAO 0 63 0 39 0.51 0 46 0 39 0 39 

DEVIAllON 

Standard deviations of correlations between pay out ratio, net asset value per 

share and dividend yield per share for the agricultural sector return and risk give 

a wider margin compared to means of the correlations between the above ratios 

for the agricultural sector return and risk. Standard deviations of correlations 

between ctividend yield per share for the agricultural sector return and risk as 
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similar at 0.39. All means in the above table are positi e with ery narrow 

margins. 

The correlations did not behave as expected. This means pay out ratio, net asset 

value per share and dividend yield could not be regarded as a reliable predictor 

of returns and risk in the Commercial and Services sector. 

• Table 8: Commercial and Services sector 

TABLE 8 Combtlon CorrelaUon Correlation Correlation Correl<ltlon Correb!Son 

between Pay between Pay betweeo Net between Net between between 

out Ratio ~nd out Ratio and asset Value per asset value per Dividend Yield Otvtdend Yield 

Slweand Share and and tnd 

COIIM.ERaAL AN> Retum RJsk Return Risk Retum Risk 

SERVICeS 

2001 074 .()38 .009 .029 0.61 ~12 

2000 .0.30 .050 .()65 .()23 .0 14 ~14 

1M 059 .004 .060 017 066 ~00 

1M 078 040 .043 .()20 0.53 33 

1887 011 .()52 0.60 0.35 0.02 .()61 

IIAXI 1M 078 040 060 035 0.66 033 

Ml Ull .030 .()52 .0.65 .0.29 .() 14 ~61 

MEAN 038 .021 .023 .0.04 034 ~12 

STAtC:IARD 047 039 0 52 028 037 033 

OEVIAllOH 

Standard deviations for the correlations of the above ratios and commercial and 

services sectors return and risk give ery slim margins. Where as both means for 

the correlations between net asset value per share to both return and risk in the 

sector are negative, orrelations between pay out ratios, and di idend yield and 

versus risk and return are positive and negative respectively. 

The correlations did not behave as expected. This means pay out ratio, net asset 

value per share and dividend yield could not be regarded as a reliable predictor 

of returns and risk in the Agricultural sector. 
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• Table 9: Finance and Investment sector 

TABLE 9 Comt!Jtloo Correlation Co~latlon Con latlon Correl~on Correbtion 

between PJy between Pay between Net between Net between between 

out Ratio and Ol.f IUtlo met asset Value per asset value per Dividend Yield DIYklend Yitld 

Share and Sh;~re and and and 

FINANCE AJI) Return IUsll Return RlsJI Return Risk 

IIMSTIIENT 

2001 0.00 .005 .007 .008 034 .003 
2000 .002 .()()4 015 .023 062 .045 

18118 054 .049 014 .015 048 .0 41 

1188 0.58 034 .031 .0~ 034 .() 13 

1187 059 O« .0.34 .002 036 002 

MAXJMUII 059 0~ 0 5 .002 062 002 

MIM .0.02 .049 .0 34 .043 034 .045 

MEAH 0.34 004 .009 .0 8 043 .020 

STD. DE'A\ TIOH 0.32 037 024 016 012 022 

The mean of correlations between payout ratio and return and risk give positive 

figures while correlations between net asset value per share and return and risk 

gi e negative figures. The means of correlations between dividend yield and 

return is positive while the mean of correlation between dividend yield and risk 

is negative. The correlations did not behave as expected. This means pay out 

ratio, net asset value per share and dividend yield could not be regarded as a 

reliable predictor of returns and risk in the Finance and Investment sector. 

• Table 10: Industrial and Allied sector 

TABLE10 Correlation 

between Pay 

Comlitlon 

between Pay 

Corre' atlon Correlation Conelltlon Correlation 

betwe.en Net between Net between between 

out Ratio and out Ratio met asset Value per asset value per Dividend Yield OMdend Y1eld 

Share, and Share and and and 

Return Return Risll Return Risk 

INDUSTRiAL AND 

~LliED 

2001 043 .0 47 035 .0 15 051 .029 

2000 .005 .022 041 059 019 .()~ 

1188 0.08 .() 13 031 013 0 37 002 

1898 017 019 051 028 038 010 

1187 0 42 024 048 063 007 005 

liWIMlMI 043 024 05 063 051 010 

MUll .005 .0 47 031 .0 15 007 .()~ 

MEAN 021 .008 041 030 030 .()08 

S'TMI)AAO 021 030 008 033 017 019 

OEVIATlON 
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The means of correlations between pay out ratio, net asset value per share and 

dividend yield per share against industrial and allied sector return are positi e. 

Whereas means of correlations between payout ratio and dividend yield against 

risk in the abo e sector are negative, the mean of correlations between net asset 

per share against risk is positive. The margins of standard deviations for the 

above correlations are narrow ranging from 0.08 to 0.33 

The correlations did not behave as expected. This means pay out ratio, net asset 

value per share and dividend yield could not be regarded as a reliable predictor 

of returns and risk in the Industrial and Allied sector. 

• Table 11: Alternative Investments Market segment sector 

TABLE 11 Correl.1tlon ~ Con elation C«relatlon Correlation Correlation 

between Pay between Pay between Net between Net between between 

out Ratio and out~and ~Value per HSet value per OMclend Yield DMdend Yield 

Share and Shneand and and 

AL TBfi\ TJVE Return Risk Rlturn Risk Return RJsk 

ltMSTIIEMT 

IIIAAI<ET SfGIIBCT 

2001 040 .on 0.38 052 ~38 062 

2000 075 .058 048 .035 054 .0.65 

1888 0.34 .0 12 0.07 .006 0.11 .037 

11118 031 0 47 0.42 003 070 046 

1187 .0 18 001 ~34 ~40 000 014 

MAJUMUM 0.75 0.47 048 052 0.70 062 

IIUII .018 .o.n .0.34 ~40 .038 .065 

MEAN 032 -020 020 ~05 020 004 

STA~RD 033 049 034 0.37 043 054 

OEVIATlON 

Standard deviations for the above correlations are wide ranging from 0.33 to 

0.54. While all means of the correlations of pay out ratio, net asset value per share 

and dividend yield against returns of the alternative investment market segment 

are positive, the mean of the correlations of the first two ratios give a negative 
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figure against risk different from correlation between dividend yield and risk 

which gi es a positive value. 

The orrelations did not behave as expected. This means pay out ratio, net asset 

a.lue per share and dividend yield could not be regarded as a reliable predictor 

of returns and risk in the Alternative Investments Market Segment Sector. 

• Table 12: airobi Stock Exchange 

TABLE12 Cofrelatlon Conel3tion CorreWion Correlation Correlation Cone~ 

between Pay between Pay between Nat Mtween Net between between 

out Ratio and out IUtlo and asset Value per 1sset value per Dividend Yield Dividend Yield 

Slweand Shale and and and 

Wt«>l.E MARKET Return RJsj( Return Rl$k Return Risk 

SEGMENT 

2001 019 .023 015 .002 0.36 .Q 10 

2000 0.08 .024 0.15 .001 021 .028 

1* 016 .009 013 004 034 000 

1as8 0.28 027 031 .013 043 021 

1887 003 .007 000 .0.07 001 .0.02 

MAXIMU 028 027 031 004 043 021 

liM 003 .024 000 .0.13 001 .0.28 

llfAN 015 .0.07 015 .004 027 .()04 

STO. DEVIATION 010 021 011 ore 017 018 

The main trend of correlations between pay out ratio, net asset value per share 

and dividend yield and return is positive different from the correlations between 

the above ratios and risk which is negative. Standard deviations for the whole 

market are in a small margin ranging from 0.06 and 0.21. 

A general expectation of negative correlation to returns and positive correlation 

to risk with pay out ratio, net asset value per share and dividend yield is not met 

and the accounting ratios can not be ll:!garded as a reliable predictor of 

individual companies returns and risk. 
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CHAPTER FIVE 

SUMMARY, CONCLUSIONS AND RECOMMENDATIO S 

5.1 Summary and Conclusions 

This study set to find the correlation between accounting ratios (Net Ass t Value 

Per Share, Return on equity, Current ratio, Earnings per share, Dividend yield 

and Pay out ratio) and market-based performance measures (risk and return) for 

companies quoted at the airobi Stock Exchange. 

This study confirms alternative hypothesis that there exists a general association 

between the firm's accounting ratios and its stock return and risk. It finds an 

unstable association. The association generated by different accounting variable 

combinations in the different sectors varies along time. This implies that 

correlations of the various accounting variables do not contain sufficient 

information to predict risk and return. 

The study finds that firms take actions, which result in their equity betas 

adjusting toward unity, where equity betas are a common measure of systematic 

risk. For instance, difficulties in trading conditions in the agricultural sector were 

offset by investment in improved manufacturing equipment, deveJopment of 

further added value products and stringent cost controls. 

For a satisfactory return on capital employed in commercial and services sector, 

the firms in the sector embarked on reduction of surplus borrowings, increase to 

product range and protection of rental and territorial profitability. The unstable 

association is proof that accounting ratios ~o not contain sufficient information 

about investors' opinions to effectively measure the risk of equities with extreme 

e posure to non-accounting determinants. 
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The cross-section variation that a counting ratios do not explain, has 

implications for risk measurement determined by non-a counting factors like 

firm size and the growth of firm size. 

5.2 Recommendations for further research 

Data was limited to the companies quoted at the airobi Stock Exchange. This 

study recommends a further analysis for fums not quoted at Nairobi Stock 

Exchange so as to confirm whether results are applicable across all firms or are 

peculiar to the quoted firms. 

The study suggests variation of estimation period. For instance a study carried 

out to include weekly, monthly and a range of one to eight years to confirm 

whether results are applicable across different periods. 

5.3 limitations of the study 

This study only covered companies quoted at the Nairobi Stock Exchange. There 

is no way of knowing whether the results would ha e differed greatly, but it 

would have helped to generalize the results if analysis was for both quoted and 

companies not quoted on Nairobi Stock Exchange. 

The analysis was performed per sector and on relativel short time series. Due to 

that the sample size decreased as the lag between observed price response 

coefficients increased. The response coefficient for different sectors cannot be 

regarded as a reliable predictor of individual companies returns and risk, but it is 

significant for the sample as a whole. 
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During the period under review (1996-2001), the economy was affected by power 

rationing which may have influenced the earnings or return relation, which had 

been central to the analysis. Such a phenomenon was unlikely to persist and if 

the research is repeated later, one could expect to find that more pronounced and 

stable results will be obtained. 
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return on equrty 

2001 2000 1999 1998 1997 1996 

AIN INVESTMENT ARKET SEGMENT 

AGRICUL lURE 

Brooke Bond Kenya Limited 006 009 004 003 -004 002 

Kakuz.l Limited -064 -002 002 004 0 .09 0074 

Rea Vlplngo Plantations Ltd. -004 -0 15 -002 0 11 0.1 0 14 

Saslnl Tea and Coffee Limited 002 008 001 004 004 004 

COMMERCIAL AND SERVICES 

African Lakes Corporation Pic 

Car and General (Kenya) Limited -003 ·001 0.08 -013 -034 -0.24 

CMC Holdings Limited 045 032 023 0.18 019 0.22 

Hutchings Siemer Umited 014 -0.63 

Kenya Airways Limited 039 084 033 039 0.22 0.45 

Marshalls (East Africa) Limited -117 -031 -056 006 016 0 21 

Nation Media Group Limited 017 044 0 44 006 012 016 

Tourism Promotion Services Limited 015 014 013 . 01 008 

Uchuml Supermarkets Limited 003 01:' 008 0 11 009 015 

FINANCE AND INVESTMENT 

Barclays Bank of Kenya Umlted 0.22 015 014 015 015 

CFC Bank 013 016 013 016 0 15 0.1 

Diamond Trust Bank (Kenya} Limited 006 015 005 012 009 

Housing fi!Wlce Company Limited -0 27 008 006 015 017 02 

ICOC Investment Company Limited 00576 oosa 00589 0 235:1 0 7500 002-16 -- -- ---- -·- - -- - ·- - .. 
Jubilee Insurance Company Limited 010 017 01 0. 13 0 12 000 

Kel!}'_a Commercial Bank Limited 0 IG OHi 0 .,., 010 03 0.31 

National Bank Of Kenya Limited 052 -35 -2.43 -1 27 016 

NIC Bank Limited 021 021 014 0 12 0 12 02 

Pan Africa Insurance Company Limited 0 24 -012 007 023 0 12 008 

Standard Chartered Bank Kenya Limited 0 19 010 019 019 0 14 0 14 

INDUSTRIAL AND ALLIED 

Athl River Mining Limited ()()!) () I () (Y.i om 005 0 ---- ··- - ---. 
Bamburl Cement Company Limited 013 003 000 0 OJ 000 011 

Bntlsh Amerlcan Tobacco Kenya Limited 012 01 021 02 017 013 

BOC Kenya Limited u 13 009 008 011 012 u 13 

Car~cld Investments Limited 011 02 () 1/ 0.13 000 011 - --- ·- _..,_. __ . -- - •· 

Crown-Beri6r Kenya Llmllted 0 21 01 071 013 021 0 03 --- - - - . . 



non equ. 

Dunlop Kenya Umlted 005 008 003 004 015 

East African Cables Limited 01 016 008 016 0 11 012 

East African Portland Cement Company 0 74 -038 -07 018 002 002 

East African Breweries limited 018 019 015 005 022 0 23 

Firestone (E.A) Limited 017 009 009 013 0 15 0.14 

Kenya Oil Com~ny Limited 056 026 0 51 04 0 32 019 

Mumlas Sugar Company Ltd 015 

Kenya Power and Lighting Company Limited ·1 24 -018 0 15 015 017 069 

Total Kenya Ltd -0 t 1 007 0 21 0.12 004 005 

Unga Group Limited -032 -064 -0 18 -0 21 0 13 012 

ALTERNATIVE INVESTMENT MARKET SEGMENT 

A. Baumann & Company Limited -01 008 019 006 -207 4 97 

City Trust Limited OU5 00'1 016 013 0 44 

Eaagads Limited 043 0 42 031 0 45 042 0~ 

East Afrlcat~ Packaging CndustTies Limited 082 ·1 73 -023 -024 001 016 

Express Kenya Limited -035 -007 -0 12 009 006 009 

Kapchorua Tea Company Lfmlled 001 003 003 024 007 002 

Kenya Orchards Limited 3 53 1 

Umuru Tea C omp'lny ·umtted -001 009 007 014 0 11 003 

The StanOni ~Wspaperl Ofoup Umlted -0 59 -t 33 -059 -002 005 025 

Williamson Tea Keny•Ltmlted 016 011 00'1 0 24 009 002 - '-- -- - -- - ·--· --
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