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ABSTRACT

The main aim of this study is to investigate engailly the effects of corporate
governance practices on the value of firm in thenyéeperspective using a Tobin’s Q
approach. Like many of the developing /emergingkeig:; the Nairobi Stock Exchange
has initiated the application of international starls of corporate governance as a part
of its merge with the global economy. This studyiags a sample of 20 firms using
accounting and market data available for 2009.Tdrapse firms are all listed in the
Nairobi Stock Exchange in the main investment segmearket. The Study used both
primary and secondary data. Primary data was detlecdhrough a structured
guestionnaire while secondary data were obtaineth fthe Nairobi Stock Exchange
handbooks for 2006.

From the study the adjusted R the coefficient of determination and tells wshthe

Tobin’s Q in companies listed at the Nairobi stamkchange varied with Corporate
Governance Index, Sales/Revenue, Age of the firnthen market and the financial
leverage ,the value of adjustedi®0.511.This implies that, there is a variatiorbtf1%

on Tobin’s Q with Corporate Governance Index, SRlegenue, Age of the firm in the
market and the financial leverage at a confideraell of 95%.There is a positive
relationship between the Firms Tobin’s Q with respge Corporate Governance index
and Financial leverage while also a negative w@hatiip do exists between

Sales/Revenue, and the age of the firm in the Magtmck exchange.
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CHAPTER ONE

1.0 INTRODUCTION

1.1 BACKGROUND

The topic ‘Corporate Governance’ has gained wordidwprominence due to recent
corporate collapses, such as, Enron and WorldCorthenUnited States and Heath
International Holdings Insurance in Australia (Msr&nd Minow, 2004, Roberts’s et.al,
2005, Child and Rodriguez, 2003). As confidencéinancial reports diminished among
investors and creditors, a sense of urgency wasaf@long regulators in different
countries to restore public confidence and to mtatbareholders and investors (Lambert
and Sponem 2005, Gordon, 2002). Apart from corpostandals, there has been a
normative pressure for better governance as thendmss environment became more
volatile, less predictable, more globalised anélytisAs it was evident that the existing
governance framework was inadequate, the usuabmespwas to bring new legislation
intended to improve transparency, accountabilityl antegrity (Parker et.al, 2002,
Zandstra, 2002, Vinten, 2000, 2005, Doost and Feshn2004). Several commentators
(Anderson and Chapman, 2002, Seal, 2006) viewett sunc approach to corporate
governance was limited, as it viewed governancenf@ narrow perspectives and
produced a checklist of governance requirementsiwtiiey felt were unlikely to solve

accountability problems.

Amidst the culture of compliance and a checklisprapches to improving corporate
governance, much of the accounting research apprdes concentrated on how
ownership structure and Board composition affeicignicial reporting, audit committees,
earnings restatements and disclosure (Eng and R0&3; Ajinkya, Bhoraj and Sengupta
(2005), Karamanou and Vafeas, 2005; Beekes an@rBr@006) Such an approach,
although consistent with deductive research usgeney theory, is seen as only partial
(Daily et.al, 2003, Pettigrew and McNulty, 1995nkelstein and Mooney, 2003) as it
fails to address how external requirements cancberamodated through organisational

processes.



It will be argued here that this main stream actiognresearch has failed to project a
balanced view; and that by integrating governandaternal organisational processes to
promote organisational performance, value can bemred. As a series of financial
crisis and accounting scandals occur around thddywanany media and investment
institutions have regarded corporate governan@asiportant indicator for investment.
Subsequently the government, institutional investand the general public have put
great emphasis on corporate governance. Alkhat8p@) defined corporate governance
was a kind of company's structure and the distiobudf power. And it was to decide the
responsibility and the relationship among differstakeholders in the organizational
operations. Shleifer & Vishny (1997) indicated tlatrporate governance could make
sure the investors to gain investment return iraoization. And it can help the company
improve its financial and human resource through ldw, economy and standard of
corporate operation. Thus, from a financial perspeccorporate governance is a system
that is used to reduce the agency problem betweemanagers and shareholders. On the
other hand, from the corporation’s viewpoint, cagie governance can assure the
company’s information to be exposed correctly aminediately. World Bank (1999)
stated corporate governance was composed by ekserthanternal corporate governance

mechanisms.

The difference between external and internal c@fgogovernance mechanisms is that
internal mechanism is able to supervise manageesttyi. Internal corporate governance
mechanism includes the rights of shareholders, igg@ation decision-making,

independent character of the board of directors sugervisors. External corporate
governance mechanism is related to laws and stédesisoof organizations. However, the
main purpose of the study is to explore the reteiip between corporate value,
intellectual capital and corporate governance. &loee, government related law and

environment of market are not discussed in theescbphe study.

The key indexes to measure relationship betweemocate value and corporate
governance adopted by most research are referrethetomeasurement system of

corporate governance proposed by Yeh, Lee & KeZR@® Taiwan. The indexes are



ratio of the board of external directors, numbeswpbervisors, ownership of the board of

internal directors and controlling right ratio afdje shareholders.

Millestein & MacAvoy (1998) pointed out a companiytiwa better corporate governance
policy implied the appointment of higher proportiohexternal directors, which would
make the average performance higher. And if lasfp@reholders who are not managers
have more controlling rights, the company valudigher (Lins, 2003). Kesner (1987)
proved the ownership ratio of internal directors afcompany is significantly and
positively related to organizational performancehYet al. (2002) indicated supervisors

of the board have a positive relationship with cogpe value.

“The primary role of all corporate governance jegsants centers around the
fundamental theme of protecting investors, creatlogg-term shareholder value,
restoring investor confidence, and supporting gir@md efficient capital markets”
(Rezaee, 2007). Corporate governance measuresifelgpendent directors, competent
and ethical executives, effective internal contraledible external audits) can play an
important role in minimizing the agency problem aedsuring that management’s
interests are aligned with those of sharehold&te occurrence of financial scandals and
the related loss of billions of dollars of shareleslvalue have received extensive media
coverage and attention from regulators and stasdsetters (Michelman and Waldrup,
2008).

Companies such as WorldCom and Enron have taughguhlic that corporations do not
always act in the best interests of their sharedrsldwners. In order to minimize this
problem, organizations are now taking steps to monmnanagement’s behaviour and
increase shareholder awareness of the firm’'s fiahnand internal condition.
“Corporations must earn back investor confidena# @@monstrate a proactive stance on
ensuring accurate and reliable financial reportsh&r shareholders” (Rezaee, 2007).
Corporate governance measures mandated by SarDaiescan play an important role

in minimizing the agency problems and ensuring thahagement'’s interests are aligned



with those of shareholders. Sarbanes-Oxley, wilerphasis on shareholder value, has

brought many benefits as well as costs to the catp@rganizational structure.

1.2 STATEMENT OF THE PROBLEM

Corporate Governance has grown very rapidly indsedecade and is now viewed as an
important attribute of the corporate sector. “PoG0rporate Governance and “lack” of

transparency of corporate Governance have frequba#n identified as some of the root
causes of the financial crisis. Thus, the needafonajor improvement in transparency,

both “in the public and private sector becomes irafpee where several basic reasons for

the growing interest in corporate governance.

In the first place, the efficiency of the prevagigovernance mechanisms has been
guestioned (see for instance, Jensen, 1993, MiIig97 and Porter, 1997). Secondly, this
debate has intensified following reports about s®dar, high-profile financial scandals
and business failures (e.g. Polly Peck, BCCI), meadliegations of excessive executive
pay (see for example, Byrne, Grover and Vogel, 1988 adoption of anti-takeover
devices by managers of publicly-owned companies arwde recently, a number of high
visibility accounting frauds allegedly perpetrateg managers (Enron, WorldCom).
Thirdly, there has been a surge of antitakeovdsl&ipn (particularly in the US) which
has limited the potential disciplining role of takers on managers (see Bittlingmayer,
2000, for a description of this regulation). Andally, there has been a considerable
amount of debate over comparative corporate gomematructures, especially between
the US, Germany and Japan models (see ShleifeWVehay, 1997, for a survey of this
debate) and a number of initiatives taken by stowcket and other authorities with

recommendations and disclosure requirements oroEggovernance issues.

During the 1990s, a number of high-profile corperstandals in the USA (viz., Lehman
Brothers, AIG Insurance, Xerox, Arthur Andersonyd@mn WorldCom, Tyco, etc.), and
also elsewhere in the world, triggered an in-depflection on the regulatory role of the

government in protecting the interests of sharedrsldThus, to redress the problem of



corporate misconduct, ensuring ‘sound’ Corporategaaance is believed to be essential
to maintaining investors’ confidence and good penance. In view of the growing
number of scandals and the subsequent wide-sprédad and media outcry, a plethora
of governance ‘norms,’ ‘codes,” ‘best practicesyddstandards’ have sprouted around
the globe. For instance, the Sarbanes-Oxley ldggislain the USA, the Cadbury
Committee recommendations for the European Unids) (Bompanies, and the OECD

principles of corporate governance, are perhapbéseknown among these.

After the Enron debacle of 2001, came other scandablving large US companies such
as WorldCom, Qwest, Global Crossing, and the augliacunae that eventually led to the
collapse of Andersen. These scandals triggeredhanghase of reforms in corporate
governance, accounting practices and disclosursstiine more comprehensive than

ever before.

Shleifer and Vishny (1997) define corporate goveoeaby stating that it “deals with the
ways in which suppliers of finance to corporati@ssure themselves of getting a return
on their investment”. A similar concept is suggddtg Caramanolis- Cotelli (1995), who
regards corporate governance as being determinethdyequity allocation among
insiders (including executives, CEOs, directors ather individual, corporate or
institutional investors who are affiliated with nzyement) and outside investors. John
and Senbet (1998) propose the more comprehensiVmitida that “corporate
governance deals with mechanisms by which stakel®ldf a corporation exercise

control over corporate insiders and management thattiheir interests are protected”.

They include as stakeholders not just shareholdertsalso debt holders and even non-
financial stakeholders such as employees, suppl@rstomers, and other interested
parties. Hart (1995) closely shares this view asumggests that “corporate governance
issues arise in an organization whenever two cimditare present. First, there is an
agency problem, or conflict of interest, involvimgembers of the organization these
might be owners, managers, workers or consumern8e transaction costs are such

that this agency problem cannot be dealt with thhoa contract”.



The following questions will guide this study inetlattempt to meet its objectives as
stipulated.

I.  How does corporate governance practice enhanagad/étue?

ii.  Whether there is a relationship between corporatemance practice and its

firm value?

The contribution towards the gap of knowledge ysnty to analyse whether there is a
predefined way in which the effects of corporat@egaance practices affect firm value
in the market and if so to what extent does corgogavernance affects whether good or

bad in terms of increase in the firm value or dases depending on outcome.

1.3 OBJECTIVES OF THE STUDY
This study highlights the importance of analysing amproving the existing corporate
governance practices in the Kenya Firms.
I.  To explore the effects of corporate governancetmeon the value of
firms listed in Kenya.

1.4 SIGNIFICANCE OF THE STUDY
The Significance of corporate governance in thienado is, in our minds,

unquestionable. It will of great significance te tiollowing:

It helps Employees in understanding the importasfogorporate governance in order to
improve their firm image thus translate into in@e&rm value. Most of the firms engage
at activities which are aim at improving the coggerimage of the firm and the best

persons to champion these are employees of the.firm

This study will help corporate managers and pohegkers in analysis the issues on
corporate governance in order to improve the in@dgbeir organization thus installation
of discipline in the management of the Firms. Coap® governance is a very critical
issue in both the private and public sector and tuntinue to be an issue of great

importance to firms both in the short run and lomg survival of firms will be



determined by what they engage in whether quedilenar unquestionable, which will
be relied upon by policy makers to make criticatisien on firms.. Thus good corporate

governance practice will enhance transparencyiasfi

The study will also be of benefit to scholars whowd wish to undertake further studies
aimed at improving corporate governance structuiresKenya. Thus, a major

responsibility lies on the shoulders of academgwmho are considered as intellectuals in
imparting the concept of corporate governance éniinds of young professionals. The
study aims to understand the perception of acadansicegarding reasons for failure of

corporate governance in Kenya.



CHAPTER TWO
2.0 LITERATURE REVIEW
2.1 INTRODUCTION
In this chapter both theoretical and empiricalréitare will be reviewed. Empirical
studies on effects of corporate governance on Vialne and theories thereon discussed
as they relate to the study objectives. Section i2.1he introduction, section 2.2
theoretical background, section 2.3 other issudsvaat to the study, section 2.4
empirical literature review and section 2.5 is toaclusion of the study on the effects of

corporate governance practices on firm value.

2.2 THEORITICAL BACKGROUND

A theory comprises a collection of concepts, inglgdabstractions of observable
phenomena expressed as quantifiable propertiesthiexgwith rules (called scientific
laws) that express relationships between obsenataf such concepts. A scientific
theory is constructed to conform to available emairdata about such observations, and
is put forth as a principle or body of principles &xplaining a class of phenomena.

The main underline function of a theory in anyeash will include the following; it aid
in better decision making for managers and reseascin any field and also put
information and raw data into practical aspect malgsing them into meaningful

concepts in research.

The concept of finance theory involves studying Yheous ways by which businesses
and individuals raise money, as well as how moreyallocated to projects while
considering the risk factors associated with th&ire concept of finance also includes
the study of money and other assets, managing aofding project risks, control and
management of assets, and the science of managingymin simple terms, 'financing'

also means provision and allocation of funds fpagicular business module or project.



The theoretical framework upon which this studypased is the firm valuation theories
and the agency theory which looks how the effedt€asporate governance practice
affects the value of any firm in the market. Theuwaate valuation of a firm is arguably
the most important application of valuation thewrygorporate finance. Agency theory is
generally considered as the starting point for disgussion on Corporate Governance.
Jensen and Meckling (1976) defined agency reladtipnas a contract under which one
party (the principal) engages another party (thenggto perform some services on the
principal’s behalf. The principal will delegatense decision-making authority to the
agent. Based on this agency relationship andenctmtext of public listed companies,
the directors are agents to the shareholders, widhe principals. The shareholders

delegate authority to the directors to monitorrienagement of a company.

2.2.1 Agency Theory

It is an acknowledged fact that the principal-agd@ory is generally considered the
starting point for any debate on the issue of ca@f@ogovernance emanating from the
classical thesis on The Modern Corporation anda®ei\Property by Berle and Means
(1932). According to this thesis, the fundamen@gérey problem in modern firms is
primarily due to the separation between financermadagement. Modern firms are seen
to suffer from separation of ownership and conémd therefore are run by professional
managers (agents) who cannot be held accountabldispgrsed shareholders. In this
regard, the fundamental question is how to enswaerhanagers follow the interests of
shareholders in order to reduce cost associatetl piincipal-agent theory? The
principals are confronted with two main problemspa#& from facing an adverse
selection problem in that they are faced with geigcthe most capable managers, they
are also confronted with a moral hazard probleray timust give agents (managers) the

right incentives to make decisions aligned withrehalder interests.

Adam Smith’s (1776) ‘Wealth of Nations’ is perhape major driving force for several
modern economists to develop new aspects of orgtémial theory. Among other things,
Smith predicts that if an economic firm is contedllby a person or group of persons

other than the firm’s owners, the objectives of thheners are more likely to be diluted



than ideally fulfilled. Berle and Means (1932) coles Smith’s (1776) concern to
specifically examine the organizational and pupliicy ramifications of ownership and
control separation in large firms. They argue #mbwnership gets increasingly held by
different individuals, the industry becomes cordatied and hence the checks to limit the

use of power tend to disappear (McCraw, 1990).

Jensen and Meckling (1976) develop the concernamiesship-control separation into a
fully fledged agency problem comprised within th@omomic ‘theory of the firm’. In
their paper, Jensen and Meckling (1976) identify tosts of the agency problem and
trace who bears the costs and why. Agency costdesmeibed as follows. Assuming that
the principal and the agent are mainly concerneditaimaximizing their personal wealth,
agency theory believes that the agent may not aveay in the best interests of the
principal. Added to this, long term contingencies also not amenable to be predicted,
which makes the principal build only incomplete tants with the agent. Note that
incomplete contracting set up makes the study aneg relationship critical. The
principal needs to set appropriate incentives ler agent and also establish monitoring
mechanisms to control any deviant activities of #gent, which are classified as the
‘monitoring costs’. Jensen and Meckling (1976) ifyathat the term ‘monitoring’ is
comprehensive as it includes controls, such amgdtiudget restrictions and operating
rules, beyond merely observing and measuring tbatagperformance.

Further, the agent may also spend resources imgieging that he or she would not take
actions which would harm the principal (an exampléhe bond provided by the agent)
which is included under ‘bonding costs’. Even afitezurring monitoring and bonding

costs, the principal may suffer loss since the gigealecisions may be different to those
that would maximize the principal’'s welfare. The metary equivalent of such loss is

classified as the ‘residual loss’.

Thus, agency costs are the total of; monitorings;dsonding costs and residual loss.

Williamson (1988) further clarifies that residualss is the key cost that the principal

10



would seek to reduce. To help achieve this objectihie principal incurs monitoring

costs and makes the agent incur bonding costs.

Hence, the “irreducible agency costs are the miminaf these three costs”. Prior to
examining the wealth effects of these agency cdstssen and Meckling (1976) clarify
that they do not look into the normative aspechoiv to structure an optimal contract
between the parties but only the ‘positive’ aspéthe incentives of the principal and the
agent to enter into a contractual relationshipegithe circumstances under which the

contract is designed.

Agency costs are the total of monitoring costs,dnag costs and residual loss .Typically,
ownership and control get separated whenever asfiomner dilutes his ownership rights
by selling a small portion of the firm to new buyerhis may be because the owner may
like to gain better utility (either pecuniary ormpecuniary) by dispensing some of his or
her ownership rights. The new owners do not hatdrarolling interest in the firm which
is still held by the old owner. Note here that tihé owner continues to run the firm as an
agent to protect the interests of the new owners ate the principals. Expecting a
divergence of interests with the old owner, the remners may believe that the old
owner’s decisions may need to be monitored. A pralctvay for the new owners is to
deduct potential monitoring costs from the purchasee payable to the old owner. Often
called ‘pricing-out’ strategy, such ‘net’ paymemésiuce the wealth of the old owner. In
addition, the old owner may also need to spend ysoa bonding to offer guarantees to
the new owners. In short, the agency costs or thaltiveffects of the separation of
ownership and control are borne by the old ownek@mtroller, who has all the

incentives to ensure that the agency costs aregtepminimum level.

The same explanation can be extended to evenatisituwhere an owner sells the entire
firm to a number of buyers but continues to runftira merely as a manager, along with

other professional managers. The buyers (heredffternew owners) and the managers
hold specialized experience and skills in financmgl managing, respectively. This is an

important reason for the existence of large modesmporations. The new owners

11



contract to pay the managers risks of acquiring-Bpecific knowledge and experience
whose value is more within the firm and less elsa@h The managers agree to
compensate the new owners for potential contraatiedéults. However, Jensen and
Meckling (1976) believe that the degree to whiah dhiginal owner may dilute his or her
ownership status depends upon factors such asntbera of monitoring and bonding

costs associated with the separation and the osvaptitudes and interests in relation to

controlling totally-owned as against partially-owlr@sources.

In summary, the underlying argument under the agedheory is that shareholders
inevitably surrender the control and full accessformation when they delegate power
and authority to corporate management. Transfergagtrol to unethical and self-
interested managers coupled with loss of poweragdirm’s value. In the context of
debt holders, they do not have effective controltlom use of the funds they provide.
Funds provided can be diverted from the intendgdabilve when the managers are self-
interested. Corporate governance mechanisms asegudntly needed to mitigate the
potential loss of value to shareholders and delatens alike.

2.2.2 Stakeholders Theory

One argument against the strict agency theory ss n@rrowness, by identifying
shareholders as the only interest group of a catpoentity necessitating further
exploration. By expanding the spectrum of intesparties, the stakeholder theory
stipulates that, a corporate entity invariably seék provide a balance between the
interests of its diverse stakeholders in order neuee that each interest constituency
receives some degree of satisfaction (Abrams, 1981 stakeholder theory is therefore
appears better in explaining the role of corpogaieernance than the agency theory by
highlighting the various constituents of a firm.uBh creditors, customers, employees,
banks, governments, and society are regarded asardl stakeholders. Related to the
above discussion, John and Senbet (1998) providmnaprehensive review of the
stakeholders’ theory of corporate governance wigomts out the presence of many

parties with competing interests in the operatiohshe firm. They also emphasize the
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role of non-market mechanisms such as the sizénefbbard, committee structure as

important to firm performance.

Stakeholder theory has become more prominent becawany researchers have
recognized that the activities of a corporate gntitpact on the external environment
requiring accountability of the organization to ader audience than simply its

shareholders. For instance, McDonald and PuxtyqQLproposed that companies are no
longer the instrument of shareholders alone bustexithin society and, therefore, has
responsibilities to that society. One must howeguant out that large recognition of this

fact has rather been a recent phenomenon. Indeédsibeen realized that economic
value is created by people who voluntarily comeetbgr and cooperate to improve
everyone’s position (Freeman et al., 2004).

Jenson (2001) critique the Stakeholders theoryaksuming a single-valued objective
(gains that accrue to a firm’s constituencies). @hgument of Jensen (2001) suggests
that the performance of a firm is not and shouldt b® measured only by gains to its
stakeholders. Other key issues such as flow ofrimétion from senior management to
lower ranks, inter-personal relations, working @eoniment, etc are all critical issues that
should be considered. Some of these other issogglpd a platform for other arguments
as discussed later. An extension of the theoryedadin enlightened stakeholder theory
was proposed. However, problems relating to emgdiriesting of the extension have

limited its relevance (Sanda et al., 2005).

2.2.3 Stewardship Theory

This theory, arguing against the agency theorytpdkat managerial opportunism is not
relevant (Donaldson and Davis, 1991; Davis, Schaorand Donaldson, 1997; Muth and
Donaldson, 1998). According to the stewardship mhe@ manager’'s objective is
primarily to maximize the firm’s performance becawsmanager’s need of achievement
and success are satisfied when the firm is perfuymwell. One key distinguishing
feature of the theory of stewardship is that itlaeps the lack of trust to which agency

theory refers with respect for authority and ination to ethical behaviour.

13



Quite opposite to the agency theory however, D&&thoorman and Donaldson (1997)
argue that stewardship theory would suggest thatralobe centralized in the hands of
firm managers. It would appear that stewardshiprhesadily lends itself for application

in motivation of top management. The theory, howefesls to take cognizance of the
rampant cases of failures of managerial integrityor@l hazard) and managerial
competence (adverse selection). This glaring owpmssinakes stewardship theory
inadequate as a framework for analyzing corporaieegnance mechanisms in the

modern corporation.

The brief analysis of stakeholder theory, democr#itieory, stewardship theory and
management theory, reveals inherent weaknessdg;utenty with regard to the crucial
areas of control, monitoring and accountabilityusture. Agency theory, on the other
hand, appears to effectively mitigate all the glgrninadequacies of the other governance
theories. The principles of agency theory are apple not just to private sector firms,
but to all social organizations. Public sector cogtions, cooperatives, and mixed
governance models can all benefit from the basicyples and lines of authority and
accountability that are embedded in agency thetegsen and Meckling (1976), argue
that there exist governance mechanisms by whichitomize conflicts arising from
agency relationships in firms. Hence, agency théemgs itself as the most appropriate
framework for analyzing the relationship betweennewghip structure and firm

performance.

2.2.4 Firm Valuation Theories

A review of the valuation literature indicates theare several fundamental concepts
involved in estimating the intrinsic value of adtpa bond and a firm. In the late 1930s
Professor John Burr Williams (1938) developed athdor estimating the value of a
stock based on the idea of discounting a constagdra of dividends to infinity (DIV)
that is the future cash flows that stockholders ld@aceive. In the early 1960s, Gordon
(1962) extended Williams DIV by allowing the streafndividends to grow at a constant
forecasted rate from time period zero to infinithe Gordon constant growth model is

widely used in the investment management professiso it has been extended to
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incorporate dividends growing at uneven rates. $tamation of bond value is similar to
the Dividend Discount Model (DIV), in that the bowdlue equals to a discounted stream
of interest payments and the final maturity valuehe yield to maturity, Homer and
Leibowitz (1972).

Market-driven economy investors are looking for thest profitable placement of their
capital. This leads to a redistribution of the &ses on economy-wide scale from
industries and companies which use investor’'s abhpiefficiently and destroy wealth to
industries and companies which use investor’s ahpificiently and create wealth. For
corporate managers, wealth creation is fundamémntidle economic survival of the firm.
As suggested by Rapport (2006) managers thatdaitgfuse) to see the importance of
this imperative in an open economy do so at thé pethe organization and their own

careers.

There are several analytical tools which can helpnake wise decisions in this field.
They range from traditional Dividend Discount modeld Free Cash Flow (FCF) model
to not so long ago created Economic Value AddedAEModel of enterprise valuation.
At the same time in line with theoretical models ¥aluing companies there is a market
value for companies derived from market supply dechand for their stocks. In general,
if we again refer to “one value principle” descbia Grant (2003), both theoretical and
market approaches have to lead to the same reBuitsn reality there is always some
discrepancy in those two values which is a restilthe influence of the number of
factors. Identification and analysis of those festis of key importance for investors to
discover the most profitable investments and fereabonomy to ensure the most efficient
use of capital. The discrepancy between theoretindl market value of the company,
however, should not last forever. If it happensithapital market will be sending wrong
signals to the investors about on the one handsinds with high potential which use
capital productively and create economic profit andhe other hand industries with low
potential who waste capital and achieve econonss.|dhis would lead to a situation

when productive industries will face a deficit @fpital and unproductive industries will
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face a surplus of capital. Such inefficient disitibn of capital finally would be a threat

for the development of a real sector of the economy

2.3 OTHER RELEVANT ISSUES

2.3.1 Corporate Governance and Firm Valuation

A firm's various corporate governance practicepshis behaviour and eventually affect
its stock market performance and accounting peroce (Chow G. 2005). Various
researchers examined the relation between staterstipand firm performance. Tian
(2002) finds that government ownership worsensm'si performance when government
ownership is small, but improves a firm's perfore@when government ownership gets

significantly larger.

Several other studies examine the impact of otlmeteignance mechanisms on listed
firms' performance. Ning and Zhou (2005) find tkaiployee stock ownership does not
improve firm performance significantly in China,ggiesting that a negligible fractional
ownership does not provide a meaningful employeerntive. Kato and Long (2005) find
evidence that CEO turnover-firm performance sensds are larger for privately
controlled listed firms than for state controlledrfs, indicating the inefficiency of state

ownership from the CEO turnover perspective.

Bai et al. (2004) offer a comprehensive analysighef impact of various governance
mechanisms on firm market valuation. They find ewice that the degree of

concentration of shares held by other large sh#deh®o positively affects firms' market

valuation. It is argued that when shares are cdretex in the hands of other large
shareholders, they are more likely to monitor thegést shareholder and prevent him
from tunneling a firm's resources. Bai, Lin and ¢B004) provide evidence that the
degree of concentration of shares by other largeesiolders is a good proxy for the
likelihood of an emerging corporate control marlés. such, it captures the effects on
firm performance of an active takeover market, Wwhitas been widely touted as an
effective external governance mechanism. Bai e(2804) find that issuing shares to

foreign investors helps to improve firms' valuatipartly due to the monitoring effect of
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the relatively more sophisticated foreign invest@sd partly due to more transparent
financial disclosure required for cross-border ifigs. Among other governance
mechanisms, they find that CEOs being the chairofeboards negatively affect firm

valuation, indicating that increasing the indepem#eof boards of directors helps to
enhance firm performance. They also find that wtinenlargest shareholder is the state,

the firms tend to have lower market valuation.

The control-based corporate governance model meytie performance and corporate
governance of newly listed state enterprises. Chan,and Wong (2004) find that the 3-
year post-IPO average stock returns of these gallyi connected firms under-perform
the market by almost 30 percent. They conclude thatappointment of politically
connected CEOs does not enhance shareholder valuatber fulfils the political goals
of politicians. Corporate governance practices shagirm's behaviour. It is therefore
natural to expect that they also affect a firmktreturns (Gompers et al. 2003). Wang
and Xu's (2005) argue that due to the speculatatara of the capital markets and low
guality of the accounting information, book-to-metrldoes not reflect fundamentals in
the stock market. Instead, they suggest that agpetific floating ratio is a good proxy

for expected corporate governance, which helpsddigt a firm's future cash flow.

2.3.2 Corporate Governance and Firm Performance

It is widely acclaimed that good corporate goveogaenhances a firm’s performance
(Brickley et al, 1994; Brickley and James, 1987rBgnd Hickman, 1992; Chung et al,
2003; Hossain et al, 2000; Lee et al, 1992; Rosensind Wyatt, 1990; Weisbach,
1988). In spite of the generally accepted notioat tbffective corporate governance
enhances firm performance, other studies have tegbaregative relationship between
corporate governance and firm performance (BathathRao, 1995; Hutchinson, 2002)
or have not found any relationship (Park and SR@@3; Prevost et al. 2002; Singh and
Davidson, 2003; Young, 2003).

Several explanations have been given to accourthése apparent inconsistencies. Some

have argued that the problem lies in the use bieeipublicly available data or survey
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data as these sources are generally restrictambpesit has also been pointed out that the
nature of performance measures (i.e. restrictieeaficcounting based measures such as
Return On Assets (ROA), Return On Equity (ROE), uRetOn Capital Employed
(ROCE) or restrictive use of market based meas{sgsh as market value of equities)

could also contribute to this inconsistency (Gard dermias, 2006).

Furthermore, it has been argued that the “the@ileticd empirical literature in corporate
governance considers the relationship between catg@erformance and ownership or
structure of boards of directors mostly using oty of these variables at a time”
(Krivogorsky, 2006). For instance, Hermalin and ®Weich (1991) and McAvoy et al.
(1983) studied the correlation between board coitippsand performance, whiles
Hermalin and Weisbach (1991), Himmelberg et al9@9and Demsetz and Villalonga

(2001) studied the relationship between managewalership and firm performance.

To address some of the aforementioned problemss, iecommended that a look at
corporate governance and its correlation with fiperformance should take a
multivariate approach. The present study addseditirature by employing both market
based and accounting based performance measuteasueturn on assets and Tobin’s q
and test the relationship between them and selgteernance variables. In addition to
board characteristics, we also include board dgtimtensity as well as audit committee
practices and characteristics and institutionalredinalding as an extended arm of

governance.

2.3.3 The Impact of Corporate Governance Disclosuseon Firm Performance

Better corporate governance is likely to improve prerformance of firms, through more
efficient management, better asset allocation,ebdétbour practices, or similar other
efficiency improvements (Claessens, 2006). Drolettal. (2004) argue that agency
problem, the foundation of agency theory, is likiyexert impact on a firm’s stock price
by influencing expected cash flows accruing to stees and the cost of capital. Firstly,
low stock price result from the investors’ antidipa of possible diversion of corporate

resources. Theoretical models by La Porta, Lope3itdames, Shleifer and Vishny (2002)
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and Shleifer and Wolfenzon (2002) also predict timathe existence of better legal
protection, investors become more assured of lge®priation by controlling bodies and
hence, they pay more for the stocks. Secondly, utiiroreducing shareholders’
monitoring and auditing costs, good corporate goaece is likely to reduce the expected

return on equity which should ultimately lead tgher firm valuation.

There exists a well number of anecdotal evidenceloftk between corporate governance
practices and firm performance. But the empiridaldes mainly focus on specific
dimensions or attributes of corporate governance lioard structure and composition;
the role of non-executive directors; other contneéchanisms such as director and
managerial stockholdings, ownership concentratdebt financing, executive labour
market and corporate control market; top managemettcompensation; capital market

pressure and short-termism; social responsibiléiesinternationalization.

Though the relationship between shareholders, ire@nd management has been the
central topic of corporate governance researchaftong time, focusing merely on the
legal company and the firm as the agent of theettwdder seems no longer sufficient and
time has come to view the governance of the firna aghole (Van den Berghe, 2002).
Moreover, as Ho (2005) argues, evaluating corporgd@ernance on individual
dimension or attribute may not capture the totédatfof corporate governance as much
as the case where all the attributes are considerkéettively. Hence, researchers often
attempt to measure overall corporate governancetgndo identify the relationship

between corporate governance and firm performance.

2.3.4 Measuring Firm Performance

Three main approaches to firm level performancefawed in social science research:
research based on market prices, accounting ratidsotal factor profitability. Market
prices are readily obtained from national stockhaxges for all listed firms and are
either in levels or first differences. These da@ @mmonly used in the economics and
finance literatures, whereas Tobin’s Q is frequetiie variable of choice in management

and strategy research. Moreover, is it clear tloatall markets are efficient, particularly
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in developing and emerging countries with emergitagk markets that are known to be
illiquid and lacking in breadth and depth.

The popular Tobin’'s Q is a ratio comprised of a towrous time variable in the
numerator and an annual, or semi-annual, valuehendenominator. Neither ensures
robustness or stability in an estimating equatiomyever a number of studies relating
governance systems within the firm are modelled this way. Measuring firm
performance using accounting ratios is also comrmrorthe corporate governance
literature, in particular, return on capital empdy return on assets and return on equity.
Similarly, economic value added can be used adtamative to purely accounting-based
methods to determine shareholder value by evalydtie profitability of a firm after the

total cost of capital, both debt and equity, aketeinto account.

2.3.5 Corporate Governance Indices

Corporate Governance indices have been developetbhy companies and researchers.
However, the majority of these are relevant onlyléeeloped economies. This is a flaw
that is quickly being corrected since developingneenies also need to have proper
Corporate Governance measures. Of the notable GepGovernance indices that have
been formulated are the following: the Corporatevé&pance index developed by

Ananchotikul (2008), the index developed by Blagang and Kim (2003a and 2003b),

the Financial Times-Stock Exchange -ISS Corporatere@ance index (2005), the

Gompers, Ishii and Metrick (2003) index, the CogterGovernance Index developed by
Khanna et al (2001), and by Klapper and Love (2002)hese, only the index developed

by Ananchotikul (2008) was specifically formulatied developing countries.

According to Cornelius (2005) the Financial Timdsee® Exchange and Institutional
Shareholder ServiceBave partnered to create a Corporate Governauex.liccording

to their publication there are five major aspediorporate Governance that a firm
should prepare for: (1) Compensation systems facHtwve & Non Executive directors
(2) Executive and non executive stock ownershipE&Jity structure (4) Structure and
independence of the board (5) Independence angrityt®f the audit process. Although
the Financial Times-Stock Exchange Institutionb&i®@holder Servicegndex is very
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well thought out and relevant, it is only constaedtfor developed economies and this is a
major flaw in the index.

Gompers et al (2003) construct an index by addimg jpoint for every firm for every
provision by the firm that restricts shareholdeghts and by extension, increases
managers’ power. Sub indices are also createdy,dedatection, voting, other, state. The

index totals 28 provisions in all, 24 of these exelusive to them.

Black et al (2003a, 2003b) constructed a Corpdiateernance based on a survey carried
out by the Korea Stock Exchange. They have sixirstibes: shareholder rights, board of
directors, outside directors, audit committee, rim auditor, disclosure to investors,
ownership parity. They allow each sub index toyamaximum value of 20 with the
overall Corporate Governance having a maximum vaful0. If a firm does not report
on a particular question it is not considered g of the value, in this manner this
index differs from others, particularly from Anarmdikul (2008) who uses the zero value
to indicate that there is a lack of a corporateegoance measure that should have been
included by the firm. The authors excluded subyectjuestions from the construction of
the index (these were taken to be questions winerenanagers were asked to offer an
opinion). The authors had 38 survey elements whiehe usable for constructing the
Corporate Governance after they eliminated cerapects of the survey which would
not have contributed to the index such as subjeatgwestions, questions not directly
related to Corporate Governance, questions withiguobs answers, with high overlap,

minimal variation between firms, few responses.

According to Ananchotikul (2008) the major aspeaxft€orporate Governance are: board
structure, board responsibility, conflict of intste shareholder rights, disclosure &
transparency. She constructs a firm Corporate Gawvee index for firms in Thailand

which uses only information available from publmusces such as company disclosure
reports, annual reports, company websites, stockamge of Thailand databases. Up to
87 criteria are analyzed. The values for AnanchibtfR008)’s index range from 0 to 100

with 100 being the perfect Corporate Governanceesand 0, the worst. The interesting

part about this index is the fact that it uses gniplicly available information. This, the
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author states, is favourable to using the survelfecmn method for Corporate
Governance data since firms instantly believe tthety are being judged on the
appropriateness of their Corporate Governance tateg This may lead to inaccurate
reporting or self selection where only firms witbogl Corporate Governance structures
will be likely to report values. Ananchotikul (2008ses a weighted average of the sub
indices to create a composite Corporate Governbmex. The weights assigned are as
follows: board structure — 20%, conflict of interes25%, board responsibility — 20%,
shareholder rights — 10%, disclosure & transparen2§%.

The Heidrick and Struggles biennial study (2001009 first rated firm in ten European
countries: Belgium, France, Germany, lItaly, thehgdands, Portugal, Spain, Sweden,
Switzerland, and the UK and then expanded to ircl@dstria, Denmark and Finland.
These countries are rated on Corporate Governaitheawnaximum rating of 16 being
allowed. The company ratings are used to produceuatry average, and the country
averages are used to create an overall Europeag.rdihe study uses only published
information and especially, the annual reportshefcompanies. The working style of the
board, board composition and the disclosure offithe were considered to be the three

driving forces in Corporate Governance in a firm.

Khanna et al (2001) report on several CorporateeBw@nce Indices. In particular they
mention the Credit Lyonnais Securities Asia (CLSZ9rporate Governance Index. The
index was constructed using a 57 question surveyhafth 70% was based on facts while
30% required the analyst’s opinion. The questioesevall answered in the yes/no form
and where Corporate Governance information wasvaitable the answer ‘no’ was used
since a lack of information about governance in@i€goor governance and should be
treated as such. The questionnaire used to forenthatindex was broken up into seven
parts: fiscal discipline, accounting transparenisgldsure, board independence, board
accountability, responsibility, equitable treatmehshareholders, social awareness. One

of the limitations of this questionnaire is itsiagice on analyst opinion.
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Klapper and Love (2002) developed a Corporate Gumarere Index using the Credit

Lyonnais Securities Asia( CLSA) questionnaire degtavell as Worldscope data and use
six components of the index: management disciplimansparency, independence,
accountability, responsibility, fairness. The com@ots are not studied as sub indices
since they each have overlapping parts. This irftlesxa maximum value of 100 and a

minimum value of zero.

Overall the Corporate Governance Indices have soammon themes: Shareholder
Rights are important in all cases and almost a&lahthors (Khanna et al 2001, Black et
al 2003, Ananchotikul 2008, Gompers et al 2003)ehav sub index devoted to
Shareholder Rights. Another major focus is thahefboard of directors of a firm. This is
shown in two ways—the emphasis on responsibilittésthe board of directors

(Ananchotikul 2008, Black et al 2003, Cornelius 20Bhanna et al 2001, Klapper and
Love 2002) and the emphasis on the structure obtlaed (Ananchotikul 2008, Black et
al 2003, Cornelius 2005, Khanna et al 2001). Traresgcy is also very important to a
good Corporate Governance system since transpamesyyes shareholder confidence in
the firm Anandchotikul (2008), Black et al (2008hanna et al (2001), Klapper and
Love (2002). Another major element of Corporate &oance is that of the audit
committee’s performance. After the crash of thehArtAndersen accounting firm, the
audit process has been under strict scrutiny. mtex constructed by Black et al (2003)
includes a sub index on the audit committee andFihancial Times-Stock Exchange
Institutional Shareholder Servicésdex also includes a sub index on the audit cdtemi

(Cornelius 2005) while Klapper and Love (2002) haee component titled

‘accountability’.

2.4 EMPRICAL LITERATURE REVIEW

There are many empirical studies that try to ass8essalidity of the effect of corporate
governance practice on firm value in various péathe world and also the drawbacks of
their findings, whether they are focused on adddioto firm value are often

contradictory.
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Scott Moore and Gary Porter (2007) undertook aysthdt brings together two important
strains of the literature on the relationship b&meorporate governance and corporate
performance. Like Gompers, Ishii, and Metrick (2D@&o used an index to summarize
the corporate governance regimes of individual diriRather than construct their own
index, also Corporate Governance Quotient, a cowriailgr produced, widely
disseminated governance index to measure the gtrefdirm governance. The model
governance and performance in a simultaneous eqsafiamework to take into account
the fact that governance regime and performance lneagndogenous. The empirical
results are consistent with the proposition thatpGmate Governance Quotient captures
differences in the strength of governance regimesacfirms. They also show that
unsystematic risk is strongly related to this goagice rating. This evidence suggests
that business opportunities are an important detexmh of cross-sectional variation in
governance regime. Like Demsetz and Lehn (198%yekier, we do not find governance
regime is related to cross-sectional variationiim fperformance. They concluded that
pursuing governance ratings standards without dedar the firm’s operating and

financial policies may be unproductive or even detproductive.

In Korea Black et al. (2006) carried out a resedineth shows a strong Ordinary least
square and instrumental variable evidence thatativerporate governance index is an

important and likely causal factor in explaining timarket value of Korean Public Firms.

In the India firms, Bhattacharyya, Raychaudhuri &z (2008) also undertook a study
using event study methodology with quasi-experiralerésearch design, Bhattacharyya
et al. (2008) find that increased information discire and better corporate governance
mechanism resulting from the regulation enforcedhgySecurities and Exchange Board

of India reduce cost of capital of Indian listeanganies.

In contrary to the above findings, somewhat différeesult is reported by Bauer,
Guenster and Otten (2004) for Europe and the Urkieddom. Their empirical results
suggest a negative relationship between governat@edards and earnings based

performance ratios (net profit margin and returneguity). In an event study, De Jong,
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DeJong, Mertens and Wasley (2005) do not detectpaune effects following actions
taken by the Netherlands’ private sector self-ragoih initiative (“The Peters
Committee”). In a recent study, Cheung, Jiang, laptmyom and Lu (2008) also find no
statistically significant correlation between comue governance practices and market

valuation in China in the year 2004.

Several difficulties arise in examining the goverceperformance relationship
empirically that may contribute to the divergencehie evidence. One is that governance
and performance are likely to be jointly determindtébr example, a governance
mechanism like the ownership stake held by boarchibees may lower agency costs by
pumping up the rewards to effective monitoring. sThinay lead to better firm
performance, but better firm performance may aésa Iboard members to hold larger

stakes of the firm, creating two-way causality bew governance and performance.

Many studies that examine performance and goveesinacture use a single regression
equation framework, failing to account for the pdt@l dual causality between
performance and governance structure. Jensen, r§olinred Zorn (1992), Barnhart and
Rosenstein (1998), and Weber and Dudney (2003)etabis problem by utilizing a
simultaneous equations framework that allows firmrfgrmance and governance

structure to be endogenous.

2.4.1 Global Perspective
The following are the empirical literature based mnevious research both in global
perspective and local perspective which help inlysma the effects of corporate

governance and also testimony on the same.

Studies of the channels through which governancg afi@ct firms' market values or
overall value are more limited. Two closely relatadademic studies focusing on
corporate governance and long-term equity returessmmpers et al. (2003) and Drobetz
et al. (2003). Gompers et al. (2003) analyze thgarh of 24 governance provisions on
stock returns for about 1500 U.S. firms from 19Bl01999. They construct portfolios
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consisting of firms with numerous anti- takeovereaaiments ("Dictatorship Portfolio™)
and portfolios including firms with very few amendnms ("Democracy Portfolio").
Subsequently, they examine the returns to holdirigng position in the Democracy
Portfolio and a short position in the Dictator-shtprtfolio. This long-short strategy
yields an average annual return of about 8.5% afigrsting for factor exposures of the
portfolios using the Carhart (1997) model. Drobetzl. (2003) analyze the impact of
corporate governance on stock returns over the@d998-2002 in Germany. Due to the
fact that their corporate governance data aredinio one observation, March 2002, they
assume constant historical ratings. To construait tample, Drobetz et al. (2003) sent
out questionnaires to 253 German firms in differemarket segments and received
answers from about 36% of these firms. In line v@ibmpers et al. (2003), Drobetz et al.
(2003) also build factor portfolios consisting oélw governed versus poorly governed
firms. After accounting for different factor expwosa of the portfolios, their results show

an amazing annual excess return of 16.4% to a catggovernance long-short strategy.

The empirical literature on the relationship betwéean value and corporate governance
usually analyzes both differences among countriesb their impact on firm value or
inter-firm variation within a country. The most pnoent example of the first type of
study is La Porta et al. (2001), who investigatffedences in governance standards
among 27 countries. Their evidence shows that fimeerporated in countries with
better governance standards tend to have a higtheéation. Examples of the second type
of studies investigating inter-firm variation withone country are Drobetz et al. (2003)
for Germany, Gompers et al. (2003) for the U.SJalrg et al. (2002) for the Netherlands
and Black (2001) for Russia. These studies geryeliall a positive relationship between
governance standards and firm value. Comparin@ridengs of these studies, it is worth
noting that the relationship seems to be strongercauntries with less developed

standards.
There are rather fewer empirical literature whiglarmines the impact of a complete set

of governance standards on firm performance appratad by profitability ratios. Most

studies instead investigate the impact of a sirgglgernance characteristic on firm
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performance. Again, they used the approach of Geneeal. (2003). Their evidence
shows that superior governance standards positivalyact firm performance as
measured by Net-Profit-Margin and Return-on-Equitthe U.S.

Klapper and Love (2004) and Mitton (2004) reportassociation between the Credit
Lyonnais Securities Asia governance index and fprofitability; Klapper and Love
(2004) also link this index to firm market valueowever, the Credit Lyonnais Securities
Asia index is based on a 2001 survey of analystpedds significantly on analysts’
subjective views, and includes some questions wiatdte more to management quality
than to governance. Thus, analysts might simplgitaeg higher scores to firms which
have performed better. Joh (2003) finds that Korelamebol firms with high control-
ownership disparity have lower profitability duritige pre-crisis period. Black, Jang, and
Kim (2006) find no contemporaneous connection fordan firms between governance
and profitability; however, Black and Kim (2008hd evidence of higher profitability for

large firms several years after board structurerne$ at these firms.

There is also evidence of a link between governancedividend payout. Mitton (2004),
using the Credit Lyonnais Securities Asia inderd$§ this link primarily in countries
with strong investor protection. He also found @rsger negative relationship between
dividends and growth opportunities in firms witlgher Credit Lyonnais Securities Asia
scores. Hwang, Park, and Park (2004) find an associ between the governance of
Korean firms (measured based on a 2003 Korea).Orkdit Lyonnais Securities Asia
guestions are summarized in an Appendix to KlapperLove (2004). Korean Corporate
Governance index survey and dividends, and thdtehni¢gtorean Corporate Governance
index scores mitigates chaebol firms’ tendencydyg put lower dividends. Liu and Lu
(2007) find for Chinese firms that better goverreanmng associated with less earnings

management, and likely with lower levels of tunimgj!

In Korea one analysis on Corporate Governancetsftacfirm value were carried out by
Black, Jang and Kim (2006a) where they use onlgssectional data from 2001. They
develop the Korean Corporate Governance index@0d 2develop and justify the use of

large firm dummy (=1 if firm has assets > 2 trifliavon, otherwise) as an instrument for
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either Board Structure Sub index or all of Koreargdrate Governance index (with only
cross-sectional data, it was unclear which wasepaéle), and report evidence of a
Governance-to-value association between KoreandZatgp Governance index and firm
market value, and likely causation for large firmssing the large firm dummy
instrument. Black and Kim (2008) show that largenfdummy is best understood as an
instrument for Board Structure Sub-index, ratheanthall of Korean Corporate
Governance index, and seek to tighten the caudalbetween the legal shock to Board
Structure and an increase in large firms' markkteg using a combination of empirical
strategies. Black, Jang and Kim (2006b) examine fdwtors which predict firms'

governance choices and find evidence of a largefoslidiosyncratic choice.

2.4.2 Local Perspective

The analysis of corporate governance systems i@statl attention in Kenya Market.
Some studies have examined the connection betweemership structures and
performance, while more recently others have foduse the relationship between

corporate governance structures at the firm lendlafirm’s valuation and performance.

Onyango (2000) undertook a study on the relatignekiween ownership structure value
of firms listed at the Nairobi Stock Exchange andva to a conclusion that the

relationship between the value of the firm anddaesi From the analysis he concluded
that the value of the firm increased when insidenership ranged between 0% and 37%

while firm value again increased when the ownershigl is more than 50%.

Barako et al (2007¥tudy provides longitudinal examination of volunptatisclosure
practices in the annual reports of listed compamel§enya from 1992 to 2001. Their
study investigates the extent to which corporateeguance attributes, ownership
structure and company characteristics influencentary disclosure of various types of
information. Due to the panel nature of their data,estimate the determinants of
voluntary disclosure of various types of informatidhey use pooled Ordinary Least
Square (OLS) with Panel-Corrected Standard Er@GSESs). The results indicate that,
disclosures of all types of information are inflaed by corporate governance attributes,
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ownership structure and corporate characterishicparticular, the results also suggest
that size and companies in the agricultural seater significantly associated with the
voluntary disclosure of all four types of infornm@tidisclosures.

Ngumi (2008) looked at the survey of the Corpofateernance Practices in the Housing
Finance Company (HFCK) and concluded that a goggdocate practices are the best for
the banking industry .Whereby he come to the ateaclusion that bank and is the level
of commitment will ensure that its business anérapons are conducted with high
integrity and compliance with the law and the ateépractices in accounting.

Kiamba (2008) study the effects of Corporate Goaece on the financial performance
of local authorities in Kenya. The study found tfiaancial performance of the local

authorities was influenced by political compositiarthe respective councils and manner
in which internal audits are conducted and the manal approaches applied by the

council’s chiefs.

Muriithi (2008) documented Corporate Governance Bméncial performance of state
corporations, the case of the New KCC and drawmreclasion that better Corporate
Governance will improve financial performance inatthrespect he identified the
following Corporate Governance Practices; appoamirand leadership of the board
structure of the organization, purpose and valledance of power in the board,
corporate communication and the assessment of rpafce of board and its

responsibilities.

Ongore (2008) carried out a research on the effettewnership structure, Board
effectiveness and managerial discretion on perfoomeof listed companies in Kenya
where the following conclusion was drawn from tsligdy that; ownership concentration
is inimical to a manager creativity and innovatimd curtains firm performance, also

increase in government shareholding of a firm tesnlnegative performance.
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2.5 CONCLUSION

2.5.1 Summary of Literature Views of Past Findings

A number of studies have examined the relationbkiveen Corporate Governance and
firm performance. Mitton (2001), in a cross counstydy of the Asia-Pacific region,
found that firm level differences in Corporate Gaance have significantly influenced
firm performance during the East Asian crisis. Bhedy also showed that higher price
performance is related to higher disclosure qualibygher outside ownership
concentration, and with firms that are focused emtihan diversified. In conjunction,
Brown and Caylor (2004) looked at 2327 U.S. firraed found that better governed
firms are also more profitable, more valuable, q@&y higher dividends. Similarly,
Gompers et al. (2003) found that firms that haverst shareholders’ rights have higher
firm value, higher profits, and higher sales grawth

To examine the relationship between Corporate Gmrere and the firm level
performance, they used the Corporate Governancee smotained from India Index
Services & Products Limited as proxy for firm lewgbvernance quality, and select
financial indicators/ ratios and Tobin’'s Q as measaf firm level performance. For our
data analysis, we adopted two approaches. In tts¢ &ipproach, the firms were
categorized on the basis of Corporate Governanocere s@and their financial
indictors/ratios were compared. The indicatorsdgsatompared, were return on net worth,
return on capital employed, profitability ratio @fit after tax/Income), and interest

coverage ratio.

In the second approach, they used the fixed eféggession technique to empirically test
the nature of relationship between governance sandemarket value as measured by
Tobin’s Q. In Tobin’'s Q measure, the market valdieequity exhibits the discounted
present value of a company’s expected future incstmeam. Therefore, Tobin’s Q ratio
takes into account the future prospects of the ,fiand provides a measure of
management’s ability to generate future incomeastrérom an asset base (Short and

Keasey, 1999). Since stock prices move in accorlaiith changes in expectations about
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the future cash flows and the cost of capital, ihis forward looking measure of a firm’s

performance. Thus, a higher Tobin's Q indicatebdrigaluation by the market.

There exist several reasons for the poor qualitgasporate governance in Russia. The
first is rapid insider privatization. The hopespoivatization supporters that it would give
profit incentives and lead to an increase in finpestformance did not come true. Instead
of this privatization in Russia led to massive sifling by managers and controlling
shareholders. Black et al argue that in the abseha®ature institutions that can control
self dealing privatization could not be successiiie corrupt environment is another
reason for poor corporate governance quality inskRusLambert-Mogiliansky et al
(2001) argue that the regional divisions of arlggraourts are corrupt and that governors
in alliance with top managers of big industrialexptises use bankruptcy institutions as a
mechanism for expropriation of outside investord Hre federal government. Moreover,
bankruptcy law does not stimulate managers toueisire enterprises but may prevent

restructuring.

Fox and Heller (2000) design a topology of conseges of bad corporate governance to
the real economy using Russian examples. Simildra@mthers, Fox and Heller could see
insider dominance as a main source of corporatergewnce failures that are classified
and supported by numerous confirmations from thesRum economy. Radygin and
Entov (1999) examine a complex system of institdlacorporate governance problems
in Russia. Most attention is devoted to protectafnproperty rights. This problem

probably is the most important in Russia up to now.

On the other hand there are several positive trandsrporate governance in Russia. As
survey of Russian enterprises shows, many manageierstand necessity of corporate
governance practices improvement; believe thabitlct attract investment in Russian
industry and ready to disclose information aboutespondence of their activity and
recommendations of the Code prepared by Corporated@t Code of the Russian

Federal Commission for Securities Market.
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Since Rajan and Zingales (1996) seminal paper rmaméial dependence and growth it
has been widely accepted that successful develdpmewirtually impossible in the
absence of developed capital markets. Relativelisshare of the market capitalization
of all Russian listed companies in Gross domestmdyrct indicates high financial

dependence preventing economic growth.

Corporate Governance and Market Value of Russiemg-iMany investment companies
are ready to pay premium for good corporate govermaFor example recent poll of
more than 200 investment companies in 31 countoiesMcKinsey indicates that
investors are ready to pay more for shares of pamesit companies that use international
financial standards. The size of this premium wff®m 10-15% in USA and West
Europe to 40% in Russia. Black (2001) find that pamies’ market value to potential
capitalization ratios depend crucially on the dyabf corporate governance. Using
corporate governance rankings, Black predicts olf)-ihcrease in firm value due to a
worst to best governance improvement. Thereforee oan relatively easy develop
financial market, through a determined effort t@rove corporate governance practices.

This direction of research seems fruitful and wdufther efforts. One should check
Black’s results using a bigger sample (Black useshmple of 21 companies) and a
different technique of econometric analysis (padeta instead of cross section
regressions). This will allow us to get rid of vageoncept of potential capitalization and
make sure that variation in companies’ values s wuvariation in quality of corporate

governance not to financial or other hidden charéstics.

2.5.2 Justification of the Study

Corporate failures have come about as a resuldfdecisions made by its leaders in
attempts to expropriate shareholders funds in them interest, thus as the receipt for
good governance across the world the enactmertteotddes of good governance has
shown the importance to this topic .Policy Makeéhg print and electronic media and
other interested groups have come to believe thmatvalue is significantly influenced by

good corporate governance practice. However, tndystf corporate governance is very
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broad and tedious and as result most studies ctoatemn a few internal and external
controls mechanism. The relationship of corporaieegnance to firm value has been
carried out mostly using valuation measures faedidirms and accounting measures for

non-listed firms.

There is need for comprehensive that integrateshalie varied study types that have
received mentioned above and relevant of corp@aternance to firms. There has been
a renewed interest within academic circles as wasgllamongst policy makers in both
government and industry in the need to strengtheohamisms to ensure that managers
and directors take measures to protect the intefestfirm’s stakeholders. The events at
Enron and other cases of spectacular failure haljgetd to bring to the limelight the
important role that the strengthening of governamezhanisms could play to improve

firm performance.
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CHAPTER THREE

3.0 RESEARCH METHODOLOGY

3.1 INTRODUCTION

In this chapter the methodology to be used in tielysis presented. The chapter is
divided into two sections: The first section onegants research design. This is followed

by a discussion of the data collection proceduckdata analysis.

3.2 RESEARCH DESIGN

The study was conducted based on the positivistoapp to research. The approach is
based on objectivity, neutrality, measurement aatidity of results. The roots of
positivism lie particularly with empiricism, thas,iall factual knowledge is based on
positive information and only analytic statements allowed to be known as true
through reason alone. Positivist approach seeksirigalp regularities, which are
correlations between variables Lather, (1991 anty@aetti, (1994). This does not need
to be causal in nature, but it does allow laws éodbfined and predictions made. This
approach is contrasted with the phenomenologicptageh which does not begin from
an established theory, and then proceeds to calkget to either vindicate or reject the
theory; the study is designed to be empirical ituregg and proceeds from an established

theoretical underpinning.

3.3 POPULATION AND SAMPLE SIZE

The population of interest in this study will beethisted Kenya firms at the Nairobi

Stock Exchange which are 45 firms since two firms suspended that is Hutching
Biemer Limited and Uchumi Supermarket Limited. Fréine population convenience

sampling which is non-probability will be used. Alse name suggests convenience
sampling refers to the collection of informatiorfr members of the population which
are conveniently available to provide it. This stwdll be based on 20 selected sample

firms in Kenya where one respondent are taken feach firm (Appendix 4) to find out
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whether Corporate Governance practices affect fiate. This study focuses on firms

listed in the main market segment of the NairobicBtExchange during the period 2009.

3.4 DATA COLLECTION METHOD

In order to identify the effects of Corporate Gaaarce Practice on firm value, both
primary and secondary data will be used. Firnu@aBales /Revenue, Age of the firm
and Leverage of the firms will be obtained from tieeords of the companies which
included; Nairobi Stock Exchange (NSE) handbook 2006,annual reports, director’s
speech, balance sheet, profit and loss accouehstaits, cash flow statements and other
company publications of the selected 20 Listeddifor the year 2009 while newspapers,
business column, internet publications about a iBpecompany and other similar
researches which have been conducted concernisgtdpic. Corporate Governance
Indices shall be based on the following five Firmlue corporate governance ltems;
Board Responsibility, Board Structure ,Shareholdigtsts ,Transparency and Disclosure
and the Audit Committee where a ranking scale -&f \ill be assigned as per the
Financial Times-Stock Exchange(FTSE)Institutiondlai®holder Services Corporate

Governance Index.

3.5 DATA ANALYSIS AND PRESENTATION

Data was analysed through descriptive statistich sis percentages, ranking, scales and
averages. For each listed firm, CG index will benpated as an equally sum of the 5
corporate governance items. This will be coded amtmmputer using Software Package
for Social Sciences (SPPS) version 17.0 and EvieQusantitative Micro software. The
results will then be presented in form of charéhldés and graphs and it is from these

presentations that conclusions will be drawn.

3.5.1 Analytical Model

Despite several weaknesses in both financial anttetthased measures, more and more
studies now rely on market-based measures. Faanost Demsetz et al. (1985) used
accounting measures, but Demsetz et al. (2001dedghid market-based measures. As a

result, there is a believe higher reliance on naolsed measure is justifiable for two
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reasons. First, market-based measure is less fw@uweounting variations, and secondly,
it reflects investor perceptions about the firmitufe prospects. The general form of the
panel model can be specified more exactly as:

N TP T SO Q)

The following regression model will be applicabidahis research:

Q(Y) =Bo+B1CG-INDEX+B - In SALES 483 IN(AGE)AGE 434 (DEBT /

EQUITY )€ttt eeeeeee ettt ee et e et s s et n e e ee st ee st e e s s s s ee et e s et ea e 2)
(Y= Bo+ B1X1+ B 2X2+B3X3+ PaXsr € 1)

Where:

Bo, B1, P 2, Bsandp, are constants;

Q = Tobin's Q; CG-INDEX = Corporate Governance IndeSALES = Gross
sales/Revenue of the firm; AGE = Year of observatminus Year of incorporation;
DEBT/EQUITY = Total debt of the firm divided by thetal paid-up capital of the firm
ande= The error term for the FIRMn the period.

3.5.2 Diagnostic Test
The main diagnostics test used in the study wereelation and t- test. These will be
used to find out if there is a relationship betweemporate governance practice and

Value of the firm and if there is, what is the matof their relationship.
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CHAPTER FOUR

4.0 DATA ANALYSIS RESULTS AND DISCUSSION
4.1 INTRODUCTION

This chapter provides an analysis of data collettenh the secondary and primary data;

Section 4.1 is the introduction, section 4.2 preselescriptive statistics of the sample

data, 4.3 corporate governance index statisticthifirms and section 4.4 discussions of

the results. They are also presented sequentiatigrding to the research object .The

study is descriptive; quantitative analysis wasduge the form of mean, median,

Standard deviation, Kurtosis, Jarque-Bera and Pibtyaanalysis of the variables in

respect to effects of corporate governance praoticerm value for listed Kenya firms.

4.2 DESCRIPTIVE STATISTICS
The following table (4.2.1) demonstrates the desiee statistics for the variables used in

this analysis and the descriptive statistics wituobers all the five variables enumerated

in the model.

Table 4.2.1 Descriptive Statistics of the Relevanariables Pooled

TOBIN Q | CG-INDEX | SALES/ AGE OF DEBT/EQUIY
REVENUE | FIRM
Mean 0.659 9.220 2.402 4.035 3.656
Median 0.670 9.195 1.530 4,200 3.690
Maximum 0.980 11.180 7.890 4.700 4,580
Minimum 0.140 7.130 0.320 3.000 2.480
Std. Dev. 0.234 1.262 2.428 0.559 0.670
Skewness -0.408 0.062 1.193 -0.629 -0.373
Kurtosis 2.285 1.899 3.103 1.981 2.166
Jarque-Bera 0.969 1.023 4,754 2.185 1.042
Probability 0.616 0.600 0.093 0.335 0.594
Sum 13.17C¢ 184.390 48.030 80.700 73.110
Sum Sq. Dev. 1.06R2 30.264 111.990 5.946 8.524
Observations 20 20 20 20 20

Source: Author (2010)

37




The Descriptive statistics was describe, the bfesitures of the data in the study. This
provides simple summaries about the sample anth#asures of the variables. The mean
for Tobin Q is 0.659 and the standard deviatior86,2rom the statement estimate that
approximately 95% of the scores will fall in thenssquare deviation 13.17. This kind of

information is a critical stepping stone to enaplis to compare the performance of an
individual on one variable with their performangeanother, even when the variables are

measured on entirely different scales.

Table 4.2.2- The Results of the Regression Model

Variable Coefficient|  Std. Error t-Statistic Prob.
SALES/REV -0.003 0.045 -0.064 0.950
D/E RATIO 0.070 0.019 3.732 0.002
CG-INDEX 0.025 0.116 0.213 0.834

AGE OF THE

FIRM -0.023 0.077 -0.305 0.764

CONSTANT 0.503 0.367 1.368 0.191
R-squared 0.511 Mean dependent var 0.659
Adjusted R-squared 0.381 S.D. dependent var 0.236
S.E. of regression 0.186 Akaike info criterion -0.313
Sum squared resid 0.519Schwarz criterion -0.064
Log likelihood 8.130 F-statistic 3.920
Durbin-Watson stat 1.980 Prob (F-statistic) 0.023

Source: Author (2010)

A regression model was obtained after regressirgy ariables in respect of the
dependent variable which is Tobin Q for the se®c2® Kenya firms. The goal of
regression analysis is to determine the valuesaddrpeters for a function that cause the
function to best fit a set of data observationd #fwai provide. In linear regression, the

function is a linear (straight-line) equation.

Intercept is Bp in the equation. Standard error measures the vialhn our
approximation of the coefficient and lower standartbr means coefficient is closer to
the true value of coefficient. Tobin Q is dependerdriable and CG-Index,
Sales/Revenue, Age of the Firms in the marketdependent variables. Result shows
that Sales/Revenue and Age of the firms are ndisstally significant, CG-Index and
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Debt to Equity ratio are significant at 5%.R squaepresents the percent of the
movement of the dependent variable is capturedhleyintercept and the dependent
variable(s). The results explain roughly 51.1% lo¢ tvariation in leverage which is
captured by independent variables. F-value shoatdterall model is satisfied at the

1% level.

The Empirical model was obtained as follows:

TOBIN Q(Y) =po+p.G-SCORES » In SALES 43 IN(AGE)AGE 43, (DEBT /

T LU I PP PRSP 2
(Y= Bo+ B1X1+ B 2X2+B3X3+ PaXsr €t )

Where:

Bo, B1, P 2, Bsandp, are constants;

Q= Tobin’s Q; CG Index = Corporate Governance Ind&l.ES = Gross sales/Revenue
of the firm; AGE = Year of observation minus Yedrimcorporation; DEBT/EQUITY =
Total debt of the firm divided by the total paid-ogpital of the firm and= The error
term for the FIRM in the period.

The following Empirical model was obtained:
Tobin’s Q=0.503+0.025CG-Index-0.003SALES/REVENUBZBAGE OF THE
FIRMS+0.070D/E

tstat. (1.368) * (0.213)* (-040)6 (-0.305)* (3.732)*

*Significance at 5% level; F Statistics=3.92

From the Empirical model, CG-Index, sales/reverage of the firm in the market, and
debt to equity ratio of firms in Kenya constantshih Q for the sampled firms would be
0.503. It is established that a unit increase inl@d&x of the firms would cause an
increase in Tobin Q by a factor of 0.025, a undrdase in sales /revenue would cause an
decrease in Tobin Q by a factor of 0.003, also ia decrease in age of the firm in the
market would cause an increase in Tobin Q by afauwt0.023, further unit increase in

debt to equity ratio would cause an increase infm Qbby a factor of 0.070.
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GRAPH 1-The Scatter Diagram of Tobin’s Q versus th&/ariables
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Scatter plot of Tobin's Q versus sales/Revenuet/Begbity, CG-Index and the age of the
firm. The fitted line is estimated using all 20 ebsations for data on the scatter graph.
Extreme values (highest and lowest 0.8 of valuesTfibin's Q) are suppressed in the
scatter plot for better visual presentation.

Table 4.2.3-Correlation Matrix for Main Variables

CG- | SALES/ | AGE OF | DEBT/
Tobin Q | INDEX |REVENUE| FIRM | EQUITY
Pearson Tobin Q 1.00d
Correlation  cG.INDEX -0.247  1.00¢
SALES/REVENUH  -0.409 0.371 1.00(
AGE OF FIRM -0.22¢] 0.41: 0.22( 1.00(
DEBT/EQUITY -0.880 0.342 0.261 0.29( 1.00(

Source: Author (2010)

The Correlation matrix is used to determine theeeixto which changes in the value of
an attribute (such as corporate governance indgeapsociated with changes in another
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attribute (age of the firm). The data for a cortiela analysis consists of two input
columns. Each column contains values for one ofdttebutes of interest. When the
values are greater than 0.5 then the variablesarelated and when values are less than
-0.5 then the values for are correlated. Collingais the term used to explain the

dependence of one variable to other.

When variables are highly correlated they both egpibasically the same information.
Statistically we do not need multicollinearity basa if they exist, then independent
variables are redundant and do not add any predigalue over each other. In general,
independent variables having collinearity at -0d2less would not be included in

regression analysis.

In the data the highest correlation value is -.88b(e 4.2.3) that means collinearity
should not constitute a problem in this regressaoalysis. The table shows that all

variables are negatively correlated with each other

4.3 CORPORATE GOVERNANCE INDEX STATISTICS FOR THE F IRMS

The following tables demonstrate the summary siegidor the variables used in this
analysis and the descriptive statistics which cewadl the five variables enumerated in
the modelThe table 4.3 indicates the Corporate Governandexifor the selected firms

in Nairobi stock exchange.

Corporate governance index measures the firm’sbatés in the market and good
corporate governance is always a positive resultnfiost firms since investors will
always like to get associated with firms which piaethis attribute both in the long run
and short run thus a good indicator of firm valme@ny emerging market like the Nairobi

Stock Exchange.
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Table 4.3.1 Corporate Governance Index

FIRMS Mean For CG-Index
Barclays Bank of Kenya Ltd 4.6
E.A Portland Cement Co. Ltd. 3.7
E.A. Breweries Ltd. 4.7
Equity Bank Ltd. 3.9
Eveready East Africa Ltd 3.0
Kengen Ltd. 4.4
Kenya Airways Ltd 4.1
Kenya Commercial Bank Ltd. 4.2
Kenya Power & Lighting Co. Ltd 4.3
Kenya Re-Insurance Ltd. 3.1
Mumias Sugar Company Ltd. 4.0
Nation Media Group Ltd. 4.5
National Bank of Kenya Ltd. 4.2
Rea Vipingo Ltd. 3.3
Safaricom Ltd. 4.6
Sameer Africa Ltd. 3.4
Sasini Tea & Coffee Ltd. 3.2
Standard Chartered Bank Ltd. 4.4
Total Kenya Ltd. 4.5
TPS (Serena) Ltd. 4.6

Source: Author (2010)

From the analysis of Table 4.3.1on the Corporatere@m@mnce Index; East African
Breweries Limited has the highest Mean For Corgo@dvernance Index of 4.7 meaning
good corporate governance while Barclays Bank Ke®adaricom follow suit on the
firms listed in the Nairobi Stock Exchange whilerga Re-Insurance had the lowest at

3.1which in isolation mean that the firm need tg@iove on some aspect which include
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the following ; Board Responsibility, Board StrueuShareholders Rights, Transparency

and Disclosure and Audit Committee.

4.4 DISCUSSION OF THE RESULTS

Results obtained from analysis, expressed in tefrise signs and statistical significance
of the coefficients for the selected five indepertdariables are presented in Table 4.2.2.
Result discussion below is categorized on the bafsthese independent variables and
focuses on their associations with the effectsarparate governance practice on firm
value this in support of the link between govexeand the valuation of companies,
Morck et al. (2005) offer a review of literature connection between country-level rules
affecting corporate governance and firm behavial e strengths of securities markets.
Klapper and Love (2004) analyze connection betweemmeasure of firm-level

governance and share price on a cross-country.basis

Black made a seminal contribution to the study e impact of governance on firm
valuation in Russia and other emerging marketsof81a001; Black et al., 2000). Caprio
et al. (2003) deal specifically with the link bewwvethe value of a firm and shareholder
protection devices and state-imposed controls. @hdiHasan (2005) examine the effect
of ownership and governance on bank performané®imea. Staryuk (2008) used value-
based management concept to research how corpgoagrnance has driven stock
market valuation of Russian ‘blue chip’ compani@okov, Vernikov, 2008) made an
attempt to explain the differences in the valuatodrRussian banks from a quality of

governance point of view.

In this regard the discussion of the variableshaf inodel will support the studies of
effects of corporate governance on firm value asth@ case of Kenya firms, the
exogenous variables also turn out to be significat are negatively related with the
firm’s performance. Although firm size, as measulsdsales revenue, should have a
positive relationship with firm’s value due to tlelvantages of economies of scale
(Baumol, 1959), organizational inefficiency calleeinefficiency (Leibenstein, 1966)

leads to loss of profit, a likely situation in largfirms. A firm’s age could work either
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way. Old firms have a reputation advantage, buy tiemd to be prone to inertia and
bureaucratic rigidities. The finding is that theeffacient of Age to be negative, which
means that old firms (typically existing age firmgpuld necessarily command higher
market valuation. In a Modigliani-Miller frameworkhe market value of any firm is
independent of its capital structure. If tax shseddle precious, then the firm value should
increase with the amount of leverage. However, higbel of indebtedness may
negatively impact investors’ psychology. If thenfirfails to credibly project its
investment decision leading to a positive NPV, themgher amount of debt may drive

down the value of the firm.
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CHAPTER FIVE
5.0 SUMMARY AND CONCLUSION
5.1 INTRODUCTION
This final chapter of the research provide a sighmary of the study’s findings that are
discussed in light of its objectives. The chaptéo aprovides the researcher with

documented conclusions and recommendations thereof.

5.2 SUMMARY OF THE STUDY

This study was conducted with the aim of deterngmivhether corporate governance
value has effect on firm value on listed firms the period 2009. A linear model was
applied to explain this effect .The model was fouade statistically significant at 5%

level of significance.

The Study used both primary and secondary datenapyi data was collected through a
structured questionnaire while secondary data vedtained from the Nairobi Stock
Exchange handbooks for 2006.

From the study the adjusted R the coefficient of determination and tells wshthe
Tobin’s Q in companies listed at the Nairobi stamkchange varied with Corporate
Governance Index, Sales/Revenue, Age of the firnthen market and the financial
leverage. From the analysis and Table 4.2.2 theevafl adjusted Hs 0.511.This implies
that, there is a variation of 51.1% on Tobin’'s QthwCorporate Governance Index,
Sales/Revenue, Age of the firm in the market amdfithancial leverage at a confidence
level of 95%.

There is a positive relationship between the Fifirabin’'s Q with respect to Corporate

Governance index and Financial leverage while alszegative relationship do exists
between Sales/Revenue, and the age of the firtreiflN&irobi stock exchange.
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5.3 CONCLUSIONS

Corporate governance is relatively under-researehea. One possible reason behind the
fact is lack of global consensus on the definiteord imperative list of constituents of
good corporate governance. Equally important, thisreno widespread corporate
governance composite which would be applied coersilst and freely available to all

capital market participants.

Numerous studies have focused on the relationshgiween corporate governance
practice and firm performance with mixed resultglicating that good corporate
governance practices may not necessarily lead tberbdéirm performance. The
divergence of findings may be because it is diffitd measure corporate governance; a
detailed review of changes can be found in Patte(2600). In the U.S., evidence of
correlation between a firm’s corporate governaritrébates and its value is weak (Black,
2001).

In this paper, there is evidence that corporateegmnce is an important factor in
explaining the market value of listed Kenya firnfa construct corporate governance
index (1-5) for 20 of the 45 companies listed oa Mairobi Stock Exchange, relying
primarily on responses to a survey conducted byNB& during the 2009. There is a
strong positive correlation between the overallpooate governance index and firm
value, which is a least square regression, in satpges, in alternate specifications of the

corporate governance index, and with alternate areasf firm value.

5.4 LIMITATION OF THE STUDY

The study faced a number of limitations, which irg:

One of the limiting factors was the time to caryt oesearch especially could use of
longer period to capture the effects of corporateegnance practices on firm value: an

empirical assessment of Kenya firms

Another difficulty has to do with interpreting thesults. Interpretations are more difficult

in the context of international standards than frdomestic perspective because the
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number of confounding factors multiplies when mavout of a strictly domestic setting.
Thus, the Kenya is still at infant stage of devetept and growth; it is therefore faced
with problems of measuring Corporate Governancéerms of acceptable Corporate
Governance Quotient and Governance Metrics Intenmat Therefore, this finding may

not be easily generalized to international context.

The above research involved data analysis, whichimsge incurred a lot of errors in the
analysis and hence deduction may not be satisfactor

5.5 RECOMMENDATIONS FOR FURTHER RESEARCH

In the context of Kenya, some areas are worth beiriger researched into: -

The effects of corporate governance practices esaldash flow relation of firms in the
Kenya Market.

How unique institutional environments in Kenya Metrkvhereby high block holder and
government ownership, weak legal investor protectmd lack of active market for
corporate control exist have affected corporateegmance structure such as board
characteristics; and explore alternative model whitie roles of foreign institutional
investors, fund managers, firm reputation, proxgtest and other voluntary mechanisms

may be emphasized.

There are successful family owned or controlled ganies in Kenya. More in-depth
empirical study on the merits and demerits of fgroilvnership structure and how has it
impacted firm value. May be the resource dependehegpry can better explain the
success of these companies. If so, how corporaergance may evolve in these
companies and what can be done to better alignirttezest of controlling family

ownership and other shareholders?
Also the Empirical multi-country study on the di@ces in legal environments, such as

legal investor protection merits and takeover caes how these differences affect firm

liquidity and valuation
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APPENDIX 1: LETTER TO THE RESPONDENTS

Dear Respondent,

REF: REQUEST FOR RESEARCH STUDY

| am a student at the School of Business, Universit Nairobi Pursuing a Master’s
degree in Business Administration (M.B.A). In paltfulfilment to the award of the
Master’s degree, | am required to do and write add@ment Research Paper. The topic
of my research isThe Effects of Corporate Governance Practices on fn Value:

An Empirical Assessment of Listed Kenyan firms”.

In view of this, | wish to kindly request you tkeaa few minutes of your busy schedule
and complete the attached questionnaire to thediegbur knowledge as it applies to

your firm. Your participation is greatly apprecidtand the information provided will be

confidential and used for academic purposes only.

Thank you in advance for your valuable time.

Yours faithfully,

TURANTA OLE KORIATA
D61/70945/2009
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APPENDIX 2: QUESTIONNAIRE

The Information in this questionnaire was treateith \€onfidentiality and will not be
used for any other than academic.

SECTION 1: GENERAL INFORMATION

General information about the respondent

1. Firms name;:

2. The year of incorporation of the firm in Kenya

3. Please indicate the ownership of your Firm? Tiekadppropriate box.
Locally Owned [1]
Foreign Owned [1]
Joint Venture []
Others (Please Specify):

SECTION 2

This section outline corporate governance indexameng firms listed on the Nairobi
stock exchange. This index is constructed in aoretb assist investors and firms to
determine the corporate governance status of fifirhs. index is also divided into sub
indices which cover the following areas: Board Resibility, Board Structure,

Shareholder Rights, Transparency & Disclosure, Andit Committee. In this section
use the scale 1 — 5 where 1 is to a very low exteid a low extent, 3 is Neutral ,4 is

high extent and 5 is very great extent to answefdalowing question.
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1. To what extent do you think the following justiftaan for corporate governance
are applied in your organisation (use the sqdliek where applicable)
Key 5= very great extent 4= high extent 3= Neutit 2= low extent 1= very low
extent

Corporate Governance Index

A. Board Responsibility

To what extent has board stated its business olgsct

The extent to which the board ensure and appratetle compensation of
senior management members and key personnel eepirkg with the

institution’s culture?

To what extent does the board understand the stgtabligations of the

financial institution?

Does the board ensure that the compliance of thiglggations is fulfilled?

Does the board monitor financial performance offilm?

Does the board report to shareholders on the fiakogndition of the

company?

Does the board report shareholder agreements it affect their

investment decisions?

Does the board submit compensation reports to sblters for approval
before such compensation packages are implemented?

Does the board have a formal program for new dirsand persons identified
as possible successors to senior management aathércritical functions

within the firm?

Does the succession program cover key charactsriastid nature of the

industry?

Does the succession program cover the financialaégy system?

Are potential successors allowed to have or sulbgecbntinued training

concerning products, risks, opportunities, emergjiegds, industry

developments, new laws?
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B. Board Structure

Are at least two board members independent?

Is the chairman of the board a different persomftbe CEO of the company

Is the division of their responsibilities clear?

Are all the board members in keeping with thefid @roper guideline?

Does the firm define "independence” clearly?

Does the firm have a remuneration committee?

Does the firm have a compensation committee?

C. Shareholder Rights

Does the firm hold an annual general shareholdetingg?

Does the firm use the one-share-one-vote rule?

Does the firm send out notices of general meetioghareholders at least of

week in advance?

ne

Does the firm have a clearly disclosed dividendgy@!

Does the firm state why the dividend is set a paldir value?

D. Transparency & Disclosure

Does the full board meet in accordance with theuiktions in the company’s

by-laws and articles?

Has the central bank requested more frequent boaedings?

Do all directors meet when the board meets?

Does the firm state the attendance of individuedalors at meetings?

Does the company maintain a website?

Rate overall company index

Thank Youl!
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GRAPH 2-DISTRIBUTION OF CORPORATE GOVERNANCE ANALYS IS
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SOURCE:Author (2010)
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GRAPH 3-ANALYSIS OF THE VARIABLES
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APPENDIX 3: CALCULATION OF PREDICTOR VARIABLES OF T HE
MODEL FOR 20 SELECTED KENYA FIRMS FOR 2009

FIRMS Tobin Q | CG-INDEX | SALES/ AGE OF DEBT/
REVENUE | THE FIRM | EQUITY
Barclays Bank of Kenya Ltd 0.87 4.6 10.04 4.53 5.82
E.A Portland Cement Co. 3.7 8.99 4.33 0.97
Ltd. 0.14
E.A. Breweries Ltd. 0.52 4.7 10.45 4.47 0.74
Equity Bank Ltd. 0.91 3.9 9.59 3.22 3.4
Eveready East Africa Ltd 0.81 3.0 7.41 3.74 1.53
Kengen Ltd. 0.51 4.4 9.48 4.00 0.72
Kenya Airways Ltd 0.80 4.1 11.18 3.47 3.36
Kenya Commercial Bank 4.2 9.99 3.66 7.55
Ltd. 0.93
Kenya Power & Lighting Co 0.64 4.3 11.09 4.47 1.63
Ltd
Kenya Re-Insurance Ltd. 0.49 3.1 8.44 2.48 1.53
Mumias Sugar Company 0.57 4.0 9.38 3.33 1.97
Ltd.
Nation Media Group Ltd. 0.35 4.5 9.01 3.89 0.41
National Bank of Kenya Ltd 0.98 4.2 8.63 3.69 55
Rea Vipingo Ltd. 0.58 3.3 7.13 2.63 0.45
Safaricom Ltd. 0.48 4.6 11.16 2.48 0.79
Sameer Africa Ltd. 0.70 34 8.10 3.69 0.32
Sasini Tea & Coffee Ltd. 0.33 3.2 7.69 2.83 0.45
Standard Chartered Bank 4.4 7.93 4.58 7.89
Ltd. 0.92
Total Kenya Ltd. 0.93 4.5 10.39 3.99 2.52
TPS (Serena) Ltd. 0.71 4.6 8.31 3.63 0.48

Source: Author (2010)
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APPENDIX 4: SELECTED LISTED FIRMS

KENYA FIRMS

Barclays Bank of Kenya Ltd.

E.A Portland Cement Co. Ltd.

E.A. Breweries Ltd.

Equity Bank Ltd.

Eveready East Africa Ltd

Kengen Ltd.

Kenya Airways Ltd.

Kenya Commercial Bank Ltd.

Kenya Power & Lighting Co. Ltd.

Kenya Re-Insurance Ltd.

Mumias Sugar Company Ltd.

Nation Media Group Ltd.

National Bank of Kenya Ltd.

Rea Vipingo Ltd.

Safaricom Ltd.

Sameer Africa Ltd.

Sasini Tea & Coffee Ltd.

Standard Chartered Bank Ltd.

Total Kenya Ltd.

TPS (Serena) Ltd

Source: NSE
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