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ABSTRACT

Stock markets in the world individually and coligety play a critical role in their
economies. They provide an avenue for raising fufaistrading in securities including
futures, options and other derivatives which previdpportunities for investors to
generate returns.

The performance of the stock market is influencedmumber of factors including the
change of CEO of a company and the general perfwenaf the economy. Various
studies have been carried out in the developedtdesrexamining the performance of
stock markets before and after CEO’s exit. Theadiss$ indicate that the stock market
react differently based on the party announcemeatnew CEO.

This study analyzed the share price performandistefl companies in the Nairobi Stock
Exchange before and after CEO exit. The share priddisted companies during the
event study and NSE month end indices for the pebetween 2008 and 2013 obtained
from the NSE were analyzed using the event studkehanodel where abnormal returns
(AR) and cumulative average abnormal returns (CAAR)e derived. The results are
displayed in APA tables and graphs. The volatiiitst follows a CEO change was found
to have a significant impact on the performancelwdre prices, and listed companies’
boards should plan a succession strategy takirsg teiects into account. In order to find
out exact situation of how much and in which di@ttCEO change impacts stock
returns in Kenya (prior to change and after CEOngea a detailed analysis at the

technical level covering all aspects is required



CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

There has been increased public and academic disousf issues related to corporate
governance in most countries with active capitatkeis. Corporate boards worldwide
have been attracting a great deal of attentiorhéengast decade because of corporate
failures and concerns about the performance ofaratpns and the way they are
governed. Both firms and regulator’s are consigehiow best to ensure good corporate

governance.

A study by Sundin and Sven- Ivan (2004) asserts ttiea Chief Executive Officer is
responsible for the operations of the Company amithe Chief Executive Officer who
makes most strategic decisions, even if approwahfthe board is sometimes needed.
Such strategic decisions could include enteringwa market, launching a new product,
or reorganizing the company structure. It seemgé&bdghat such decisions should have
an Effect on company performance. They further arthat the fact that a change of
Chief Executive Officer often leads to many othemmagerial changes within a company
further supports the argument that Chief Execu@fécer turnover has an Effect on

company performance.

Morck and Steier (2004) state that “Each corporatias a CEO who dictates corporate
policies and strategies to largely passive boarfdglieectors. The true owners of
America’s great corporations, millions of middlas$ shareholders, each owning a few
hundred or a few thousand shares, are disorgaramddgenerally powerless. Only a
handful of institutional investors accumulate lasggkes — 3 or even 5% of an occasional
large firm's stock — that give them voices loud egio to carry into corporate
boardrooms. Corporate CEOs use or abuse theirdzmasile powers in accordance with
their individual political, social, and economidibés.”



Effective corporate governance requires a proacto@ised state of mind on the part of
directors, the CEO and senior management, all afmvimust be committed to business
success through maintenance of the highest stasmadénesponsibility and ethics. Good
governance is far more than a "check list” of mimimboard and management policies
and duties. Even the most thoughtful and well-édhfpolicies and procedures are
destined to fail if directors and management are aaonmitted to enforcing them in
practice. A good corporate governance structugewsrking system for principled goal
setting, effective decision-making and appropris@nitoring of compliance and
performance. Through such a vibrant and resporssiueture, the CEO, the management
team and the board of directors can interact e¥felgt and respond quickly to changing
circumstances within a framework of solid corponedties, to provide enduring value to

the stockholders who invest in the enterprise Btsiness Roundtable, 2005).

Traditional Finance and economic theories assuhegsridividuals act rationally and the
law of one price holds. This implies that underditianal Finance economic decision
makers are rational and utility maximizing. Howewtudies done by Kahneman and
Tversky (1979), Shefrin and Statman (1994) Shi{il&95) and Shleifer (2000) indicate
that this is not always the case. These studies himther shown evidence of irrationality
and inconsistency in the way human beings makesidesi when faced with uncertainty.
Behavioural Finance theory applies cognitive psiaiy to explain the market and
investor behaviour. In essence, this theory arthesnvestors do not apply full rationality
while making choices, and it attempts to understaednvestment market phenomena by
dropping two key assumptions of Traditional Finapaeadigm that is agents fail to update
their beliefs correctly and there is a systemagéveiation from the normative process in
making investment choices (Fromlet, 2001).

1.1.1 CEO Succession

A CEO change occurs due to various reasons anthggpyeceding circumstances and is

as a result of a number of reasons. These incldidejissal, voluntary exit, death, or

retirement due to either age or ill health (Husbmle (2004), Denis and Denis (1995),

Behn, Dawley, Riley & Yang (2006), Rhim et al (200&he performance level of the
2



organization prior to the CEO exit also varies. céwing to Wagner, Pfeffer and
O'Reilly (1984) firms with performance that is @thexceptionally high or exceptionally

low are more likely to experience high turnovettwd highest ranked executives.

Huson et al (2004) find that prior to the replacemef a CEO; deterioration in CEO
performance precedes the replacement, with perfacenamproving subsequent to the
replacement of the CEO. This implies that an ineee&n managerial quality and
operational performance obtains when a manageepkaed, mainly as anxiety ebbs

away, creating room for certainty and confidence.

Succession focus on a systematic process for dawmglondividuals to move into key
positions within an organization (Harrison, McKima& Terry, 2006; Michaels,

Handfield-Jones & Axelrod, 2001). These positionsld be limited to the most senior
executive positions or could apply to a broadendiar many levels of management

within the organization.

According to Harrison, McKinnon & Terry (2006), sassion “refers to a systematic
process of developing individuals to fill an orgaation’s key roles”. When an
organization has a well-planned succession planamigmanagement program, there are
a number of qualified people available who are greg to transition into a number of
leadership roles (Harrison, McKinnon & Terry, 20@&nczek & Woodward, 2006).

According to Rothwell (2001), continued survivaltbé organization depends on having
the right people in the right places at the rightes ,as a result of recent economic
restructuring efforts in organizations , there sireply fewer people available to advance
to the top ranks from within succession plannind amanagement is needed to encourage
diversity and mutil-culturalism and avoid “homosalcreproduction” by managers ,
succession forms the basis for communicating carats, establishing development and

training plans, establishes career paths and ishaliVijob moves.



The definition of the succession process is unigiiein each organization and therefore
guestions remain as to the impetus, stages, laidiime, participants, support, outcomes
and measurement of the success of this procesadilar& Hall, 2003; Kesner &
Sebora, 1994; Vancil, 1987). Driven by the desweunveil the truth behind the
mysticism, previously known to only those in powsuccession researchers have been
creative in their approach to approximating howphecess unfolds. Succession research
to date circumvents the problem of access to couddrmal or secretive processes by
simply defining the process from an event perspectisually at the point in which the
selection of the successor has been made (Dattga§&aalan, 1998; Holbeche, 1999;
Karaevli & Hall, 2003; Pitcher, Chreim, & Kisfalv2Z000; Scott, 2004).

Sharma et al. (2003) define the succession proagsme that takes place over a long
period of time and includes many activities andgasy that there is an overlap in the
definition of succession planning and successioocgss. The succession process
includes not only the identification of a pool aftpntials, the designation of successor,
the notification of that successor and others ef¢hoice made; but also, the selection
and training of the successor, the development\asian or strategic plan for the firm

following the succession; the definition of the erobf the incumbent and the

communication of the decision to key stakeholder&harma et al. (2003), another study
(Dyck, Mauws, Starke & Mischke, 2002), describes tklay process as one which

includes sequence, timing, technique and commuaitat

1.1.2 Share Prices

The stock market has become an essential markgingla vital role in economic
prosperity that fostering capital formation and taisng economic growth. Stock
markets are more than a place to trade securitiey, operate as a facilitator between
savers and users of capital by means of poolinfyrds, sharing risk, and transferring
wealth. Stock markets are essential for economisvtlr as they insure the flow of
resources to the most productive investment oppiigs.

Share prices change in stock markets on a dailg.bel®reover, during certain times of



the year, it is easy to notice that stock pricgg@gate every morning, and this may take
place many times in one day for some stocks. Tleans that share prices are determined
by supply and demand forces. There is no foolpmatem that indicates the exact
movement of stock prices. However, the factors fethncreases or decreases in the
demand and/or supply of a particular stock couldiude company fundamentals,
external factors, and market behavior.

Market movements are measured by the total valistoak in a particular stock market
by aggregating the market value of the quoted stoCkanges in market capitalization
occur due to fluctuations in share prices or issaasf new share prices or issuance of
new shares and bonus issues. This implies that &ugkity at the stock market may
signal more investments in the stock markets. Matlten over indicates inflows and
outflows in the stock market and is based on thieelyg traded shares. A change occurs
due to the actively traded shares and to fluctaatio share prices or number of shares
traded in a given day (Otuke 2006).

1.1.3 Effect of CEO Succession on Share Prices

Rose and Lawton (1999) observes that changes igetivice institutions arise out of the
need for efficiency, economy, effectiveness, penfmmce evaluation ethics and market
concerns. Rising demand for services and expengatd quality of those services have
placed extreme pressure on managers and their ipafjans, depicting change as a

continuous episode in the life of corporations.

The news of a CEO change may lead to a negativikkamhaeaction, especially in

situations where the short-term negative effegieixeived by the market as outweighing
the long-term positive effect. Overall, theory sumding CEO succession is not clear
and predictions of stock price reactions to turmasents are ambiguous (Huson et al,
2004).Suchard et al (2001) find that there is aatieg short-term reaction to the
announcement of a CEO change. In the long-terrhaage in CEO is perceived to have

a positive effect, assuming the CEO is competedtcam improve firm performance over



time. If for instance, the incoming manager is &tpé to be of superior performance to
the outgoing manager, the stock price may be egdeict improve. Conversely if, the
replacement of a CEO is as a result of previoug pmenagement decisions, this could
result in a drop in the stock price, if the markat previously been unaware of the extent
of this poor decision making. Stock price reactiahthe time of an announcement reflect
the expected outcomes of the turnover, but theahotwtcomes are only known with time
(Huson et al, 2004).

Finkelstein and Boyd (1998) find that if high levedf discretion are given to CEO's by
the Boards of Directors, this would increase thaility to directly influence firm
performance. The argument by Finkelstein and Bo¥898) revolves around the
managerial discretion concept which postulates $i@tegic leadership, especially as
embodied in the role of the CEO is pivotal to thecess of the firm. Higher managerial
discretion and the associated increased riskinéstheo CEO role, leads to greater
potential Effect of the CEO on the firm. Accorditmy Huson et al (2004), findings of
studies conducted to establish the effect of CE@ ex stock price at the date of
announcement are not consistent. The reactioneddttick price is therefore a function of
the circumstances surrounding the said CEOs exkitmRet al (2006) establish that the
stock market reacts more favourably in cases wier€CEO exit was not anticipated by
the market. Friedman and Singh (1989) find thatldtolders react positively if prior
firm performance is poor, and the succession wiéistied by the Board or the CEO, and
if the prior firm performance was good, the stodkce reaction is negative. An
unanticipated death of a CEO results in a redudgtioccompany share price (Behn et al,
2006). Further, delays in the announcement of &acement of a CEO in the case of
CEO death results in a reduction in company shae.pThis means that the market
places value on succession planning, because tigdweduce uncertainty, implying

that a CEO is perceived to add value to a comparttom-line.



1.2 Research Problem

The transition of leadership is a critical poinairompany’s existence and many changes
come from succession that not only effect the mamat directions of the company but
often will change the ownership of the company (&b & Badger, 2011). Planning for
succession has been credited for minimizing thecedf that come from leadership
transition in companies (Behn et al, 2005). CEOngea can be anticipated or
unanticipated. A CEO retiring on his due date isexample of anticipated change
whereas resignation of CEO is an anticipated ev&nte stock market is already aware
of anticipated CEO change, it does not react abalbyno this CEO succession. Firm’s
with anticipated CEO succession does not show amyndurn in performance prior to
retirement of CEO but shows a little improvemerieafards (Denis and Denis, 1995).
However stock market responds more positively tamanticipated CEO change (Rhim
et al, 2006).

Efficient stock markets respond immediately to argative or positive news arriving in
the market. Investors respond positively to thelstoof the firm’s which are likely to
flourish in future in order to get higher returnglavice versa. CEO succession serves as
a critical event to assess the firm’s performaceval of new CEO can be perceived as
a good or bad signal for future growth dependingcmoumstances and person taking
charge as CEO. Thus any such news to market cae @uupturn or downturn in stock
prices of the firm. Several studies have shown fitvastakeholders, like shareholders and
customers, succession serves as an indicator ofefiduccess or failure of the firm
(Davidson et al, 2002; Friedman and Singh 1989).

Stock market reaction to any CEO succession depgouls its efficiency. Efficient stock

markets incorporate the effect of any news arrivimgnarket immediately and share
prices are adjusted accordingly. Stock marketsore$pnore positively to unanticipated
change of CEO as compared to that of anticipatedgd (Rhim et al, 2006).



Most studies conducted in this field of researcheheoncentrated on developed markets,
specifically the United States’ experience. Thesevery little research on emerging
markets (Kato and Long, 2006). Examining sampleArakrican companies, Warner et
al. (1988) Weisbach (1988), Jensen and Murphy (198urphy and Zimmerman
(1993), Denis and Denis (1995) concluded that apamy's performance is significantly
related to the probability of management turnoviaplan (1994) analyzed the
probability of management turnover and companygearénce on a sample of Japanese
companies. In both studies they found there isigmificant relationship between the two
variables in the present time period, however thera negative relationship between

delayed results in company performance and managdoraover.

This controversy creates a knowledge gap which ptedhthe researcher to undertake
survey to investigate the effects of chief exeautofficers ‘succession on companies
guoted at the Nairobi stock exchange. Lesssond2{2€bnducted a similar study but his
study focused on listed companies that had a tematove 50 billion shillings. The
purpose of this study was therefore be to fill lieisearch gap by examining the effect of
CEO succession in the Kenyan context using a saoffi&airobi Stock Exchange listed
companies. This study therefore attempted to addites following research question,
“What is the Effect of CEO succession on shareegriperformance of listed firms in

Kenya?”

1.3 Objective of the Study
To establish the effect of CEO succession on spaces performance of listed firms in
Kenya.

1.4 Value of the Study

Understanding the ever changing business environarah developing a strategic plan
for identifying the necessary skills to succesgfatlanage through these changes will be
imperative for the continued strength of any firm any industry. In addition,
organizations need to develop growth opportuniteesretain talented employees by

8



challenging their skills and finding more opportynthan they would find elsewhere
(Corporate Training and Development Advisor, 2006).

The findings of this study will further help thedrds of directors of NSE listed firms to
make informed choices in selecting top level mansage of their firms as a result of
understanding the Effect of CEO succession on émpnance of share prices of listed

firms in Kenya.

The pursuit of knowledge is a major human endeawdigrmation on succession
planning in corporate governance for listed firm#l wnprove the existing academic
body of knowledge. Exploration into an area of gthdlps scholars better understand the

topic and answers questions related to that aressefirch.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This section of the study presents the theoretiodl literature review. In the theoretical
review, the researcher discusses theories relatédhat guided the study while in the
empirical, the study discusses works of other astio relation to CEO succession and

firms” performance.

2.2 Theoretical Review

This study was be anchored on Efficient Market Higpsis and Behavioural Finance
theory to establish the effect of CEO successionthenperformance of share prices of
listed firms .The study also reviewed Transforowedl Leadership Theory and

Situational and Leadership Theory on succession.

2.2.1 Efficient Market Hypothesis

In an efficient market, competition among the mamlligent participants leads to a
situation where, at any point in time, actual psicé individual securities already reflect
the effects of information based both on events llase already occurred and on events
which, as of now, the market expects to take pladde future. In other words, in an
efficient market at any point in time the actuatprof a security will be a good estimate

of its inherent value (Fama, 1965).

The basis of the efficient market hypothesis ig tha market consists of many rational
investors who are constantly reading the news aadtrquickly to any new significant
information about a security. There are also mamg$é whose managers are constantly
reading new reports and news, and with the aidigif-epeed computers, are constantly
sifting through financial data looking for mispretsecurities.

10



Efficiency management hypothesis was first givemfdoy Paul Samuelson (1965), who
posited that in an informational efficient markgtice changes must be unforecastable if
they are properly anticipated, that is, if theylyuincorporate the information and
expectations of all market participants. After depég a series of linear-programming
solutions to spatial pricing models with no uncerttg Samuelson came upon the idea of
efficient markets through his interest in tempgmating models of storable commodities
that are harvested and subject to decay. Samuslstnding interest in the mechanics
and kinematics of prices, with and without uncertigi led him and his students to
several fruitful research agendas including sohditor the dynamic asset-allocation and
consumption-savings problem, the fallacy of timevedsification and log-optimal
investment policies, warrant and option-pricing lgsia and, ultimately, the Black and
Scholes (1973) and Merton (1973) option-pricing eisd

After Samuelson's (1965) and Fama's (1965; 196%:019many others extended their
framework to allow for risk-averse investors, yialgla neoclassical version of the EMH
where price changes, properly weighted by aggregageginal utilities, must be
unforecastable (for example, LeRoy, 1973; M. Ruleims 1976; and Lucas, 1978). In
markets where, according to Lucas (1978), all itisshave rational expectations’,
prices do fully reflect all available informatioma marginal-utility-weighted prices
follow martingales. The EMH has been extended imynather directions, including the
incorporation of non-traded assets such as humpitatastate-dependent preferences,
heterogeneous investors, asymmetric informatiod,teansactions costs. But the general
thrust is the same: individual investors form expgons rationally, markets aggregate
information efficiently, and equilibrium prices imporate all available information

instantaneously.

Fama (1981) argues that expected inflation is meglgtcorrelated with anticipated real
activity, which in turn is positively related totvens on the stock market. Therefore,
stock market returns should be negatively corrdlatéh expected inflation, which is
often portrayed by the short-term interest ratethkory, the interest rates and the stock
price have a negative correlation (Hamrita & Abaelér, 2011). This is because a rise in

11



the interest rate reduces the present value ofdudividend’s income, which should
depress stock prices. Conversely, low interessregsult in a lower opportunity cost of
borrowing. Lower interest rates stimulate investtaesind economic activities, which

would cause prices to rise.

2.2.2 Behavioral Finance Theory

The assumption that investors are rational andveehma rational manner is at the core
of the EMH. Over the years another school of thouwis emerged. This school of
thought hypothesizes that investors are not alwagienal and therefore the study of
market efficiencies and security pricing should etalkito account the behavior of
investors. This school of thought has evolved iatdoranch of finance known as

Behavioural Finance.

As Barberis and Thaler (2003) points out Behavibkir@gance has emerged by combining
emotions and cognitive errors and their influermeénivestors and the decision making
process. Various researchers have defined Behalidtinance with considerable
agreement between them. Sewell (2005) definesatsaisdy of the influence of psychology
on investors and the effect of this influence te tharket. Lintncr (1998) defines it, as a
study of human decision-making errors when intdhpgeand acting on information.
Kahneman and Tversky (1979), Shefrin and Statm884) Shiller (1995) and Shleifer
(2000) are among the leading researchers who reaek Behavioural Finance to explain

investors behaviour.

Different researchers have defined Behavioural idaawith considerable agreement
between them. Lintncr (1998) defines it, as a staflj)uman decision-making errors
when interpreting and acting on information. Kahaenmand Tversky (1979), Shefrin
and Statman (1994), Shiller (1995) and ShleifeO(®Gre among the leading researchers
who have used Behavioural Finance to explain imvedtehaviour.
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Belsky and Gilovich (1999) referred to behaviodmhnce as behavioural economics in
that "Behavioural economics combines the twin gigoes of psychology and economics
to explain why and how people make seemingly mratl or illogical decisions when

they spend, invest, save, and borrow. Much of eecon@nd financial theories presume
that individuals act rationally and consider allgable information in the investment
decision-making process.

In the global financial markets, application of @stment ideas based on the notion that
the market is predictable, complete price flexipjliand complete knowledge of the
other players in the markets are increasingly Umstega(Fromlet, 2001). Thus, markets
are irrational as stated by Burton Malkiel (19783 avhen it comes to investing, people

generally follow their emotions and not their reaso

De Bondt (2004) views Behavioural Finance theoryaasodel that applies cognitive
psychology to explain the market and investor behay In essence, this theory argues
that investors do not apply full rationality whilmaking choices, and it attempts to
understand the investment market phenomena by mhgpwo key assumptions of
Traditional Finance paradigm that is agents failgdate their beliefs correctly and there is
a systematic deviation from the normative processaking investment choices (Fromlet,
2001).

Behavioural Finance theory has successfully expthstock price anomalies related to
overreaction, under reaction, and momentum stegegnd herding behaviour. Studies
done by Barberis, Shleifer, and Vishny, (1996), dr@khok, Shleifer and Vishny, (1997),
Daniel, Hirshleifer, and Subramanyam, (1998), Deaiel Titman, (2000) and Barberis
and Shleifer, (2003) have focused on these tradingtegies and refers to them as
trading anomalies. They argue that these anomaélidete the trading rules of the EMH
theory and hence render the CAPM and other ratibaaed models inappropriate in

relating investment risk and returns.
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2.2.3 Behavioral Theory of Leadership

The question that many organizations struggle wsitiivhat behaviors should our leaders
possess and develop to be most effective?” Behalvibeory attempts to answer these
guestions. When a person exhibits potential lehdetsehavior, he or she is assessed for
distinctiveness regarding that behavior-if it digtiishable from behaviors of others in
the group, then leadership may be attributed ta geason (Kenney, Blascovish &
Shaver, 1994). Behavioral theory specifically idieed two primary examples of
behavior that leaders adopt: these are task otientand follower orientation (Holdford,
2003). In those leaders who exhibit a task-orierstgte, the focus is on accomplishing
the assigned job, while concerns about followeke taback seat (Holdford, 2003).

These leaders bring structure and direction toovadirs by setting goals, providing
training, defining expectations and limits on bebavand establishing rules and
procedures (Holdford, 2003). While this behavion ¢ead to structure, there comes a

point where it is no longer useful as it becomeasrigive to subordinates.

Follow oriented leaders focus less on the job atlrend express a greater concern for the
follower as a human being and not a cog in the macfHoldford, 2003).Leaders with
this orientation demonstrate behaviors such as isigowespect, gaining trust,
demonstrating consideration and being friendly apdroachable (Holdford, 2003).The

ultimate goal should be to develop and promotedesadith a balance of these behaviors.

2.2.4 Transformational Leadership Theory

Transformational leadership theory also fits intbe t succession planning and
management equation. This theory explains one ef ftindamental ways in which
leaders influence followers is by creating mearuhgivork (Purvanova, Bono &

Dzieweczynski, 2006). Transformational leaders @rarismatic and inspirational and
provide individualized consideration to followerattending to followers’ individual

needs for growth and development (Bass, 1985).
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Transformational leadership should result in margaged, more devoted and less self-
concerned employees, as well as in workers whooparfbeyond the level of
expectations (Purvanova, Bono & Dzieweczynski, 2006 short, transformational
leadership is about achieving results beyond emfiecs. In succession planning and
management, this theory could be a key componemntuocess. By having leaders who
possess these traits involved in the planning msoge could see greater engagement in

the process and success of the program over time.

2.2.5 Situational Theory and Leadership

Situational theory attempts to develop an undedstgnregarding how leaders can and
should adapt to the changing dynamics of leadershifations. According to this theory,
the greatest predictor of leadership effectiversess success is the situation in which a
leader finds themselves (Holdford, 2003). The ¢raibd the behaviors are important in
this theory but the focus is on specific situatiodgbs can be routine or nonroutine,
structured or unstructured. A far greater levecofmmitment is needed in professional
work settings where individuals work independendysolve complex problems. Some
followers are highly motivated, requiring littlerdction, while others are unmotivated
and require close oversight and direction. Trustsisential to a leader’s success. A good
leader inspires confidence in and loyalty toward kader. Many organizations place
many constraints on leaders. Leaders are oftenereddin their ability to hire, fire,
discipline and reward staff. Some leaders are ntapable and experienced in dealing
with leadership situations than others. Adaptabiié key.The key component in
situational leadership theory is the ability of leader to adapt to diverse situations,
rather than changing them (Holdford, 2003). AlsenKey,Blascovich & Shaver (1994),
offer the relationship between leaders and thelvomlinates explains a situational
contingency that is a critical determinant of adlera’ effectiveness. In today’s ever
changing health care environment, those individsaisng in their ability to adapt to

diverse situations can be a critical componentitzsss.
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This study was based on the analysis of the thealdramework, with the aim of
understanding if and to what extent CEO successian affect the share price

performance of listed firms.

2.3 Factors Affecting Share Prices

The determinants of stock market performance ireclpdrformance of the economy,
monetary policies, fiscal policies, inflation, akaility of substitute investments, change
of investor preferences and market sentiments.vitiels of government and general
performance of the economy influence stock marketivity and therefore the
performance of stock markets. Reilly (1997) asstérés Monetary and fiscal measures
enacted by various agencies of national governnigfit&ence the aggregate economies
of those countries. The resulting economic cond#ianfluence all industries and
companies in an economy positively or negativelycwhn turn affect the performance

of stock markets.

2.3.1 Fiscal Policy

Stiglitz (1993) posited that fiscal policy incergs/ such as tax cuts can encourage
spending, where as additional taxes on incomeoleetm products, cigarettes, and
alcoholic beverages discourage spending. Increasie@ease in government spending
also influence the general economic activity bggering multiplier effect. Monetary
policy has implications to the economy. A restxietmonetary policy reduces the supply
of funds for working capital and expansion of besi& According to Mendelson (1976),
a restrictive monetary policy may lead to increasgerests rates thus increasing the cost
of capital which makes it more expensive for induals to finance home mortgage and

purchase of durable goods.

2.3.2 Inflation

Inflation affects the performance of stock markassit causes differences between real
and nominal interest rates thus changing the spgrathid saving behavior of consumers
and corporations. Unexpected changes in the ratdlafion make it difficult for firms to

plan, which inhibits growth and innovations .In Alitth to the Effect of the domestic
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economy, differential inflation and interest rat#gluence the trade balance between
countries and exchange rate of currencies (Rei®@7). Events such as war, political
upheavals within or outside a country ,or intemor@i monetary devaluation produces
changes in the business environment that lead dertainties and earnings expectations

of investors therefore increasing the risk premafrmvestors (Mendelson,1976).

2.3.3 Investments

Availability of other investments other than shatt@esled on the stock market affect the
stock market performance. Stock markets competmi@stments with other assets in an
economy such as corporate bonds, governments btredsury bills, real estate and
foreign equity among others. The influx of govermméonds and treasury bills in
Kenya, resulted into-the bull-run at the Nairobo& Exchange between 2004 and 2006

(www.nse.co.kp

2.3.4 Investor Composition

Changes in investor composition also affect stoekket performance .As supply and
demand for security change overtime, different $ypé investors are attracted to the
market. If the risk preferences of the investors ot as those of current investors the
required rate of return tend to shift .Accordingiyice relationship will change quite
independently of any modification in earnings expgons. Participation by institutional
investors at Nairobi Stock Exchange influencesipgi@nd returns generated at the stock
market (Reilly, 1997).

2.3.5 Market Sentiment

Market sentiment affects stock market performaMarket sentiment is often subjective,
biased, and obstinate .The uncertain mass reactiomdividuals to developments
affecting the stock market is one of the factoed tltandicaps stock market forecasting .A
mild stock market flurry caused by a spurt in bass activity may generate a wave of
buying enthusiasm that raises prices to blossoeldeAs an indication to this tendency,

from January 1967 through December 1968 the Amer&tmck Exchange index more
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than doubled in the face of a business activityaade of about ten percent. The stay-
eyed optimism of buyers who believe that prices therease indefinitely may produce

substantial advances that are not justified by dyidg financial considerations. On the

other hand, pervasive investor gloom, generate@diyical or economic uncertainties,

could drive prices to levels that appear equallyustified by standard financial tests

Mendelson (1967).

2.4 Empirical Review

Lewellen and Huntsman (1970) analyzed 50 US firinthieee-year intervals beginning
from 1942 to 1963 and found strong evidence that émecutives’ compensation is
heavily dependent upon generation of profits. Thesults also indicate that firm profits
and stock market values are substantially more rtapb in the determination of
executive compensation than are firm sales. Jeaseh Murphy (1990) used CEO
compensation data on a sample of 1,295 firms fréi o 1986. They estimated pay for
performance models in first-differences to accdwow change in CEO compensation is
related to change in shareholders’ wealth. As a CB@pensation measure they used a
broad measure of eight different components. Toheyd that CEO pay-for-performance

sensitivity has been modest and it has fallenahterms from the 1930.

The use of stock price as a measure of firm perdoca has been advanced by
Schellenger, Wood and Tashakori (1989) who estaddisthat the market concept of
shareholder wealth represents an appropriate neeaelir financial performance.

Venkatraman and Ramanujam (1986) posited that enldccounting measures
differences in accounting policies limit the usekds of results but stock market
indicators do not have this limitation. Studiesmé@asing non-market proxy measures to
measure financial performance, such as earningshme, return on assets, return on
equity, profit margin, and sales among others dé measure the true financial

performance of the firm. In addition, measuresiodricial performance are inconsistent
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with finance theory which provides that, every gigant decision made within the firm
be measured in terms of its effect on sharehold=alttv (Fama, 1970). Instructively,

shareholder wealth is affected by the market ppfdde company's stock.

Puffer and Weintrop (1991) tested the relationdhgtween Chief Executive Officer

turnover and organizational performance using apsaraf 48 large publically owned

companies traded at the New York and American skbahange. On their first test they
excluded companies in which the departing Chiefctkee Officers were under 63 years
old and thus were below retirement age. Their jgaddinding in this test was that Chief
Executive Officer turnover occurs when reportedumhrearnings per share fall short of
expectations, but also found a systematic relatipnbetween high Chief Executive

Officer turnover and declining market share.

Murphy and Zimmerman (1992) evaluated the behagfovarious financial variables
surrounding the CEO turnover simultaneously. Bytaiing firm performance and
endogenous CEO turnover little evidence was fousrd farnings management i -e
exercising discretion over accounting and stweent variables , by outgoing CEOs,
in order to increase their earnings-based compiensdefore leaving the organization.
However the reduced growth rate of R&D, advertisiagd capital expenditures prior to

departures explains the overall poor performandaefirm.

Davidson, Worrel and Dutia (1993) examined the é&ffef CEO successions on
stockholder wealth in large firms faced with thenkaptcy. Results found that
succession announcements, succeeding and followagkruptcy announcements,
resulted into positive abnormal returns. Also tharket reaction towards CEO from
outside firm was comparatively more positive, esgdbcin case of succession happening

after bankruptcy.

Several studies have shown that chances of a sistlefirm going through executive
turnover are relatively high. Daily and Dalton (599ound out that 45% of companies
that had filed for bankruptcy had experienced CE@nges in the 5 years prior to filing,
compared to 19% of the control group studied. FElartand Karan (1990) found that
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CEOs are more likely to be removed after poor frenformance or in the case of firms
close to filing for bankruptcy. The continued inweinent of the pre-bankruptcy
management after the company has filed for bankyuymtotection strongly contributes to
poor post-bankruptcy performance. This implies thathange in management in the

firms improved firm performance.

The reasons as to why the CEO of a poorly perfognarganization is replaced vary
(Hotchkiss, 1995) .Exits in poor performing firmsayn be voluntary or forced
-Voluntarily resignations come about as a resuft 6fm’s continuing poor performance,
while in forced turnovers, the Boards of Directoeplace those they consider to be
poorly performing CEOs (Denis and Denis 1995). Ttveed exit of senior managers
taken by the Boards of Directors is consistent whth role of Boards in monitoring and
replacing poor performing CEOs (Huson et al, 2004).

CEO succession and its Effect have been evalugteédking various aspects, related to
CEO change, into consideration. Lausten (2002) @éxasnthe relationship between the
replacement of CEOs and corporate performance inishafirms. He tested the
hypothesis that CEO turnover is inversely relateditm performance. Using several
measures of corporate performance and corporaterigawce he found that threat of
turnover force the CEO to act in the interest & sinareholders which strengthens the

relationship between CEO turnover and firm perfaroea

Collins and Clark (2003) examined the relationdiepveen the Chief Executive Officers
and firm performance. They argue that the Chiefddkee Officers membership in a
social network whether intra or inter firm can putally yield benefits for their firms.
Grano Vetter (1985) further argued that Chief ExeeuOfficer’'s social networks are an
important factor that determines the extent to WwhHiems can benefit from economic
actions and outcomes influenced by the Chief ExeeuOfficer's social network

members.
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Shen and Cannella (2003) found that the markebrefspmore favorably to the news of
a particular type of succession known as “relaycession process”. Relay succession
refers to the process of identifying and groomimgxtrheir. Results showed that stock
market reacts positively to the initiation and sssful completion of the process.
However it responds negatively if heir exits thenfiduring process. Also strong positive
reaction for outside CEO appointment has been wveder

Kaplan and Minton (2008) in their study in Swedésoandicate that bad performance is
positively correlated with high Chief Executive @#r turnover. The study argues that
the justification for the correlation could be thhere is a belief that changing a Chief
Executive Officer is a remedy for poor performan&eich beliefs according to the
research study are based on the assumption thaChief Executive Officer has a
significant Effect on organizational performanceistedt and Sundqvist (2009) further
argue in their study that possible explanationsthf@ negative effect are; that it takes
longer time than three years for a new Chief Exeeudfficer to have a positive effect,
that restructuring costs the first years when a ne& enters a company pressures the
results, and that a new Chief Executive Officeenftclean the company’ by bringing to

light all bad investments.

Kaplan and Minton’s (2008) study on how Chief Exeai Officer turnover has changed
and how it correlated stock performance was base@hoef Executive Officer turnover
and stock performance for all fortune 500 firmghe United States of America. Their
findings indicate that high Chief Executive Officéurnover has increased and is
correlated with poor stock performance. Warner,t¢Vand Wruck (1998) used a random
sample of 269 firms listed on New York and Americtack exchanges in 1962. They
recorded every Chief Executive Officer change frd®63 to 1978. Their study
established that there is a relationship betweeief(Executive Officer’s turnover and

succession and organizational performance.
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Friedi and Resebo (2009) carried out a study opcedfof Chief Executive Officer
turnover among 341 companies listed in SwedishkKSéachange. The researches argue
that the Chief Executive Officer turnover has aateg@ correlation with company stock
development. This effect is strongly significanttre short run (0-1 Year), and only

slightly significant in the long run (0-2 and 0-8ays) but is consistent over all periods.

Fristedt and Sundgvist (2009) studied the rataunfdver of CEOs and established that
between 1994 and 2009 the Chief Executive Officendver rose between 8.4% and
16.4%. The study attributed the rise to structwf@nges, globalization, cost-saving
programs, reorganizations, higher demand for deomt returns and doing quarterly
reports. The study argues that the Boards of direathange the Chief Executive Officer

to avoid poor performance or to enhance performance

Locally, Lessonet (2012) conducted a similar sty his study focused on listed
companies that had a turnover above 50 billion.féiend out that company CEO exit
announcements had an impact on firm stock prickanya. The impact was however
found to be varied, depending on the time periotiveen the pre- and post-exit
announcement date. The study also found that irpén®d between 5 and 12 months
prior to the announcement date and that from 6 hsordnd beyond after the
announcement date, investors’ reaction was insagmf, implying that in the said prior
period investors had not got wind of the exit plamdile in the period after, the
announcement had ceased to be news leading to dimorate action becoming

insignificant in determining stock market priceetition.

2.5 Event Study Methodology

The event-study methodology is based on the efficimarkets hypothesis .The
hypothesis states that as new information becornvesdlable, it is fully taken into
consideration by investors assessing its curredtfaiure Effect. Investors immediately
re-assess individual firms and their ability to hegitand potential economic,
environmental, political, societal, and demograpifianges resulting from the event. The

22



new assessment results in stock pcicanges that reflect the discounted value of ctrren
and future firm performance. Significant positive reegative stock price changes can
then be attributed to specific events (Fama etl869).The event-study method has the
capability of identifying such abnormal changes duse it is based on the overall
assessment of many investors who quickly procéssvallable information in assessing
each individual firm‘'s market value(Schwert, 198Ihe methodology was be applied in
this study since it allows for the determinatiord atatistical analysis of abnormal share

price returns arising from the event being analy@dder, 1998).

2.6 Summary of Literature Review

The Chief Executive Officer is one important orgational resource that sets the path
for the firm’s strategic direction. Existing resefaron the effects of Chief Executive
Officer’'s turnover and succession on the performearfcstate have majored on developed
countries. From the empirical review, it's cleaattiprevious studies on CEO succession
and the performance of institutions have had cdidtiag findings. Locally, the studies
have focused on the effects of CEO on firm valtes study was aimed at filling the gap
in literature and theory by providing more insighito CEO succession, focusing on its

Effect on the share prices of listed firms on tharbbi Securities Exchange in Kenya.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction
This chapter discusses the research design anctal&ation methods that was used by
the researcher in the study. It discusses the &s@erh as research design, study

population, data collection instruments, and datkection procedures and analysis.

3.2 Research Design

Ronald & Bernard (1995) defined event study asatissical method to assess the effect
of an event on the value of a firm. This desiga ferward looking approach that focuses
on identifying abnormal returns to firms from a cjfie event. If investors react
favorably to an event, the expectation is thateheould be positive abnormal stock
returns around the event date. Conversely, ifgtore react unfavorably to an event,
there would be negative abnormal stock returns.celewhen analyzed using composite
stock indices abnormal returns provide a meanssdgssing the capital market's response
to specific events. Since the introduction of tisthodology in 1969, it has become the
standard method to use in the study of share pe@etions to an announcement or event
(Binder, 1998).

Kalay and Loewenstein (1985) assert that infornmatisk i.e. non-diversifiable risk
associated with event-specific information annoumeets may be priced by the market
through the event study methodology. In line wilie tobjective, this study was be

conducted using event study methodology.

3.3 Study Population

The population of this study consisted of all theliSted firms in the Nairobi Securities
Exchange in Kenya whereas the sample size codsité0 firms that had announced
CEO change during the calendar years 2008 to 28aBendix 1).
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3.4 Data Collection

The study used secondary data from the NSE. Share gnd the NSE 20-Share index
data for the relevant period were collected fromENSonthly bulletins with the main
focus being on the date of exit of the CEO as ttemedate. The relevant share price and
NSE 20-Share index data used were the monthly pnde20-share index figures on the
dates analyzed. To address the research problenstuldy relied on all relevant public
sources including the broadcast and print mediaiatednet to corroborate information
about this event and its exact date. Other sourc#sded NSE announcements and
company financial statements and articles in tharfcial press. Requisite adjustments
were made to the data to ensure that only relevtates before and after the

announcement date were used in the analysis.

Table 3.1: Event Window for Sampled Companies

Company Event Date Pre-Event Window Post-Event Widow
Safaricom Nov. 2010 Aug-Sept 2010 Dec-Feb 2011
EABL July 2009 April-June 2009 Aug-Oct 2009

Bamburi  January 2009 Oct 2008-Dec 2008 Feb-April 2009

Total July 2013 April-June 2013 Aug-Oct 2013
KCB Jan 2013 Oct-Dec 2012 Feb-April 2013
NBK June 2012 March-May 2012 July —Sept 2012
Barclays Feb 2013 Nov- Jan 2012 March- May 2013
CMC April 2012 Jan-March 2012 May-July 2012
NIC July 2013 April- June 2013 Aug-Oct 2013
Mumias  July 2012 April-June 2012 Aug- Oct 2013

Source: Author

3.5 Data Analysis
This study employed The Event Study Standard Makkedlel to realize its objective.
Statistical Package for Social Sciences (SPSSorer$9.0) was used to analyze the
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relevant data. The analysis involved estimating exaimining abnormal returns for each
of the sampled listed firm for 3 months before ¢vent and for 3 months after the event.
At each point in event time, the listed firm abnatmeturns and the average abnormal
returns across firms were calculated. The averédgeranal returns were cumulatively
summed up over the event time. Values were cakdilabmprehensively for the total
event window of 6 months to study the effect orclsteturns for sample firm. The null
hypothesis for the study was that CEO change doesawve any significant effect on
stock price of the selected listed firm while tHeemnative hypothesis was that CEO

change significantly affects the share price ofg¢blected listed firm.

3.5.1 The Analytical Model
The standard market model used as a basis forastgnthe normal rate of return on a
security is specified as follows (Fama 1970):

Rit = oj + Bi Rmt + Mt

Where:

Rit = rate of return on security i in period t

Rmt = rate of return on the market index in period t
aj = constant in regression equation

Bi = slope of regression equation (beta value ofriggu
Mit = disturbance term

The normal (expected) returnsi{Ff all the sample stocks are calculated as:

Rit= (P — R-1)/Pa

Where, R= Current Month Normal Return,

P= Current Month Stock Price,

P..1 = Previous Month'‘s Stock Price.

Factors which affect the whole market are captime®,; using the market index which
is calculated as follows;

Rmt= (k= leaylea

Where, R= Current Month Market Index Return,
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li= Current Month Stock Index,

P..1= Previous Month's Stock Index.

The abnormal returns for all the stocks are catedlaising the constant mean return
model.

ARi= Rt - E (Ry)

and

Mean or Expected return, Ei(R= o; + i Rt

Where, AR= Current Month Abnormal Return,

Rit= Current Month Normal Return,

E (R:) = Expected Return (mean return).

Therefore, AR=Hii= Rt — 0i- BiRmt

After computation of abnormal returns of all setas, the average abnormal returns
(AARSs) will be computed during the event period(tb +6). AARs as below:
AAR=1/NT:_, ARit

Where:

AAR=Average abnormal return for month t

N=Number of securities in the sample.

After this, cumulative average abnormal return (FBAs computed. The formula for
CAARt

is

CAAR=1/N ZiZ¥ AARit

Assuming that prices, indices and their respectterns in the event period are normally
distributed, the t-statistic test will be used ésttfor the significance at 95% confidence

interval, with the average cumulative abnormal metand its standard deviation being

used to determine the appropriate empirical tsttati
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction
This chapter focuses on data analysis, presentamnoninterpretation. It presents, data
analysis as per the study objectives, presentafiaiata by use of APA table format and

data interpretation.

4.2 Regression
As discussed in the previous chapter, SPSS vers® was used to generate the
regression coefficients for the standard market eho@ihe results were as displayed

below.

Table 4. 1: Regression Coefficients

Coefficients EABL BAMB  SAF Total KCB  Mumias NIC Barclays CMC NBK

('} 0.009 -0.162 -0.002 0.0036 0.22 0.007 0.0057 -0.001 0.003 0.267
B 1.162 1.129 0.465 0.493 1.043 1.143 1.23 1.146 40.6Q.57

Source: Research Findings

The regression coefficients for each of the setectampanies were estimated from the
share price and share index during the event pefibdse coefficient figures were then
used to calculate the abnormal returns for eachtpoitime in the event period. The
following tables give a summary of the Abnormal iRets (ARs) generated from the

earlier discussed formula.
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Table 4. 2: Abnormal Returns for EABL

Abnormal returns for EABL

R o p il
Rm
Apr. 2009 0.03 0.009 1.162 0 0.03
May-09 0 0.009 1.162 0.02 -0.03
Jun.2009 0.26 0.009 1.162 0.15 0.07
Jul. 2009 -0.01 0.009 1.162 -0.01 -0.01
Aug-09 0 0.009 1.162 -0.05 0.05
Sep. 2009 -0.06 0.009 1.162 -0.03 -0.03
Oct. 2009 0.01 0.009 1.162 0.03 -0.03
Source: Research Findings
Table 4. 3: Abnormal Returns for Safaricom
Abnormal returns for
Safaricom
Sep. 201C -0.04 -0.162 1.129 0.04 0.08
Oct. 2010 0.15 -0.162 1.129 0.01 0.3
Nov. -0.16 -0.162 1.129 -0.06 0.07
2010
Dec. 0.03 -0.162 1.129 0.01 0.18
2010
Jan-11 -0.04 -0.162 1.129 0.01 0.11
Feb. 2011 -0.03 -0.162 1.129 -0.05 0.19
Mar 2011 -0.09 -0.162 1.129 -0.08 0.17

Source: Research Findings
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Table 4. 4. Abnormal Returns for Bamburi

Nov. 2008 -0.02 -0.002 0.465 -0.01 -0.01
Dec. 2008 -0.09 -0.002 0.465 0.05 -0.12
Jan-09 -0.09 -0.002 0.465 -0.09 -0.05
Feb. 2009 -0.2 -0.002 0.465 -0.23 -0.09
Mar. 2009 -0.01 -0.002 0.465 0.13 -0.07
Apr. 2009 -0.03 -0.002 0465 O -0.02
May 2009 0.03 -0.002 0.465 0.02 0.03

Source: Research Findings

Table 4.5: Abnormal Returns for Total

Abnormal returns for Total
April 2013 0.12 0.0036 0.493 0.07 -0.269
May 2013 -0.07 0.0036 0.493 -0.03 -0.351
June 2013 0.01 0.0036 0.493 0.03 -0.331
July 2013 0.2 0.0036 0.493 0.04 -0.149
Aug 2013 -0.04 0.0036 0.493 0.01 -0.361
Sept. 2013 -0.06 0.0036 0.493 -0.04 -0.322
Oct 2013 0.01 0.0036 0.493 0.03 -0.331

Source: Research Findings
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Table 4. 6: Abnormal Returns for NIC

Abnormal returns for NIC

June 0 0.0057 1.23 0 -0.004
2013

Aug 2013 -0.03 0.0057 1.23 -0.03 -0.019

Oct.2013 -0.01 0.0057 1.23 -0.02 -0.002

Source: Research Findings

Table 4.7: Abnormal Returns for Mumias

Abnormal Returns for Mumias

May -0.02 0.007 1.143 0.06 -0.05
2012

Aug 2012 0.02 0.007 1.143 0.02 -0.02

Oct. 2012 0.03 0.007 1.143 -0.11 0.03

Source: Research Findings
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Table 4.8: Abnormal Returns for Barclays

Abnormal Returns  for

Barclays
Dec.2012 O -0.001 1.146 0 -0.004
Jan 2013 0.03 -0.001 1.146 0.05 -0.002
Feb2013 0.01 -0.001 1.146 0.01 -0.001
March -0.03 -0.001 1.146 -0.03 -0.019
2013
April 0.01 -0.001 1.146 0.01 -0.003
2013
May -0.01 -0.001 1.146 -0.02 -0.002
2013

Source: Research Findings

Table 4.9: Abnormal Returns for KCB

Abnormal Returns for KCB 0.09 0.22 1.043 0.09 -013
Oct. 2012 0.09 0.22 1.043 0.09 -0.318
Nov.2012 0.02 0.22 1.043 0.06 -0.348
Dec.2012 0.12 0.22 1.043 0.01 -0.196
Jan 2013 0.02 0.22 1.043 0.06 -0.348
Feb 2013 0.02 0.22 1.043 0.06 -0.348
Mar 2013 -0.04 0.22 1.043 0.02 -0.373
Apr 2013 -0.11 0.22 1.043 -0.07 -0.347

Source: Research Findings
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Table 4.10: Abnormal Returns for CMC

Abnormal returns for CMC -0.01 0.003 0.624 -0.02 0002
Jan. 2012 0.02 0.003 0.624 0.08 -0.024
Feb.2012 0.05 0.003 0.624 -0.02 0.06
Mar -0.01 0.003 0.624 -0.02 -0.002
April.2012 0.01 0.003 0.624 0.05 -0.019
May 2012 0.03 0.003 0624 O 0.022
June 2012 0.01 0.003 0.624 0.05 -0.019
July 2012 0.07 0.003 0.624 0.09 0.017

Source: Research Findings

Table 4.11: Abnormal Returns for NBK

Abnormal returns for NBK Mar. 0.08 0.267  0.57 -0.11 -0.116
2007
Apr. 2012 0.12 0.267 0.57 0.07 -0.269
May.2012 -0.07 0.267 0.57 -0.03 -0.351
June 201z -0.04  0.267 0.57 0.01 -0.361
Jul. 2012 0.01 0.267 0.57 0.03 -0.331
Aug.2012 0.2 0.267 0.57 0.04 -0.149
Sep.2012 -0.04 0.267 0.57 0.01 -0.361
Oct. 2012 0.01 0.267 0.57 0.03 -0.331

Source: Research Findings

Table 4.12 below gives a summary of the AbnormauRs (ARs) generated from the

standard event study market model and the Averdgednal Returns (AARs) derived

from taking the ARs and weighting them against3h@mpanies making up the sample

of the study. These AARs have been cumulated dwerevent period to determine the

Cumulative Abnormal Returns (CAARS).
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Table 4. 12: Company AR, AAR and CAAR in the EvenPeriod

Saf BAMBU TOTAL NIC MUMIAS BARCLAYS KCB CMC NBK AA R CAAR

-0.009 -0.04 0.044 -0.2995 -0.0345 -0.022 -0.024 -0.014 -0.031 0.014 0.014

0.078 0.03 0.0031 -0.055  -0.08 -0.0563 -0.08 0.14 0.078 0.063 -0.049
0.304 0.215 -0.09 -0.0413 0.113 -0.005 0.041 0.012 -0.008 0.014 -0.035
0.067 0.017 -0.058 -0.019  0.052 0.181 0.1 0.022 0.017 210.0 -0.014
0.185 -0.0025 0.17 -0.2577 0.016 0.028 0.005 -0.3476 -0.3725 -0.038 -0.052
0.112 -0.036 -0.024 -0.038  -0.003 -0.002 -0.024 -0.038 .068 -0.06 -0.112
0.192 0.04 0.016 -0.056  -0.2865 -0.3205 = -0.1667 0.071 -0.042 -0.154

0.3142

Source: Research Findings

Figure 4.1 and 4.2 below show a graphic presemaifothe Abnormal returns derived

from the standard market model. It is evident fribva chart that NBK contributed to a

huge significant portion of the negative abnornedlims, while Safaricom contributed to

much of the positive abnormal returns. Bamburi,al,oBarclays, Mumias, KCB and

CMC'’s returns were mostly distributed around pwgsitand negative abnormal returns.

Also, Safaricom and Total experienced a hike inoaimal returns after the event date,

while CMC, NBK and NIC experienced a trough immeelaafter the event date.
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Figure 4. 1: Company Abnormal return (AR) in the event period

0.4

safar
BAMBU
= TOTAL
— N C

— MU MIAS

——— BARCLAYS
-0.4
Source: Research Findings
Figure 4. 2: Company Abnormal Return (AR) in the eent period
0.2
= KCB
CMC
NBK
-0.4

Source: Resource Findings
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In table 4.13 below, a test of significance of thenulative abnormal returns has been
conducted. The test statistics used is the 2-t&itedt. A calculated t-statistic larger than
absolute value of 2 would have a 5% or smaller g@iodlty of occurring by chance if the
true coefficient were zero. A low value for prodabiincreases the confidence level of
having a significant t-statistic and indicates ttie coefficient is significantly different
from zero, thus making the coefficient seem to gbate something to the model. The t-
test assumes that CAARs are normally distributdde mull hypothesis that was being
tested was that at a 95% confidence level, the CAARthe event period were not
different from zero, meaning no significant impact the performance of NSE's listed
companies that experienced a CEO change. The aiteerhypothesis states that at 95%
confidence level, CAARs in the event period wergedent from zero, implying, CEO
turnover has a significant impact on the perforneant NSE's listed companies that

experienced a CEO change.

Table 4.13: CAARSs and their significance in the Evat

Period
Month Relative To Announcement Date CAAR SD of t calculated
CAAR
-3 0.014 0.2243 -0.1
-2 -0.049 0.1689 -0.2
-1 -0.035 0.2133 2.4
0 -0.014 0.1756 2.3
1 -0.052 0.0809 2.1
2 -0.112 0.0434 2.7
3 -0.154  -0.0857 2.2

Source: Resource Findings

Table 13 above shows insignificant CAARs in theem&l of months -3 to 0 and.
However, it also depicts significant negative retufrom -1 to -3, implying that, the
market incorporated the CEO exit information aracted negatively to the CEO exit. In
the interval of months -3 through the event date3amonths after the event the market
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reacted positively, accepting the CEO exit inforigratand also becoming optimistic
about the incoming CEO.

4.3 Interpretation of the Findings
The effect of CEO turnover on listed company perfance has been investigated by this

study from two main angles; to establish the impactshare price performance at the
date of announcement of a CEO change and; to deterthe impact on share price

performance for the three months prior to and timeaths subsequent to the change in
CEO.

From the findings it was established that compaB@p@&Xxit announcements have had an
impact on a firm’s share price in Kenya. The impaets however found to be varied,
depending on the time period between the pre- astigxit announcement date.

From the analysis, it was evident that there haslze significant negative reaction to
such announcements one month before the exit da@uacement, signaling the initial
shock, panic and uncertainty that accompanies rhare@mours about such
announcements all the way to three months afteappm®intment of the new CEO, the
reaction was found to be positive and significafis implied that by this period
investors had aligned themselves and acceptedxihefethe listed company‘'s CEO,
banking on the said companies' succession plansirgjegies and accepting that the
change was inevitable and perhaps better for stedicompanies’ future. Standard
deviation before CEO succession i-e 0.2243 is higien that of standard deviation after

succession i-e 0.0809.

This shows that returns before succession are miolatile than the returns after

succession.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1 Introduction
This chapter looks at the summary of findings, nsat@nclusion and offers policy

recommendations.

5.2 Summary

This study found out the impact of CEO successiothe share prices. For this purpose,
ten CEO successions in Kenyan listed companiesgltine period 2008-2013 have been
analyzed. Results show that there is impact of C&E&hge news/event, on stock returns,
during the period before CEO succession

Studies have proved that CEO change is perceiveetogood for company’s
performance in future (Farrell and Whidbee, 200RinRet al, 2006) however this is not
the case with Kenya. In Kenya, more uncertaintyvaite regarding the future
performance of the firm. This uncertainty leadsh® negative returns after CEO change.
Another reason could be the mentality of investbi any firm changing its CEO is
considered to be in downturn phase and thus new IKE&0 considered a risky decision
to boost up the firm’s performance. This risky attan leads the investors to reduce their
demand for that company’s shares.

Kenyan stock market is efficient i-e its stock pacare adjusted according to any news
arriving in market .This can also be the reasornt tsignificant improvement or

deterioration in stock returns prior to CEO sucmesss observed.

Another argument discussed in literature is thatuaanticipated change of CEO is
reflected into positive response of stock markeen(® and Denis, 1995; Rhim et al,
2006). In light of this argument we may justify ooegative stock returns after CEO
succession as a response of anticipated CEO change.
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5.3 Conclusion

The objective of this study which was to deterntime effect of CEO succession on share
performance of listed companies in Kenya was teatetithe results indicated that even
in Kenya, CEO change impacts stock returns. Thimpeance of the share price appears
to be strongly linked to the CEO change. From shusly, the performance of share prices
of listed companies that experienced CEO changdénééecsteadily from one month
before and one month after CEO change. The perfucenanproved steadily after the
third month of CEO change. Through the event stmdyhodology the study was able to
establish that CEO change had an impact on adtaa¢ price performance in Kenya.

5.4 Recommendation for Policy

The volatility that follows a CEO change was foundhave a significant impact on the
performance of share prices, and listed comparbesrds should plan a succession
strategy taking these effects into account. Thigiss an academic study indicating that
even in Kenya, CEO change impacts stock returnsfintbout exact situation of how
much and in which direction CEO change impacts kst@turns in Kenya (prior to
change and after CEO change) a detailed analysikeatechnical level covering all

aspects is required.

From the study, Kenya was found to be efficientktmarket responding to any negative
or positive news arriving in the market. Investarspond positively to the stocks of the
firm’s which are likely to flourish in future in der to get higher returns and vice versa.
CEO succession serves as a critical event to assedgm’s performance. Arrival of

new CEO can be perceived as a good or bad signdufore growth depending on

circumstances and person taking charge as CEO. ahyssuch news to market can
cause an upturn or downturn in stock prices ofithe This study therefore recommends

for a policy formulation in institutions regardi@EO succession.

The study established that there is a relationséiveen CEO succession and
performance of share prices of listed companig¢serNairobi Stock Exchange (NSE) in
Kenya. Majority of the firms experienced share @ficctuations immediately and after

the exit of its CEO.
38



5.5 Limitations of The Study

This study relied on data from a selected samplestefd companies, making it difficult
for the findings to be generalized to non-listedamizations. The fluctuations observed
and depicted in the stock prices may also have Haerto changes in other factors than
the change of CEO. The research was concernedvatitythe financial impact of a
change in CEO .The study can therefore not be tsebsess the likely effect of an
incoming or outgoing CEO on financial performanbased on the CEQ's individual
characteristics. There was also the challenge adsming secondary data from companies

that do not update their websites often

5.5 Areas of Further Research

In order to find out exact situation of how muchdan which direction CEO change
impacts stock returns in Kenya (prior to change after CEO change) a detailed
analysis at the technical level covering all aspectequired

A comprehensive analysis of listed companies aedt tBEO succession and also the
impact of anticipated and unanticipated CEO charage give us more reliable results.
And last but not the least, extended data i-e mamimnmumber of CEO change
announcements/ events may be analyzed along widm@ed event window to find out

the true picture regarding stock returns precedmdyfollowing CEO change, in Kenya.

It is prudent to have succession planning in a @mp A further study should be

conducted to establish the succession planningyofilisted firms in Kenya.

39



REFERENCES

Ayogu, M. (2001). Corporate Governance in AfricdieTRecord and Policies for Good

Corporate

Ahmadu S, Aminu S. &Tukur G.(2005}orporate governance mechanisms and firm
financial Performance in NigerilAERC Research Paper 149, African Economic

Research Consortium, Nairobi

Barberis, Nand Shleifer, A (2003): "style of invagt', Journal of Finance, 75, 283- 317.

Barnett, R., & Davis, S. (2008). Creating greatercgss in succession planning

Advances in Developing Human Resources, 10(5), 721.

Basel Committee on Banking Supervision. (1999).e(rninciples for Effective Banking
SupervisionBasel: Bank for International Settlements. Septembe

Becht, M., Bolton, P., Roell, A. (2002)Corporate governance and controliyorking
paper, ECGI, Brussels.

Behn, B. K., Riley, R. A., & Yang, Y. (2005). Thalue of an heir apparent in succession

planning

Behn, B.K., Dawley, D.D., Riley, R., & Yang, Y. (@6). Deaths of CEOs: Are Delays in
Naming Successors and Insider/Outsider Successssnchated with Subsequent

Firm Performanceournal of Managerial Issues. 18, 32 - 47.

Binder, J.J. (1998)he Event Study Methodology Since 1¥&view of Quantitative

Finance and Accounting

Black, J. (2002)M0, M1, M2, M3, A Dictionary of Economiddxford University Press.
40



Black, B. S., Jang, H., Kim, W., and Mark, J. (2D0Poes Corporate Governance
Affect Firm Value? Evidence from Koreé&aVorking Paper, Stanford Law School

Bonczek, M.E., Woodward, E.K. (2006). Who'll repdagou when you’'re gondQursing
Management, 31-34 August 2006,

Brown, D.L., Caylor, M.L. (2004),Corporate governance and firm performance”,

working Paper, Georgia State University. Atlar@a.

Business Roundtable (2005rinciples of Corporate Governance, A White Papgt”
www.businessroundtable.org/, Lastess at January, 8, 2007

Centre for Corporate Governance. (2008 )study of corporate governance practices in

the commercial banking sector in Kengentre for Corporate Governance

Central Bank of Kenya, (2012).Annual report. [Oglin Available:
http://www.centralbank.go.ke.

Central bank of Kenya act cap 491

Cho, D.S., Kim, J. (2003), "Determinants in introtlan of outside directors in Korean

CompaniesJournal of International and Area Studies, Vol.N@.1, pp.1-20.

Coleman, A., & Nicholas- Biekpe, N. (2005). DoesaBb and CEO Matter for Bank
Performance? A Comparative Analysis of Banks inrahdournal of Business
Management, University of Stellenbosch Busines®dbatuSB), Cape Town,
South Africa Vol.13, Pp.46- 59.

Conger, J. A., & Nadler, D. A. (2004). When CEOstUp to Fail. MIT Sloan
Management Review, 45(3), 49-57.

41



Daniel K., Hirshleifer D., and Subramayan (1998)jvdstor psychology and security
market under- and - overreactiodeurnal of Finance, 53,1839-1886

Daniel, Kent D. and Titman, Sheridan, (200yrket Efficiency in an Irrational World
Working Paper No. W7489.

Datta, D. K., & Rajagopalan, N. (1998). Industryusture and CEO Characteristics: An
Empirical Study of Succession Even&rategic Management Journal, 19(9),
833.

Davidson; W.N., C. Nemec, D. Worrell, and J. Li20Q2). “Industrial origin of CEOs in
outside succession: Board preference and stockhaolelectiori, Journal of
Management & Governance, 6:295- 33tvernance.African Development
Review journal, 13(2), 308-330.

De Bondt, vW.F.M. and Thaler, RM. (199%)jnancial decision making markets and firms:
a behaviour perspectivén: Jarrow, R.A., Makismovic, V. and Ziemba, TV (eds)
Finance handbooks OR &MS V8l. Elsevier, Amsterdam pp. 385- 410.

Denis, D. and D. Denis, (1995), “Performance ChanBellowing Top Management

Dismissals” Journal of Finance.

Dyck, B., Mauws, M., Starke, F. A., & Mischke, G. £002). Passing the baton: The
importance of sequence, timing, technique and conmcation in executive
successionJournal of Business Venturing, 17(2), 143-162

Everton, W. J. (2004Growing Your Company's Leaders: How Great OrgaronatUse
Successin  Management to Sustain CoftnygetiAdvantage. Academy of
Management
Executive, 2(1), 137.

42



Fama, E.F., Fisher, L., Jensen, M.C., & Roll, R69). The Adjustment of Stock Prices
to New Information.International Economic Review. 10(1), 1-21.

Fama, E. F. (1970). Efficient Capital Markets: Avitev of Theory and Empirical Work
Journal of Finance. 25(2) 383-417.

Fama, E.F. & French, K.R. (1992). The cross-sactib expected stock returnsThe
Journal of Finance. 47(2), 427-465.

Finkelstein, S. & Boyd, B.K. (1998). How much dotne CEO matter? The role of
managerial discretion in the setting of CEO comp&os. The Academy of
Management Journal. 41(2), 179 - 199.

Friedman, S.D. & Singh, H. (198€EO Succession and Stockholder Reaction: The
Influence of Organizational Context and Event Cohte The Academy of
Management Journal. 32(4), 718 - 744.

Fromlet, H. (2001). Behavioural Finance Theory prattical application8Business
Economics; 36.3-63.

Garman, A. N. (2008 Linkage Inc.’s best practices for successionnplag: Case

studies, research, models, tadkersonnel Psychology, 61(2), 457.

Gompers, A., Ishii, J.L., Metrick, A. (2003). "Camate governance and equity prices",
Quarterly Journal of Economics, Vol. 118 No.1,167-55.

Harrison, M., McKinnon, T. & Terry, P. (2006). Effe&ve succession planning-How to
design and implement a succession plaraining and Development journal,

October 2006, 22-23.

43



Heracleous, C.W. (2001), "Board leadership striectamd CEO turnover'Journal of
Corporate Finance, Vol. 8 No.1, pp.49-66.

Holbeche, L. (1999). High flyers and successiompiag. Human Resource Management

International Digest, Leadership Stratsgyil7-19.

Holdford, D.A. (2003). Leadership theories and ithessons for pharmacistdmerican
Journal of Health-System Pharmacists, 5080-1786.

Huang, T.-C. (2001). Succession management systetheuman resource
outcomednternational Journal of Manpower, 22(7/8), 736-747

Huson, M.R., Parrino, R. & Starks, L.T. (2001Internal Monitoring Mechanisms and
CEO Turnover: A Long-Term Perspectividhe Journal of Finance.

Huson, M.R., Malatesta., P.H. & Parrino, R. (20Managerial succession and firm

performance Journal of Financial Economics

Jensen, M., & W, Meckling. (1976].heory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structyri@ Putterman, L. (1986) he Economic Nature

of the Firm Cambridge University Press.

Kahneman, D. and Tversky, A. (1979). Prospect Tyiedn Analysis of Decision under

Risk. Econometrica.

Kalay, A., & Loewenstein U. (1985). Predictable mtgeand excess returns: The case of
dividend announcement3ournal of Financial Economics 14, 423-449.

Karaevli, A., & Hall, D. T. (2003). Growing Leadeisr Turbulent Times: Is Succession
Planning Up to the Challeng&?ganizational Dynamics, 32(1), 62-79.

44



Management Development, 21(9/10), 78-7

Kenney, R.A., Blascovich, J., Shaver, P.R. (099%nplicit leadership theories:
Prototypes for new leaderBasic and Applied Social Psychology, 15 (4), 409-
437.

Kesner, I. F., & Sebora, T. C. (199&xecutive succession: past, present & future
Journal of Management, 20(2), 327-372.

Klapper, L.F., Love, I. (2003), "Corporate govero@n investor protection, and
performance in

emerging marketdpurnal of Corporate Finance, Vol. 10 No.5, pp.ZA8-

Lakonishok, J., Shleifer, A., Thaler, R & VishnyWR (1992). Window-dressing by
Pension Fund Managesmerican Economic Review 81, 227-231.

Lintner, G. (1998)Behavioural finance: "Why investors make bad denssiThe planner,
13:1:7-8

MacAvoy and Millstein, (2003). "Meta-analytic rews of board composition, leadership
structure, and financial performanc8trategic Management Journal, Vol. 19
pp.269-90.

Matengo Meshack (2009he relationship between corporate governance jastand
performance: the case of banking industire Kenya Unpublished MBA Project.

University of Nairobi.

Mayer, C. (1999).Corporate Governance in the UK. A Paper PresentédThe

Conference on

45



Corporate Governance in Asia:Comparative Perspectiv®@ECD, University
of Oxford.

Mendelson M. & Robbins S. (1976)nvestment Analysis and Security Markets.

http://www.nse.co.keNairobi Stock Exchange Website

Michaels, E., Handfield-Jones, H. & Axelrod, B. (4. The war for talentBoston:

Harvard Business School Press.

Morck, R. Steier, L. (2004fhe Global History of Corporate Governance: An
Introduction,” National Bureau of Economic Research Working Papkr:

Morck, R. (2007)Behavioral Finance in Corporate Governance -Indegent Directors

and Non-Executive Chair&niversity of Alberta Working Paper Series: SSRN

Muthungu, P. (2003)Evaluation of Financial Performance of CommerciadnBs in
Kenya: Local versus Foreign Bankdnpublished MBA Project, University of

Nairobi

Nambiro, C. A. (2007)Relationship between level of implementation of GjAlelines
on corporate governance and profitability of comigsnlisted at the Nairobi

Stock ExchangeUniversity of Nairobi Press — Nairobi.

OECD. (1999).0ECD Principles of Corporate Governance. Ad-Hoc KT&porce On
Corporate Governance, OECD, Paris Oman, C. P. (200Corporate
Governance and National Developme®ECD Development Centre Technical
Papers, Number 180.

Otuke J. (2006)Impact of Central Depository System on the Perforweaof NSE-
Unpublished MBA Dissertation, University of Namio

46



Pitcher, P., Chreim, S., & Kisfalvi, V. (20R@CEO succession research: Methodological
bridges over troubled wateiStrategic Management Journal, 21(6), 625-648

Purvanova R.K., Bono, J.E. & Dzieweczynski, J. @00 ransformational leadership,
job characteristics, and organizational citizenshgerformance Human
Performance, 19 (1)

Reilly F. & Brown C. (1997).Investment Analysis and Portfolio Management 5th
Edition. New Jersey: Prentice Hall Inc.

Rhim, J.C., Peluchette, J.V. & Song, I. (2006). cBtdMarket Reactions and Firm
Performance Surrounding CEO Succession: AntecedehtSuccession and

Successor OrigirMid-American Journal of Business. 21(1), 2l - 30.a

Rothwell, W.J. (200 Effective succession planning-ensuring lead@rsbntinuity and
building talent from withiltlanta: AMACOM.

Schleifer, T. C., & Badger, W. (2011nterview by A.J. Perrenoud [Personal Interview].
Succession planningTempe, AZ.

Sharma, P., Chrisman, J., & Chua, J. (20@8iccession planning as planned behavior

Some empirical results. Family Business Reviewl1)14.

Shefrin, H. Statman, M. (1994). Behavioural Capitsset Pricing ModelJournal of
financial and Quantitative Analysis, 29, 323-349.

Shiller, R (200%. From Efficient Market Theory to Behavioural Finandeurnal of

Economic Perspectives, 17, 83-104.

47



Shleifer, A., Vishny, R. (1997) A’ survey of corporate governaricdournal of Finance,
Vol. LIl No.2, pp.1131-50

Shleifer, A. and Vishny, R (1997). The limits tobdrage,Journal of Finance, 52, 55

Shleifer, A. (2000)Inefficient Markets: An introduction of Behavioufahance
Oxford. U: Press, Oxford.

Suchard, J., Singh, M. & Barr, R. (2001). The mark##ects of CEO turnover in

Australian firms.Pacific-Basin Finance Journal. 9, 1 - 27.

Vancil, R. F. (1987)Rassing the BatarBoston: Harvard Business School Press.

Wagner, W.G., Pfeffer, J. & O'Reilly, C.A.(1984)danizational Demography and
Turnover in Top Management Groupdministrative Science Quarterly. 29(1), 74

48



8.

9.

APPENDIX |
Listed Firms in the NSE as at October 2013

Barclays Bank

CFC Bank of Kenya Holdings
Diamond Trust Bank

Equity bank

Housing Finance

I&M Holdings Itd

Kenya Commercial Bank
National Bank of Kenya

NIC Bank

10. Standard Chartered

11.Co-operative Bank of Kenya

12.Car And General Limited

13.CMC Holdings

14. Marshalls East Africa

15.Sameer Africa Ltd

16.Eaagads Limited

17.Kakuzi Limited

18.Kapchorua Tea Company Limited



19.The Limuru Tea Company Limited
20.Rea Vipingo Plantations Limited
21.Sasini Limited

22.Williamson Tea Kenya Limited
23.Centum Investment Company Limited
24.Olympia Capital Holdings Limited

25. Trans-Century Limited

26.Accesskenya Group Limited
27.Safaricom Limited

28.home Africa limited

29. British American Investments Company Limited
30.CIC Insurance Group Limited
31.Jubillee Holdings Limited

32.Kenya Re Insurance Corporation Limited
33.Liberty Kenya Holdings Limited

34.Pan Africa Insurance Holdings Limited
35. A. Baumann And Company Limited
36.B.0.C Kenya Limited

37.British American Tobacco Limited

38.Carbacid Investments Limited



39. East African Breweries Limited
40.Eveready East Africa Limited
41.Kenya Orchards Limited
42.Mumias Sugar Company Limited
43.Unga Group Limited

44.Kengen Company Limited
45.Kenol/Kobil Limited

46.Kenya Power And Lighting Limited
47.Total Kenya Limited

48.Umeme Limited

49. Express Kenya Limited

50. Hutchings Beimer Limited
51.Kenya Airways Limited
52.Longhorn Kenya Limited
53.Nation Media Group Limited
54.Scan Group Limited

55. Standard Group Limited

56.TPS Eastern Africa Limited Uchumi Supermarket Ledit
57.ARM Cement Limited

58.Bamburi Cement Limited



59. Crown Paints Kenya Limited
60.E.A. Cables Limited
61.E.A. Portland Cement Company Limited

Source: NSE 2013



APPENDIX Il

Share Prices of companies that experienced CEO chgmas at 8 Oct.2013

Company Share Price Shares
Saf 9.40
EABL 344.00 193,800
BAMBU 210.00 154,600
TOTAL 23.50 58,900
NIC 58.00 58,300
MUMIAS 3.60 209,000
BARCLAYS 17.65 977,100
KCB 49.75 2,240,000
cMC 13.50 -
NBK 20.50 215,200

Source: NSE 2013



