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ABSTRACT

Organizations in the course of their business fasaerous and diverse challenges. In
order to survive in the turbulent and uncertainld@f business, the management of
these organizations craft appropriate strategiese Such strategy crafted at the
corporate level is diversification strategy. Orgaions adopt diversification strategy
for several reasons. Some include increasing fireiits to supplement their income
and to take advantage of emerging opportunitieotimeer markets and regions.
Diversification takes on three forms: related dewcation, unrelated diversification
and multinational diversification. When diversificmn is implemented, it affects the
performance of an organization. As to whethemifluénce is positive or negative is a
matter that management must investigate as timgresees. This is important since it
forms the basis of identifying whether it is wotthcontinue with the diversification
strategy or divest from some businesses. A meastirthe performance of an
organization can be in form of profits and retumemuity. The purpose of this study
was to determine the diversification strategy addpby KenolKobil Ltd and the
influence of this diversification strategy on therfermance of KenolKobil in Kenya.
KenolKobil being a Kenyan indigenous oil companys ha the recent past faced
several challenges due to changes in the oil ingduSuch changes include the
liberalization of the oil industry in 1994, increas competition from other oil
companies, unfair business practices, reduced nsrgnd exit of major oll
companies from the African markets hence leavirgupply gap in those markets.
Therefore it became important for the managememhtkoto diversify. In as much as
KK has diversified into different products, busisdmes and different markets, it is
important to investigate whether this strategy lias an influence on its performance.
This research was done using a case study desibtharbject of the case study was
KenolKobil Ltd. A case study was chosen becauséféred the opportunity to do an
in-depth analysis of KK. It offered an opportunity establish the diversification
strategy adopted by KK and what influence it hadtsrperformance in Kenya. Data
was collected from both primary and secondary ssir¢he primary source was an
interview with senior management of KK and secopdarurce was obtained from
published information on KK. The data was analyzesihg content analysis and
discussed to determine the diversification strateagopted by KK and its
performance. The findings were summarized and pteden this research project. It
has been established that KK has adopted relatedklated and multinational
diversification strategies. The study also esthblis that this diversification has
increased the sales, net profits and shareholdeitye@f KK. Some of the
recommendations for further research proposed terteit is important to establish
reason for the decline in return on equity. In tloeirse of conducting the research,
limitations encountered were inability to accessiedinancial information since the
respondents considered it very confidential. Initamldl some of the respondents did
not provide some information on time due to theisyoschedules.



CHAPTER ONE: INTRODUCTION

1.1 Background of the study

The business environment is highly characterized ldlynamic environment full of
rapid changes and uncertainty (Ansoff, 1957). T&dajrms are faced by
environmental forces such as intense local and ayjlatbmpetition, economic
liberalizations, expanding markets, globalizatipolitical and social changes. In
order to understand the macro-environmental factbest affect organizational
performance, the PESTEL framework provided by JohnScholes and Whittington
(2008) can be adopted to explain these actors. Ttamework categorizes
environmental actors into political, economic, stctechnological, environmental
and legal. In considering political influences, ttas such as government stability,
taxation, regulations and social welfare policieséhan effect on an organization’s
operations. Economic factors under play are varibusiness cycles, economic
growth rates, inflation rates, interest rates, llesfemoney supply in the economy,
level of disposable income, and level of employme3dcial factors in play are
demographics, lifestyle, education levels, lifestghanges, consumerism and income
distribution. Technological factors that affect angzations are level of spending on
research, new technological discoveries, speeckdinblogy transfer and rates of
obsolescence. On environment, environment protetdws, energy consumption and
waste disposal regulations can affect an orgaoizatperformance. Finally the legal
factors that affect organizations are competitiawd, employment laws, health,

safety and product safety.

All these affect a firm’s operations and in parguits profitability. It is therefore

important for organizations to be able to adoptappropriate strategies to survive in



such turbulent times. The context of this studikésolKobil Ltd which is a Kenyan
indigenous oil company. The company has been cotgdoby various environmental
actors mentioned above. The main one has beerb#rallzation of the oil industry
in Kenya that resulted in the entry of other playbence increased competition.
Secondly, the Kenyan government introduced pricetrob of petroleum products
resulting in diminished profit margins. Thirdly,gleconomy of Kenya and other East
African countries have been growing tremendously s coupled with the exit of
multinational oil majors such us ExxonMobil, Agimd Chevron has presented
KenolKobil with opportunities for expansion and gth. To take advantage of these

opportunities, the firm has adopted diversificat&sna corporate strategy.

1.1.1 Concept of Strategy

Managers in different organizations face three irtgya realities of trying to identify
their present situation, identifying where they wango and how to get there. The
action plans that define “how to get there” make arp organization’s strategy.
Several writers have defined strategy. Johnson.,e2008) define strategy as “the
direction and scope of an organization over the l@mm, which achieves advantage
in a changing environment through its configuratainresources and competencies
with the aim of fulfilling stakeholder expectatidngp. 9). Thompson, Peteraf,
Gamble and Strickland (2012) define a companyatatyy as “management’s action
plan for competing successfully and operating pabfy, based on an integrated array

of considered choices” (p. 52).

Strategies exist at different levels. Accordinglttinson et al. (2008), strategy exists

at the corporate level, business level and operaltieevel. The corporate level



strategy is concerned with setting the vision aridsian of the organization. This
strategy is set by top management of an organizatichey determine which
businesses a firm should be involved in. The bissinevel strategy exists at the
strategic business unit level. These are decisitade by the business level managers
and they determine how the firm will compete in thelected markets for that
business unit. They convert objectives set outatdorporate level into objectives
and strategies for the individual business unitee dperational level strategies exist
at the functional areas. These are strategies ageeIby the functional heads of areas
such as finance, production operations, researdmaarketing. Their main task is to
implement and execute the firm’'s strategic planShey address issues such as

efficiency in their functional areas.

1.1.2 Diversification Strategy

One such corporate level strategy is diversificatidohnson et al (2008) define
diversification as a strategy that takes an orgdiua into both new markets and
products or services. There are several reasons witganizations adopt
diversification. First, diversification brings irffigiency gains. These are made by
applying organization’s existing resources or cdj@s to new markets and products
or services. It brings in economies of scope wlleege are economies to be gained
by extending the scope of the organization acéigitilt brings in synergy which
means activities or assets are more effective wised together than apart. Secondly,
it stretches corporate parenting capabilities méw markets and products or services.
This is realized by applying existing competencethe new areas. This competence
can be applied in managing a range of differendpets and services which do not

share resources at the operational unit level.dlyhiit helps organizations to cross-



subsidize one business from the surpluses earnaddiper in a way that competitors
may not be able to and this gives the organizasiacmompetitive advantage for the
subsidized business.

There are three forms of diversification strategresated diversification, unrelated
diversification and diversification into new market According to Thompson et al
(2012), related diversification involves buildindian around businesses whose value
chains posses valuable strategic fits and those piiesent the businesses the
opportunities to perform better than if they wegerating as standalone entities.
These fits are in the area of sales and marketictyittes, management and
administrative support activities and economies smope. Therefore related
diversification enables organizations to transfkillss and capabilities from one
business to another, share facilities and resodocesreduce costs, use of a common
brand, and also to combine resources to create stesmgths and capabilities.
Unrelated diversification is the development of dqucts or services beyond the
current capabilities or value network. The goal wfrelated diversification is
primarily to acquire businesses that meet the catpgarent’s targets of profitability
and return on investment. Managers pursuing thédeg)y emphasize on the business
prospects of good performance. Other factors densd in this strategy are whether
the business has an attractive growth potentiaterdational (multinational)
diversification is whereby an organization divaesfinto national markets or markets
in different countries. The operating scope ranffemn one country to several
countries and eventually globalization. Internagiodiversification offers a firm the
opportunity to acquire additional businesses and & extend operations of existing

businesses into new markets in new countries.



1.1.3 Diversification and Performance

The management of an organization must choose ningrstrategy whether at the
business or corporate level. Thompson et al (2@0g@ye that a winning strategy
must improve the firm’s performance and it does thitwo ways.

First is the gain in profits and financial strengtid secondly is the gain in the firm’s
competitive strength and overall market positionc@uigan, Kretlow and Moyer
(2009) state that the objective of a firm is to m@xe the value of the firm for its
owners or in simple terms to maximize shareholdealth. A good form of return
takes the form of periodic dividend payment or pexts from sale of common stock.
Therefore the goal of a firm’s management is to iméze its shareholders wealth and

adopting diversification as a strategy is one veagchieve this goal.

1.1.4 OQil Industry in Kenya

For many years since Kenya's pre independence dagsafter independence,
Kenya's oil industry has been dominated by multoral oil companies such as
Royal Dutch Shell, Total, BP, Esso, Agip, and ExxXdobil, and Kenyan oil firm
Kenya oil co. Ltd (Kenol). These firms with théiead offices abroad over the years
built up individual infrastructure made up of pétsiations, depots and loading
facilities. In 1994, the Kenyan government libezatl the petroleum industry and this
enabled a number of smaller firms to enter intoitfteistry. These small players set
up their own retail outlets and this led to inceshompetition. The increased
competition led to lower margins as companies ledetheir prices in order to
safeguard their volumes. Other challenges su¢hedsdulteration also emerged. As
a result, the multinational oil companies starteitirlg Kenya'’s oil market. Agip sold

its assets to Shell International, later Shell BRimerged their Kenyan operations,



Esso sold its assets to Mobil and Caltex to Totahy&. In the recent past Shell

international has sold its assets to Vitol and éli

1.1.5 KenolKobil Ltd

KenolKobil was set up in May 1959 by Sir Alexander Kenya Oil Company Ltd
(Kenol). It initially started as a small outfit 88§ domestic Kerosene before
venturing into other products. It was listed in N@robi Stock Exchange in the same
year. It continued to operate as a separate anitil January of 1986 when it signed
a joint operations and management agreement withl Retroleum Ltd (Kobil). The
agreement meant that, the two firms would haveimt jmanagement structure but
maintain their individual identity. Kenol princiipa operated under the Kenol brand
while Kobil operated under the Kobil brand. The tlirons operated in the Kenyan
market and thier core business was in the downstggetroleum business. In 2007,
Kenol acquired 100% shareholding in Kobil and heKobil became a subsidiary of
Kenol. Consequently the firm changed its name todii¢obil (KK) Ltd. The
company operates 147 stations across the courtey.fifms sells a wide range of
products which include fuels, lubricants, liquifipetroleum gas(LPG) and has also
diversified into real estate by building restausanffice blocks and shops at its petrol
stations. KK is an active player in the retailergy, agricultural, mining, transport
and manufacturing sectors of the economy. In aulitithe company operates
subsidiaries in Uganda, Tanzania, Rwanda, Burutainbia, Ethiopia, Mozambique,

Zimbabwe and Democratic Republic of Congo.

KenolKobil has adopted the three categories of rdifieation strategies: Related

diversification, unrelated diversification and imtational diversification. As



explained earlier, Kenol started by selling Kerasdut with time acquired stations
and started selling other products such as peholdiesel at its stations. In 1996 it
signed an exclusive agreement with Castrol Intesnat one of the leading lubricants
manufacturer and marketer in the world to market distribute the Castrol brand of
lubricants in Kenya, Uganda and Tanzania. In 2803Jaunched its own two brands
of lubricants; Kenol and Kobil (which is marketediis subsidiaries only). The main
reason was to diversify on its range of produatsorider to shore up its income, KK
launched its brand of LPG called K-gas in 2004he Tirm has continued to extend its
product portfolio and in 2011, it rolled its fueard called K-card which enables
motorist to fuel at its petrol stations without paycash.

In order to increase its income streams KK hasicoat to diversify its product
portfolio. It decided to venture in non fuel reldtproducts that included selling
mobile phones lines and airtime, bottled water, luaiteries and tires. It signed a
distributorship agreement with Safaricom, Airterigmally Kencell) and Telkom
Kenya to sell mobile phones lines and airtime atoamission. It also signed a
distributorship agreement with Aquamist to selltleat water and with Sameer Africa
to sell tires and tubes. All these products ar&iliged through KK’s extensive retail
station network. Overtime, KK decided to build eestants, shops, banking halls and
Automatic Teller Machines (ATM) points at its rétafations which it rented out to
various clients. All these different income streamase continued to improve KK’s

bottom line.

With the continued exit of multinationals in pa$ Africa, KenolKobil saw an
opportunity to fill the gap in the petroleum indysteft by these MNC's. The

management decided to set up operations in thetesirthat these MNC's were



exiting. In 2000 the company set up its first sdiasy Kobil Tanzania. The company
has continued to set up subsidiaries in the cas@iround the eastern and southern
Africa and currently operates in 9 African courdridat include Uganda, Tanzania,
Rwanda, Burundi, Zambia, Ethiopia, Mozambique, Zambe and Democratic
Republic of Congo. This multinational diversificati has made the firm increase its

retail stations from initially 85 to the current@3tations in the last 12 years.

1.2 Research Problem

As a consequence of the environmental pressurestiaifj organizations, and the
need for these organizations to achieve their dbgs; it has become important for
them to craft appropriate strategies to surviven&dave adopted diversification as a
strategy to survive in this turbulent business emment. While firms have
diversified, the biggest question is whether tipgrformance has improved in terms
of growth in revenues and return to shareholdersis Itherefore important to

determine if there is any tangible benefit to bevéel from diversification.

Several environmental changes have affected thadiktry in Kenya and as a result
this has forced the players to respond to thesagdsa Some of these changes are
increased competition due to increased number daipetitors which has led to
reduced profit margins in this industry. Unfair qoetition whereby some players sold
adulterated fuel. Increased opportunities in Keayd the East African region due to
the exit of MNC’s such as Agip, Esso, BP, Mobil addltex. Another reason is to
increase high returns for the shareholders of tleeganizations and to spread risk

across a range of businesses.



KenolKobil decided to respond to the above envirental changes by adopting
diversification as a strategy. This study focuseK& as its context and the purpose
was to identify how it has implemented this strgtagd whether it has achieved the
results intended. Several studies have been ctewlwn KenolKobil and various
strategies adopted by it. Musyoka (2011) studieddbmpetitive strategies adopted
by KenolKobil in developing sustainable competiti@dvantage. He observed that
KenolKobil has managed to develop sustainable ctitiygeadvantage by adopting
focus differentiation strategy. Njoroge (2006) didstudy on how KK has derived
competitive advantage through diversification ie thfrican market. Oganga (2006)
studied how KK has responded to changes in the@mwvient. While all these studies
have in one way or another focused on strategieptad by KK, none had really
focused on the influence of diversification strgtemn its performance in detalil,
especially in regards to financial performance etdrn to shareholders. What is the

influence of diversification strategy on the penfiance of KenolKobil Ltd in Kenya?

1.3 Research Objective
This study had two objectives.
i).  To establish the diversification strategy adoptgdbnolKobil Ltd.
ii).  To determine the influence of this diversificatistnategy on the performance

of KenolKobil in Kenya.

1.4 Value of the study
This study will be useful to several stakeholderd or academic purposes. To the
shareholders and management of KK it will help bkeds more light on whether

diversification has improved its financial perfomnea and return to shareholders. It



will also help management to understand whether stiategies have worked and act
as a basis for improving their strategies if need Bo the policy makers in the
government, it will enable them adopt workable g@ek and strategies that will
enhance shareholder value. It will also enable thdswmelop policies that will
encourage diversification by business organizatiwh&ch in the process will add

value to their customers.

To the oil industry, this study will be importamt helping the various stakeholders in
this industry to interrogate their strategies emlsc diversification to establish
whether they are getting any value out of it. I iso enable them to understand the
extent of this value. This study will also act alsasis for further research especially
in determining the relationship between diversiima and organizational
performance especially financial performance. Wil particularly be important for
business strategy formulators today whereby manyy&e firms are adopting

diversification to improve their performance andesl their risks.
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CHAPTER TWO: LITERATURE REVIEW

2.1  Introduction
This chapter discusses various literatures availaol definition of diversification,
various forms of diversifications, why firms divédysand the relationship between

diversification and performance.

2.2  Concept of Strategy

Managers in different organizations face three irtgou realities of trying to identify
their present situation, identifying where they wemgo and how to get there. The
action plans that define “how to get there” makeanmrganizations strategy. Several
writers have defined strategy. Johnson et al., §p0f@efine strategy as “the direction
and scope of an organization over the long termichviachieves advantage in a
changing environment through its configuration @aurces and competencies with
the aim of fulfilling stakeholder expectations.” @. Thompson, et al., (2012) define
a company’s strategy as “the management’'s actian fir competing successfully
and operating profitably, based on an integratealyaof considered choices”. (p. 52).
Several characteristics of strategy arise. Fitsategy tends to be complex in nature.
This is because organizations today are faced byptaxities from different issues
such as rapid technological change, intense cotigretamong others. Secondly,
strategy is made in situations of uncertainty siitde difficult to predict the future
with accuracy. Thirdly, strategy affects operatiomkecisions since it involves
aligning the organization towards one directiororirabove, strategic management
consists of the decisions and actions that leaieédormulation and implementation
of plans for the sole purpose of achieving a comjsambjectives (Pearce &

Robinson, 1997).

11



Strategies exist at different levels. Accordinglttinson et al. (2008), strategy exists
at the corporate, business level and operational.l&he corporate level strategy is
concerned with setting the vision and mission ef @dhganization. This strategy is set
by top management of an organization. They detexmwhich businesses a firm
should be involved in or not. The business leveatsgy exists at the strategic
business unit level. These are decisions madeeukiness level managers and they
determine how the firm will compete in the selectadrkets for that business unit.
They convert objectives set out at the corporatel Imto objectives and strategies for
the individual business units. The operational llesteategies exist at the functional
areas. These are strategies developed by the dnattieads of areas such as finance,
production operations, research and marketing.rThain task is to implement and
execute the firm’'s strategic plans. They addresses such as efficiency in their

functional areas.

2.3 Concept of Diversification

Johnson et al (2008) define diversification agatsgyy that takes an organization into
both new markets and products or services. Difieasion is a corporate-level
strategy. It is developed by the top executivearobrganization with an objective of
improving the overall performance of the organi@atiacross its all businesses.
Thompson, et al (2012) state that this task oftorgaa diversified strategy involves
four facets which include first, selecting the niemustries to enter into and selecting
the mode to use to enter this industry. The exeesitmust decide on which industries
or markets offer attractive opportunities to enteo. The must select the best entry

mode; whether starting a new business, acquiringl@ady existing firm, forming a

12



joint venture or strategic alliance. Second, purgwpportunities that leverage cross
business value chain relationships that utilizeweses that have strategic fits and
consequently deriving benefits such as cost rediudéiveraging on existing brands to
spin new products and services. Third, establiskireginvestments that need to be
prioritized and allocating resources to the mostaetive business units. The top
management of a firm must critically evaluate elgkiness unit and decide where to
allocate more money and even where to divest. Rpuritiating actions and

strategies that boost the performance of the comdbliusinesses. All the business
units must contribute positively to the performané¢he total organization and those

that do not must be divested.

2.3.1 Reasons for Diversification

There are several reasons why organizations adegisdication. First, organizations
diversify in response to environmental changesniptas of such changes are when
an organization is in a mature or declining industharacterized by diminishing
profitability and intense competition. Another chgancould be the organization’s
product being unattractive due to shifting buyeefprences or emergence of
alternative technologies. Secondly, when firms idfigropportunities where they can
expand into industries or markets whose productspbement its present offerings.
Third, when diversifying offers the firm an opparity to reduce costs through
sharing or transferring resources and capabilitfesirth, when it has a powerful and
well-known brand that can be used to spin othedypets or business that will drive
up the sales and profitability of an organizati@ther reasons firms diversify are to
spread risk across a range of businesses and aésdodpressure from powerful

stakeholders such us shareholders and the top ezead

13



Some potential benefits to be derived from diveratfon are, first, diversification
brings in efficiency gains. These are made by apglyorganization’s existing
resources or capabilities to new markets and ptsdoc services. It brings in
economies of scope where there are economiesdaibed by extending the scope of
the organization activities. It brings in synerghigh means activities or assets are
more effective when used together than apart. Sfgort stretches corporate
parenting capabilities into new markets and praslactservices. This is realized by
applying existing competences in the new areass ¢bimpetence can be applied in
managing a range of different products and serwideish do not share resources at
the operational unit level. Thirdly, it helps orgeations to cross- subsidize one
business from the surpluses earned by anothemiayathat competitors may not be
able to and this gives the organization a competiidvantage for the subsidized

business. (Thompson et al., 2012).

2.3.2 Forms of Diversification Strategies

There are three forms of diversification strategresated diversification, unrelated
diversification and diversification into new market According to Thompson et al,
related diversification involves building a firmoamnd businesses whose value chains
posses’ valuable strategic fits. These strategis firesent the businesses the
opportunities to perform better than if they wepe@ting as standalone entities. The
necessary strategic fits are in the area of suplgin activities, research and
development, sales and marketing activities, managé and administrative support
activities and economies of scope. Therefore edlativersification enables

organizations to transfer skills and capabilitiesnf one business to another, share

14



facilities and resources to reduce costs, usecofmmon brand, and also to combine
resources to create new strengths and capabilfffesmpson et al (2012) state that
related diversification is an attractive strategyrtany firms because it offers them an
opportunity to convert strategic fits into a comipet advantage over competitors.
Related diversification can take several forms. Tig one is vertical integration
which can either be backward or forward integrationbackward integration, a firm
develops into activities related to inputs that eguired by the firm’s business. For
example raw material production and supply in a uwfacturing entity. Forward
integration is when a firm develops into activitiedated to its outputs such as
distribution, repairs, and servicing. Horizontateigration is whereby a firm develops
into activities that complement its present agegtsuch as dealing with its by-

products and selling complementary products.

Unrelated diversification is the development of dqucts or services beyond the
current capabilities or value network. The goal wfrelated diversification is
primarily to acquire businesses that meet the acatpgarent’s targets of profitability
and return on investment. Managers pursuing thédeg)y emphasize on the business
prospects of good performance. Other factors densd in this strategy are whether
the business has an attractive growth potentiad. Sitttcess of this strategy depends a
lot on whether the firm has strong corporate pamgrabilities. This means that the
firm must have a strong ability to guide, nurtuned gporovide management to its
diverse businesses. It also depends on the coep@atent’s ability to allocate
financial resources to the deserving businesses. iShparticularly so when some
businesses are cash cows and the surplus can heetd@d to other businesses that

deserve capital injection.
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International (multinational) diversification is wreby an organization diversifies
into national markets or markets in different coi@® The operating scope ranges
from one country to several countries and eventuglbbalization. International
diversification offers a firm the opportunity tocadre additional businesses and also
to extend operations of existing businesses inte markets in new countries. Some
economic benefits of international diversificatiorclude enabling a firm to reap
economies of scale by having a large market sizét$groducts. It also enables a
firm to stabilize its earnings across markets whgi@ drop in earnings in one region

is offset by increased earnings in another redidshnson et al., 2008)

2.3.3 Diversification and Performance

The management of an organization must choose ningrstrategy whether at the
business or corporate level. Thompson et al., Zp0drgue that the ultimate
justification for diversification is building shdrelder value. They state that “Creating
added value for shareholders via diversificatiogures building a multibusiness
company where the whole is greater than the suits gfarts-an outcome known as
synergy.” (p. 296). Diversification must produce a 1+1effect where the business
units of a diversified firm must perform better wheombined rather than produce a
performance that is a sum of their performance wiperating as independent units.
Thompson et al.,, (2008) argue that a winning sisateust improve the firm’'s
performance and it does this in two ways (i) gaipiofits and financial strength and

(i) gain in the firm’s competitive strength andewall market position.
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McGuigan et al., (2009) further state that the dioye of a firm is to maximize the
value of the firm for its owners or in simple term$o maximize shareholder wealth.
They further say that a firm’s management shouék $e maximize the present value
of expected future returns to the shareholdergyoéd form of return takes the form
of periodic dividend payment or proceeds from saflecommon stock. A firm’s
owner’s wealth is represented by market price ifra’'s common stock. While one
of the objectives of diversification is to maximigeofits, but there are disadvantages
to this goal being the primary goal of the firmirsg with increased profits, there is
increased risk. Secondly, timing is important ofjis since at different periods

profits would be different if measured using eagsiper share.

Block, Hirt and Danielsen., (2009) state that wiplefits are important, the most
important thing is how to use the profits. Thesgtstfurther that the ultimate measure
of performance of a firm is how its profits arewad by investors. Therefore the goal
of a firm’s management is to maximize its shareérddvealth. This is achieved by
obtaining the highest possible value for the fiBrigham and Ehrhardt (2005) argue
that it is just not enough to win market share ahdw profit, but the profit must be
high enough to adequately compensate investorgr8lestudies have been conducted
to determine whether diversification has indeed tedimproved performance of
diversified organizations. Johnson et al., (20@8&8)esthat a generalized finding is that
the diversification-performance relationship follwn inverted U-shape. Therefore,
diversification is important but to a certain lewglly. With regards to international
diversification and performance, diverse businessediverse location lead to high
levels of complexity beyond which costs exceed thenefits derived from

diversification. Secondly cultural diversity in thdifferent markets present some
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challenges of deriving benefits of diversificatioBome markets remain tightly
regulated and restricted and hence full benefitgligérsification are not derived.
Mwindi (2003) in his study concluded that unrelatidersification by oil companies
tended to improve customer satisfaction than imipgviinancial performance.
Njoroge (2006) studied building competitive advaetahrough diversification. He
studied how KenolKobil has built competitive advagd through diversification with

a concentration on geographic diversification.

In measuring the financial performance of a firmieas financial ratios are used.
These are profitability ratios, liquidity, debt,chasset ratios. The value of a firm is
determined using profitability ratios. (Brigham aHduston, 2004) The profitability
ratios measure the ability of a firm to earn adéguwaturn on sales, return on equity
and return on invested capital. The most importdrhese ratios is return on equity
(ROE). This is because investors put their monegnirinvestment so that they get a
return and this ratio helps to determine how they doing in this sense. Another
important group of ratios is the market value mtioThese ratios primarily relate a
firm’s stock price to its earnings, cash flow arabk value per share. They provide
an indication of what stockholders and other inmesview a firm’s past performance
and future prospects. In evaluating the performasfca firm it is also important to
conduct trend analysis of a firm’s ratios. lertd analysis, ratios are plotted over a
period of time. Profitability ratios indicate howguidity, management of assets and
debt all combined affect the bottom line. Theasitio be considered under this
project are the Profit Margin and Return on Comriguity, (ROE). This ROE ratio
is important because it measures the return inkgeget from putting their money in a

certain firm.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction
The purpose of this section is to explain how tesearch was done. It gives the

research design that was adopted, the data scamdelsow the data was collected. It

will also give an overview of how the data was gned.

3.2 Research Design

The research design for this project was a cashy sfthe research object in this case
study was KenolKobil Ltd and its focus was to ursti@nd how this firm has adopted
the diversification strategy as its corporate sfggtand what influence this strategy
has had its performance. The case study examinetktml the various forms of

diversification adopted by KenolKobil and their exéon.

Research design is defined as a master plan theifigis the methods and procedures
that will be used for collecting and analyzing treeded information during research.
A case study is an exploratory research techniaedeeply researches one or a few
situations similar to the researcher's problem aditln. A case study has two
advantages. First it enables an entire organizatidme investigated in depth which
requires attention to detail. Secondly, it enalsle®searcher to fully concentrate on
events and study their relationships among funstanmd individuals. Case studies are
important since they place more emphasis on fultextual analysis of a few events

and their relationships.
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3.3 Data Collection

The data collection instrument was an interviewdguwith structured questions so as
to ensure uniformity and consistency in the dat&ected. The respondents were the
Chief Executive Officer (CEQO), Finance Director, tgers and Acquisition Manager
and Exports Manager. These are senior managergmslKobil who are involved in

strategy formulation, planning and implementatiotha firm.

For the purpose of this case study, the type d tfat was required to be collected
was diversification strategy KK has adopted andfihancial reports of KenolKobil
for the period year 2004 to year 2011. This datenéa the basis of establishing the

relationship between the diversification strategg &K’s performance.

This project adopted both primary and secondaryrcgsuof data. The primary
sources were mainly through the interviews. Addaiodata was gathered from
analysis of information collected from secondarurses which included published
KenolKobil’'s annual reports; industry data obtairiezim Petroleum Institute of East
Africa (PIEA) publications, Ministry of Energy datand published information from
variou websites. Data collection was precededinsy ¢ontacting the respondents to
gain their corporation and explain the purposenaf study. This was done through a
formal letter of request. At this stage also thwaficial reports were also formally

requested while others were retrieved from KK'&inet website.

3.4 Data Analysis
Data analysis was done through content analysihefinformation obtained from

both primary and secondary sources. Data analysigiact of transforming raw data
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into a form that is easy to understand and intérpmea case study, content analysis is
a qualitative description of the information ob&induring the study. It is normally
selected in order to analyze the information oletdiim order to explain the influence

of factors in a given phenomenon.

Responses obtained from the interview process Wsted to arrive at the main
strategy adopted by KK. Then financial resultsdach year were tabulated per year.
From this data, the analysis was done in formrricial ratios over a period of time.
The ratios that were done were the Profit ratiod &eturn on Common Equity,
(ROE). From these ratios, a trend was establisived the selected period of time.
Interpretation of the results was then conducteterpretation is the step of making
inferences and from these inferences, drawing csiams in regards to the meaning
and implications of the research process. Inteapiet of the data analyzed will be
done by making a comparison between diversificatioth performance to arrive at an

appropriate result.
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND

DISCUSSION

4.1 Introduction

This section details the findings of this resegratject and is guided by the research
design of this project. The senior management diotythe Chief Executive Officer
(CEO), Finance Director, Mergers and Acquisitionfdger and Exports Manager
were interviewed to obtain the information requirgdiditional information was
obtained from primary and secondary sources ofimné&ion.

4.2 Diversification strategy adopted by KenolKobilLimited

Kenol was set up in May 1959 by Sir Alexander asy&eOil Company Ltd (Kenol).
It was listed in the Nairobi Stock Exchange in #ane year. It initially started as a
small outfit selling domestic Kerosene branded SRétlosene before venturing into
other products. Its main focus then was to sek Ipgitroleum products to agricultural
firms and industries. Later the firm opened twoveer stations one in Nairobi and
another one in Mombasa. Over the years, the firntimoed expanding by opening
more stations and depots mainly in Nairobi and @éitenya. It later expanded into
new business lines such as export and aviatiacoritinued to operate as a separate
entity until January of 1986 when it signed a joogerations and management
agreement with Kobil Petroleum Ltd (Kobil). The egment meant that, the two
firms would have a joint management structure baintain their individual identity.
Kenol principally operated under the Kenol brandileviiKobil operated under the
Kobil brand. The two firms operated principallytime Kenyan market and their core
business was in the downstream petroleum busihe$$07, Kenol acquired 100%
shareholding in Kobil and hence Kobil became ayfallvned subsidiary of Kenol.

Consequently the firm changed its name to KenolK@®i) Ltd.
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Due to the liberalization of the oil industry in 38 competition in this industry
increased which led to reduced margins. Due toeam®d competition, the firm
decided to adopt diversification as a corporatatsgy. The company decided to

adopt related, unrelated and multinational diveratfon strategies.

4.3 Related Diversification

KenolKobil has over the years introduced variousdpcts in its portfolio. In 1999,
KenolKobil introduced lubricants among its produetlen it signed a distribution
agreement with Castrol International to supply@astrol range of lubricants. The
distribution was to cover automotive, industriagnme and agricultural products. The
agreement also gave KenolKobil the right to disti#products in Kenya, Uganda
and Tanzania. KenolKobil continues to distribute thastrol brand of lubricants to
date. In 2000, KenolKobil signed an agreement Widiit Lloyd International (UK) to
market and distribute Car Care and Fuel additivedpets in East Africa. These
products were mainly car polish, car interior ciegrproducts and car air fresheners
under the Simoniz brand. These products were tesddé through KK’'s service
stations. It has continued to sell these produntgear 2001, KK introduced its own
brand of lubricants into the Kenyan market callegin&l. In addition, it rebranded
some of its Kenol brands of lubricants into Kobitabd which it sold in its
subsidiaries and some export markets.

KenolKobil decided to introduce its own brand afuefied petroleum gas (LPG)
which it did in 2002 but officially launched it iRebruary 2003. It branded its LPG
‘K-gas’ which it bottled into 6 kg, 13 kg and 35 kglinders. The target market for K-
gas was mainly the domestic consumer. KK plannedsw® it extensive network of

retail stations to distribute its brand of LPG.2004 it introduced the K-gas brand in
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Uganda and in 2005 in Rwanda. Later KK startedrgellPG in bulk to commercial
customers such as hotels, industries and hospitéls.also sells LPG accessories
which include gas burners, regulators, cookinggyriinterns, cookers, poles and gas
hoses.

In 2002, KK decided to venture into trading actest This involved buying
petroleum products in bulk mainly crude oil, refinpetroleum products and LPG
from oil producers in the Arab-Gulf region and sgjl it to other petroleum
companies and governments. It therefore set upAfliean Trading desk based in
Nairobi. The focus of this desk was also to develnsiness in other African
countries without refining capabilities and petrote products. These countries
include Kenya, Djibouti, Uganda, Tanzania, MozambigSudan, Ethiopia, Malawi,
Mauritius and Zambia. The trading activities hawgolved tendering and winning
tenders to supply crude oil and refined product&émyan market under the Open
Tender System (OTS). In 2006, the trading desk Wt of crude tenders and 13%
of refined products tender under the OTS. It has &on tenders to supply fuel to
Mozambique. In 2010 it set up a trading desk inatar Zimbabwe to handle the

trading business in southern Africa region.

In 2007 Kenol decided to acquire Kobil Petroleund.LiKobil was an oil company
incorporated in USA and it core business was theomation of crude oil, refining,
trading, storage of refined products in Kenya. ¢ time of its acquisition, it was
operating 90 retail stations in Kenya which opetaiader its own brand. Kobil also
owned storage facilities around the country and laadess to others through
hospitality arrangements with other oil companiest thad excess storage capacity.

While Kenol and Kobil were separate legal entitieth separate and distinct brands,
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both were managed and operated jointly under aeeagent signed in 1986. Under
the terms of the 2007 acquisition, Kenol was toua®ql100% issued share capital of
Kobil and in exchange, the owners of Kobil wereréceive 45,480,000 shares of
Kenol. In essence there was no cash exchange abd Became a fully owned
subsidiary of Kenol. With this acquisition, Kenofisme changed to KenolKobil Ltd.
The main reasons for acquiring Kobil was that Kewoluld access Kobil's Kenyan
assets and businesses hence result in increaskts. gsecondly, Kenol would have
more negotiating power with its overseas fuel sigppland thirdly the large asset
base would enable Kenol have more negotiating pomith its financiers hence

allow it to access better financing options.

4.4 Unrelated Diversification

In order to increase it income, KK decided to dslgr into Non-fuel business.
According to KK, Non-fuel is concerned with the rketing and selling of products
and services that are not fuel in nature but carsdde through it service stations.
Therefore KK decided to lease space at its sest@gons to companies that wanted
to offer services and products such as fast fodmEking services, ATMs,
pharmacies, convenience stores, tyre sellers. @veears it has rented space for
restaurants to franchises such as Kengeles Restaukula Corner, Friday Corner
and Maggies. Currently KK has an agreement witkkdn&enya Ltd who have set up
several fast food restaurants at KK's service atatiaround Nairobi. These franchise
owners pay KK rent on use of the facilities. KK lzdso offered rental space to banks
such as Chase Bank, 1&M Bank, Standard Chartered, daquity Bank, PesaPoint
among others who have set up banking halls and Addflities there. It has also

entered into an agreement with Sameer Africa thaufa&turer of Yana brand of
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vehicle tyres to set up tyre centers. At these tgneters, Sameer sells and fits tyres,
does wheel balancing and wheel alignment for custenit has also recently offered
space to Bata Shoe Co. to set up a shoe shop aifotgestations in Nairobi. One
other non-fuel business KK has is a partnershif Bafaricom Ltd, Airtel Ltd and
Telkom Kenya to sell their airtime and SIM cardsaatommission at its service
stations. This has contributed immensely to KK'soime due to the rapid growth of
the telecom sector in Kenya. KK continues to devéte facilities in Kenya and in its

subsidiaries in order to continue to increasenit®ime from Non-fuel business.

4.5 Multinational Diversification

In 1999, the management of KK decided to divergi&ographically by setting up

operations in other east African countries. Thiswaormed by the fact that the

Eastern African economies were growing rapidly dmehce there was increased
demand for petroleum products in these countrieso&dly, some MNC'’s such as
Esso, Agip, BP, Chevron, Mobil started pulling aditthese countries due to intense
competition and this led to a huge supply gap Kiatwanted to take advantage of

and fill.

The first subsidiary that KK established was Kdbganda in 1999. The subsidiary
has its head office in Kampala. The firm begarhwih acquisition of 26 stations and
it has grown to 61 stations. This subsidiary sallshe petroleum products, Castrol
and Kobil brand of lubricants, K-gas brand of LPtl &as various non-fuel facilities.
In 2011, KK acquired the assets Phoenix Ugandaoleetn Ltd which consisted of
1,800 m3 fuel terminal, three fuel stations ando#fitce block. The purpose of this

acquisition was to increase KK'’s storage capadtgnsure adequate fuel supply. It
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also planned on using this new depot to offer fitetage to other oil companies at a

fee and hence earn additional income.

KK’s second subsidiary was Kobil Tanzania estalklishn 2001. The subsidiary
began with 11 stations up to the current 21 statidihe head office of this subsidiary
is situated at Dar-es-Salaam. It mainly deals Withs and lubricants. It has few non-
fuel facilities. KK plans on setting up a modernG.FRilling plant to fill its K-gas
brand of LPG for the Tanzanian market. In ordersteengthen its operations in
Tanzania, KK in 2011 acquired a depot complex inr-8aSalaam. The depot
acquired under lease terms for 25 years has a itapelc 33 million litres,
warehouses, an office complex and a paved yardc déypot is connected to Dar-es-
Salaams jetty which enables it to receive fueldiyefrom ships at the port. This
depot will enable Kobil Tanzania serve its locarked adequately and also the export

markets of Uganda, Burundi, Rwanda, and Congo (iniashi area).

The third subsidiary of KK was Kobil Zambia. It wastablished in 2002 when KK
bought Jovenna Zambia Ltd, a local petroleum comp@ihe company began with 11
stations and it currently has 28 stations. As dt12@s market share in Zambia was
6%. The company supplies fuels and lubricants tailrand commercial customers.
The firm is also working at improving its non-fublisiness. Since 2003, Kobil
Zambia was sourcing its Kobil brand of lubricant®nfi Mombasa in Kenya.
However, in 2008, KK acquired a 15% shareholdingLubeblend, a Zambian
lubricants blending facility based in Ndola. Thisabled Kobil Zambia to start
producing its own lubricants locally and this enteoh its supplies in the country

especially to its commercial customers in the mirealso reduced the cost of the
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lubricants since it eliminated the long truckingstdnce from Mombasa. It also
ensured reliable supply of the lubricants. In 204K, increased its shareholding in
Lubeblend by 10.5% to 25.5%. The acquisition wa® ahtended to strengthen its

control in the blending plant and also earn somerime from it.

The fourth subsidiary KK established was Kobil Bletum Rwanda. KK started
operations in Rwanda in 2003 by focusing salek@écommercial, export and reseller
markets there. Later it opened its first retaitistain Kigali which it had acquired
from CITIEX. To strengthen its operations in Rwand& in 2006 acquired 100%
assets of Shell Rwanda SRL as a going concern. ddgaisition brought with it 17
retail stations and a 16 million litres storagerteral based in Kigali leased from the
Rwandan government. In 2007, KK acquired KLSS Rveatitat had 20 service
stations. With this acquisition KK increased thentoer of retail stations from 18 to
38. In 2008, KK made another acquisition when guaed six service stations from
STIPPAG a Rwandese petroleum company bringingeitgice station count to 44.
This acquisitions further strengthened KK’s positio Rwanda pushing its market
share to over 35% currently. It also enabled itdosolidate exports to Eastern DRC
and Burundi and larger Central Africa region. IM02KK commissioned a new LPG
filling plant in Kigali to enable it serve the Rwdam, Burundi Eastern DRC and
western Tanzania markets with its K-gas brand oELFPhis was a move to widen
revenue streams for the group and also take adyamtathe growing use of LPG in
these markets.

In 2005, KK established its Ethiopian subsidiary dgquiring a service station in
Semera, along the Addis Ababa Djibouti route. Tdtegion was principally focused

on marketing lubricants in the Ethiopian market. 2007 KK made a major
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investment in this market when it acquired 81 sEngtations and two terminals from
Shell Ethiopia Ltd. The acquired assets also ireduan office block, a plot of land, a
major restaurant and warehouses. With this acguisiKK hoped to consolidate its
position in the Ethiopian market and especially shée of LPG and lubricants. The
subsidiary hopes to introduce the K-gas brand d&l&xpand sales of bitumen and
petroleum based solvents. KK by setting up KobHi&pia also hoped to use it as a
launching pad into the North African market.

KK’s sixth subsidiary was Kobil Burundi SA. It waet up in 2009 and in August of
the same year, it bought the entire shareholdinQibBurundi SA which was owned
by Engen International Holdings (Mauritius) Ltd. €racquired company was at that
time a leading supplier of lubricants and whiterpleum products to independent
retail stations in Burundi. It also at around #aene time acquired three stations from
SONITRA, a local petroleum company. In 2010, KK @icgd 10 retail stations from
a Burundian petroleum company called Societe dIfgtion et de
Commercialisation de Produits Petroliers (SICORPaddition to another acquisition
of a station from an independent company, KobiluBwli's total number of station
rose to 14. These acquisitions also pushed KalmbuBdi’s position in the market to
the number two position. In 2011, KK acquired aategpmplex comprising of a fuel
terminal, warehouses and office block in BujumbBraundi. It also started selling
the K-gas brand of LPG supplied through its Rwalde& filling plant.

In 2010 KenolKobil decided to venture into Southehfrica region where it
registered a company called Kobil Mozambique Liagtain Mozambique. Its
intention was to serve the Mozambique market whi@s showing huge growth
potential. It therefore set up an office in Haratenbabwe which was handling the

sales in both Mozambique and Zimbabwe. On the ptdreetting up operations in
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Mozambique, KK intends to use the Mozambique pbBeaira to serve the southern

African market. While the firm has not opened amtail stations in this region it

keeps on looking for investments in those two coest In March 2011 KK acquired

a 4 million litres fuel depot in Lubumbashi Cong& Brom World Oil Congo SPRL.

This marked the start of fuel business in Congo K& The firm intended by

acquiring this depot to serve the greater Katamggon of Southern Congo that has

huge mining activity. It also intends to use thépdt as launch pad for its retail and

commercial activity in DRC.

4.6 Influence of diversification strategy on perfomance of KenolKobil Limited

The diversification strategies adopted by KenolKalver the years has had several

outcomes. First local acquisitions and geographgogdansion has led to increased

number of stations for KK. As shown in the tabldole the number of stations has

increased from less than 99 before the first sudogidwas acquired to 398 retail

stations as at the end of 2011.

Table 1: KK number of stations per year

Country 2000 | 2002 | 2003 2004 200 2006 2007 2008 2009 20W11Pp
1| Kenya 73 82 65 68 69 64 69 160 155 155 158
2 | Ugandi 26 |42 52 |52 |58 |60 |61 |61 |61 |61 |61
3 | Tanzanii - 11 15 15 |15 18 |18 |19 |23 |25 |25
4 | Zambia - 11 14 15 16 20 20 24 28 28 28
5| Rwanda - 1 1 1 18 38 38 43 46 46 46
6 | Ethiopia - - - - 1 1 50 59 64 64 64
7 | Burund - - - - - - - - 4 14 16
Mozambique/
8 | Zimbabwe - - - - - - - - - - -
9| DRC - - - - - - - - - -
Total 99 147 | 147 | 151 177 201 256 366 381 3p3 398

Source: KK records
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Secondly the market share of KK has continued tweimse especially with the
acquisition of Kobil Petroleum Ltd in 2007. Thesegaisitions more than doubled
KK’s market share in Kenya as indicated in theddi#low.

Table 2: KK market share per year

Total

Inland

Market
Year Share(%)
2000 7.48
2001 8.51
2002 9
2003 8.8
2004 9.93
2005 10.36
2006 12.23
2007 10.72
2008 26.12
2009 21.9
2010 18.3
2011 25

Source: KK company reports and Petroleum Instivfiteast Africa (PIEA)

Thirdly, the sales volume in litres sold by KK Haeen increasing year on year. The
acquisition of the subsidiaries, acquisition of Kob 2007 and the setting up of the
African Trading desk has contributed greatly to therease in sales volumes. The
subsidiaries have also increased KK’s sales voluameisthe table below shows the

subsidiaries contribution to the group.
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Table 3: Subsidiary volume contribution to KK group

Volume Contribution to
Subsidiary | Stations| Group
Uganda 60 2%
Tanzania 21 5%
Zambia 25 3%
Rwanda 44 2%
Ethiopia 80 4%
Burundi 19 1%
Incorporated in  Kenya
Zimbabwe - Figures
Mozambique| - Not Active
Congo DR - Not Active

Source: KK company reports

Fourthly, the annual sales, gross profit and spiefit has over the years increased.
The diversification into various business linestsas trading, lubricants LPG, non
fuel and multinational diversification has ensutieat KK has had increased sales and
profits. With the acquisition of Kobil in 2008, tisales and profits more than doubled
as shown in the table below. Before the acquisitior2007, the profits were Kshs.
593.434 million. In 2008 after the acquisition, tpeofits were Kshs. 1,522.876
million. As at the end of 2011, the subsidiaried ather business lines contribution to
profitability before taxation is shown in the talbelow.

Table 4: Subsidiary petege contribution to profits

%
Contribution

Country to Profits
Kenya 68.17
Subsidiaries 31.83

Source: KK company reports
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Table 5: Business line percentage contributiorrédits

% Contribution to

Product Profits
Retail 14
Commercial 7
Aviation 17
Export 14

Fuel oil & Bitumen 20

Trading 11
LPG 8
Non-fuel 5
Lubricants 4

Source: KK compaeyparts
Therefore the subsidiaries contribute 31.83 % efriét profits. Taking the net profits
of 2011, the subsidiaries hence contributed Ksh§58.358 million. Therefore the

combined contribution of the added business linestd diversification is 28%.

4.7 Discussion

After many years of operating in Kenya, KK managemeecided to adopt
diversification strategy. The main reasons for Kdopting this diversification were
first, to increase revenue streams for the org#éoiza In 1994, the Kenyan
government liberalized the petroleum industry amd enabled a number of smaller
firms to enter into the industry. These smalla@mpanies (called independents) set
up their own retail outlets and this led to inceshg€ompetition in the downstream
petroleum sector. With the increased competitianfipmargins started to decrease
and this trend continued as companies lowered fnigies in order to safeguard their
volumes. The management of KK had the foresiglsemthat they needed to look for
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alternative businesses to shore up the profits.ifitreased competition, unfair trade
practices and reduced margins in Kenya and othets paf Africa forced the
multinational oil companies to start exiting Kenyail market. In Kenya, Agip sold
its assets to Shell International, later Shell BRdmerged their Kenyan operations,
Esso sold its assets to Mobil and Caltex to Totahy&. In the recent past Shell
International has sold its assets in Africa (exceptith Africa) to Vitol and Helios.
The same has been happening in other eastern aride®o African countries. For
example, BP sold its oil business in countries ag@ambia, Tanzania and Namibia.
Shell sold its business in Rwanda and Ethiopia ko Kaltex sold its business in
Uganda and Kenya to the oil giant Total. The ekihese MNC's created a gap in oil
products supply and the management of KK saw aomyppity to fill this gap hence
its decision to expand into these countries. ThiKKK saw an opportunity to create
more value out of the physical assets that it haiiged over time. These assets in
particular were its service stations and hence KéCided to put up non-fuel
businesses there. It built restaurants, shops, ib@gnkalls and Automatic Teller
Machines (ATM) points at its retail stations whithrented out to various clients. It
also decided to venture in non fuel related praglubfit included selling mobile
phones lines and airtime, bottled water, car beterand tires. It signed a
distributorship agreement with Safaricom, Airtekrigmally Kencell) and Telkom
Kenya to sell mobile phones lines and airtime atoaamission. It also signed a
distributorship agreement with Aquamist to selltleat water and with Sameer Africa
to sell tires and tubes. All these products ar&itdiged through KK’s extensive retalil
station network. Income from the non-fuel busingsgplemented the income it was
getting from sale of its core products which warelfproducts. Fourthly, KK saw an

opportunity of obtaining better prices from its Argulf suppliers of fuel products
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due to increased sales volumes. With more retatiosts in the region, it would
increase the number of litres it sold and hencethusénigh volumes to bargain higher
discounts from its suppliers and consequently redits costs and increase its
margins. The reduce prices would also enable #@rdfitter prices to its customers
and hence increase its competitive advantage., kifdaw an opportunity to utilize
the resources it had inform of human resource, atjmer capabilities and finances in

the new markets it was venturing into.

KK has adopted the following three forms of divBesition strategies: Related
diversification, unrelated diversification and nmgttional diversification. On related
diversification, Kenol started by selling Kerosdné with time acquired stations and
started selling other products such as petrol aesktat its stations. In 1996 it signed
an exclusive agreement with Castrol Internationa¢ @f the leading lubricants
manufacturer and marketer in the world to market distribute the Castrol brand of
lubricants in Kenya, Uganda and Tanzania. In 26@HolKobil signed an agreement
with Holt Lloyd International (UK) to market and stlibute Car Care and Fuel
additive products in East Africa. In 2003, KK lated its own two brands of
lubricants; Kenol and Kobil (which is marketed ig subsidiaries only). It introduced
its own brand of liquefied petroleum gas (LPG) 02 but officially launched in

February 2003. It branded its LPG ‘K-gas’ whichdttled into 6 kg, 13 kg and 35 kg
cylinders. In 2002, KK decided to venture into trad activities. This involved

buying petroleum products in bulk mainly crude odfined petroleum products and
LPG from oil producers in the Arab-Gulf region aselling it to other petroleum

companies and governments. It therefore set upAttiean Trading desk based in

Nairobi. In 2007 Kenol acquired Kobil Petroleum Ltdobil was an oil company
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engaged in the importation of crude oil, refinitgding, storage of refined products

in Kenya.

On unrelated diversification, it decided to venturenon fuel related products that
included selling mobile phones lines and airtim#flbd water, car batteries and tires.
It signed a distributorship agreement with Safaric@.irtel (originally Kencell) and

Telkom Kenya to sell mobile phones lines and agtiah a commission. It also signed
a distributorship agreement with Aquamist to saittled water and with Sameer
Africa to sell tires and tubes. All these produet® distributed through KK’s

extensive retail station network. Overtime, KK dkd to build restaurants, shops,
banking halls and Automatic Teller Machines (ATM)is at its retail stations which

it rented out to various clients.

On multinational diversification, KK set up opemais in nine African countries. It
started with Uganda in 2000 and the latest countstart operations is in DR Congo.
The countries are located around the eastern antlesn Africa and include Uganda,
Tanzania, Rwanda, Burundi, Zambia, Ethiopia, Mozagody Zimbabwe and
Democratic Republic of Congo. This multinationaleatsification has made the firm
increase its retail stations from initially 73 teetcurrent 398 stations.

KK has adopted the following modes of entry whepleamenting its diversification
strategy. First when setting up operations in thiesgliaries, it has chosen mainly
acquisition of existing businesses. For instancemgetting up operations in Zambia
it started by acquiring an existing oil companyledlJovenna Zambia Ltd. When
setting up operations in Ethiopia, it started bguadng the assets of exiting Shell. It

also acquired Kobil Petroleum Ltd on a going concbasis. Secondly, KK has
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adopted internal development as a strategy forrsiiveation. This is evident when it
developed it own brand of LPG; the K-gas brandodused on growing the brand by
developing this product and putting it into the kedr Over the years the K-gas brand
has proved to be a popular brand in Kenya. KK aleweloped its own brand of
lubricants called Kenol and another brand calledbiKarhe Kenol brand is sold in
Kenya while the Kobil brand is sold in its subsitka. In addition KK has developed
its non-fuel business from scratch using its owterimal resources. Thirdly, KK
chose franchising as another strategy for diveifn. In 1996 it signed an
agreement with Castrol International to markebitand of lubricants in Kenya. The
terms of the agreement were that KK would manufa¢tmarket Castrol lubricants
under licence. It also signed similar agreemenh wiblts of UK. The main factors
management considered when chosing the mode of ests first whether it had
critical resources and capabilities to make theusttipn. KK had the required
resources in terms of finances and human resoarweshis is the reason it decided to
develop its brand of LPG and lubricants. It alsalized that it required to move with
speed in setting up operations in the target cmsgo that it can take advantage of
the emerging opportunities there. This is the rneabey chose acquisitions in the

target countries since it is a faster way of gajrfmothold in those countries.

4.7.1 Influence of diversification on performance
Diversification has affected the performance of iKkhe following ways. First, it has

increased the sales volumes of KK group. Over s, as KK has been making
acquisitions, the volumes have increased and 28X the total volumes were kkkk
litres. Secondly the business it has diversified lmas reduced its reliance on Kenya'’s
sales of fuel as a source of profit. The contritbutof alternative business lines to

KK’s profits was 28% as at 2011. Thirdly, diversétion has increased both gross
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profits and net profits of KK over the years. A®win in the table below, the profits
of KK has more than doubled over the years sinstited pursing the diversification
strategy. Therefore the shareholders have earned asothe years went by in terms
of net profits. We have seen above that 28% ofeth@®fits were obtained from
alternative business that KK has diversified irffourthly, the shareholders wealth
has grown threefold over the years. The acquisitibiKobil in 2008 doubled the
owner’'s equity in absolute terms. In addition thener's wealth has also been
growing because KK has been retaining most of tbétp it has been generating over
the years.

Figure 1: KK Sales and Gross Profit trend
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Source: KK company reports
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Figure 2: KK Net Profit trend
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In regards to the Return on Equity of the owner&kf this has been reducing over
the years. This is because the net profits havéeenh growing as fast in comparison
to the owner’s equity in the KK business. In esgeieneans that for every shilling
that the owners of KK have invested there have leagning less and less returns as
time has progressed in as much as KK has beersdiyveg aggressively.

Figure 3: KK Return on Equity (ROE) trend
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Table 6: Sales, Profit, Equity and Return on eq(RQE) per year

Year 2004 2005 2006 2007 2008 2009 2010 2011
SalegKshs. ‘000) 30,414,739 | 37,536,818 46,381,292 51,621,436 | 134,518,341 | 96,692,834 | 101,649,560| 222,440,715
Cost of Sales (Kshs.

‘000) (28,090,022) (34,753,886) (43,919,737)| (48,956,164) (126,909,694) (90,654,847)| (94,052,548) (210,107,493
Gross Profit 2,324,717 | 2,782,932 2,461,55h2,665,272 | 7,608,647 6,037,987 7,597,012 | 12,333,222
Net Profit  (Kshs.

‘000) 838,484 915,878 842,947593,434 1,522,876 1,091,162 1,781,613 | 1,754,189
Owners Equity

(Kshs. ‘000) 3,392,935 | 4,015,844 4,672,9034,984,434 |10,915,860 | 9,818,411 11,209,204 | 11,650,461
Return on

Equity(ROE) 25% 23% 18% 12% 14% 11% 16% 15%

Source: KK company reports




CHAPTER FIVE: SUMMARY, CONCLUSION AND

RECOMMENDATIONS

5.1 Introduction

This section gives the summary of the findingsha$ project. It gives a brief of the
diversification strategy adopted by KK and theusfice of this strategy on the
performance of KK. It also gives the conclusiod aacommendations for further
research.

5.2 Summary

Kenol was set up in May 1959 by Sir Alexander agy&eOil Company Ltd (Kenol).
It was listed in the Nairobi Stock Exchange in fzene year. It initially started as a
small outfit selling domestic Kerosene branded SRétlosene before venturing into
other products. Later it acquired and set up varisarvice stations around the
country.

This study found out that KK has adopted diveraificn strategy as a corporate
strategy. The main reasons for this strategy weledrease the profits of KK in the
face of intense competition in the oil industry, thke advantage of the emerging
opportunities in Kenya and other Eastern and SontA&ican countries occasioned
by the exit of major oil MNC’'s and to increase mnapetitive advantage in the
industry by increasing its sales volumes hence hdvwetter bargaining power with its
suppliers. KK has adopted the following three foroisdiversification strategies;
related diversification strategy and this it did benturing into selling LPG,
lubricants, trading business and acquiring an iexjsiil company to increase its sales
volumes. It has adopted unrelated diversificatimategy by venturing into non-fuel
business whereby it has developed facilities suctestaurants, banking halls, shops
which it rents out to other business, and selliog-fuel related products such as

mobile phones airtime, tyres, batteries and drigkiwater. It also adopted
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multinational diversification by venturing into @h eastern and southern African
countries whereby it set up subsidiaries by acagirexisting oil companies and
growing the business organically in these countries

The study also found out that the diversificatiomategy has influenced the
performance of KK by first increasing its salestémms of volumes and in Kenya
shillings, by increasing its net profits and hasréased the shareholder value of the
company. The study established the addition ofrgtheducts and business lines and
the subsidiaries has increased the profits due h® s$hareholders of KK.
Diversification has increased the wealth of the emsrof KK. However, the study has
established the Return on Equity of the sharehsldéKK has decreased over the

years in spite of accelerated diversification.

5.3 Conclusion

KK has grown into a huge regional oil company ie thst eleven years driven mainly
by corporate diversification strategy. KK has aeadptrelated, unrelated and

multinational diversification strategies. This diséication has influenced the

performance of KK to the extent that it has incesbgs sales volumes, net profits and
shareholder’'s equity. However, in regards to RetmnEquity of the owners, the

diversification has not had positive influence.

5.4 Recommendations

This study recommends that the management and lelidees should investigate
further on the reasons as to why the Return onti£tpais been decreasing every year.
The owners have been investing in the company theeyears but the returns have

been decreasing. Consequently the management shmaiitlite proper corrective
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measures to correct the decline and ensure thashteeholders Return on Equity

increases.

5.5 Limitations of the study

Some of the information that was required to uradertthis study was financial hence
the management felt that it was very confidentiaimtake available for this study.

Therefore their response to some questions waspanyand this made it impossible
to get all the financial information that was reedi in order to make a more detailed
study. Consequently, some general conclusions bdoetmade in regards to this
study. Secondly, the respondents were busy senamagers and due to their
schedules it was not possible to obtain some irdition in good time.

5.6 Recommendation for further research

Based on this research, it is recommended thahdurtesearch be conducted to
determine the reason for the decline in return @quitg in as much as the sales and
profits have been growing. It is also recommended & further study be done on
other oil companies in Kenya and compare it with KiK study to establish if there is

a similar effect on performance.
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Appendix A: Questionnaire

Robinson G. Karanja
University of Nairobi
School of Business
P. O. Box 30197
NAIROBI
The Respondent

Dear Sir/Madam,

RE: REQUEST FOR YOUR SUPPORT IN MY RESEARCH WORK

| am a student in the School of Business, UniveisitNairobi pursuing a Master of
Business Administration (MBA) degree program. Irder to fulfill the degree
requirements, | am currently undertaking a reseamcject on‘The influence of
diversification strategy on the performance of KentKobil Limited in Kenya'.
The purpose of the study is to investigate the rdifieaiton starategies adopted by
KenolKobil and what influence the strategies haad an its performance

| am therefore requesting that you fill the attathypiestionnaire as completely as
possible. The research project is purely for acaclgparposes and no confidential

information nor names of the respondents will bielighed in the final project.

Your assistance is greatly appreciated.

Yours faithfully,

Robinson G. Karanja
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INTERVIEW GUIDE
1. What is your position at KenolKobil (KK)?

2. For how many years have you worked at KK?

3. What are your main functions at KK?

4. Has KK adopted diversification as a strategy?

5. If yes to question (4), what are the main reasoos KK choosing
diversification as a corporate strategy?

6. If No to question (4) above, please give reasons?

7. If yes to the above question, what form of divecsifion has KK adopted?

8. If KK has chosen new products, what products thiaas diversified into?

9. If KK has chosen new markets, what are the marlteds it has diversified
into?

10.If KK has chosen international markets, what asséhinternational markets?

11.What modes of entry into new business has KK adbptets diversification
strategy?

12.What are the main factors considered when chodbmgnodes of entry?

13.Who is responsible for crafting diversificationat&gy at KK?

14.How has been the performance of KK as a resulttefdiversification
strategy?

15.What performance measures do you use to when gatiggnoutcome of the
diversification strategy?

16. Are there instances that KK has divested from dness or market?

17.1f yes, what are the reasons?

18.How does KK manage its diversified business?

Thank you very much for your time and cooperation.
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