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ABSTRACT

Risk management is seen as a method for handlmgisks which an organization or
individual is exposed to. Its main objectives arvgptotect the organization from severe
financial disruption due to accidental losses, aadthis at an affordable and none
fluctuating cost. Companies face two risk categorienancial and non-financial risk.
Based on the modern portfolio theory from Markow(it®52), risk management is not
valuable to shareholders. This is because sharefsobdn easily diversify their own risk,
and therefore only the systematic risk is impotrtdhis study endeavored to ascertain the
impact of Enterprise Risk Management implementabanthe value of the firm. The
study sought to answer the following research dgomesthat is the impact of Enterprise
Risk Management implementation on the value of cmgs listed at Nairobi Securities
Exchange.

The research design employed in this study wasrigéise research design inform of a
survey. The population of interest of this studynpoised of 60 companies listed at the
Nairobi Securities Exchange (NSE, 2012). The ssainpled 55 respondents who were
the respondent for this study. The study coverg@eérsod of 5 years from year 2007 to
year 2011. Questionnaires were designed to inastitheimpact of Enterprise Risk
Management implementation on the value of compahsted at Nairobi Securities
Exchange.Descriptive statistics such as means andard deviation were also used to
help in data analysis. A multivariate regressionagigpn was used.

The study revealed that implementation of ERM léadncrease in the value of the
company, thus companies listed in the NSE can tadtheir shareholders value by
implementing ERM which will enable them have conitpat advantage over companies
that have not implemented ERM. Companies that hieg primary focus on adding
shareholder wealth should implement ERM as it doedribute to the company’s market
value. Therefore, an ERM level positive coefficienticates that companies that
implement ERM in the NSE are valued higher thars¢hthat have not implemented
ERM.
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CHAPTER ONE
INTRODUCTION

1.1 Background of the Study

Risk management is seen as a method for handlmgisks which an organization or

individual is exposed to. Its main objectives areptotect the organization from severe
financial disruption due to accidental losses, aadthis at an affordable and none
fluctuating cost (TCRP Synthesis 13, 1995). Eniseprisk management (ERM) can be
considered as the third generation of risk managémbich moved away from the “silo”

approach toward an approach taking a corporate-wele. It can be defined as a process
applied across an organization and designed tdifgernd manage all major risks faced
by the firm, and to implement integrated stratediest help achieving the enterprise

objectives and maximizing its value.

1.1.1 Enterprise Risk Management

According to the dictionary Van Dale, risk could defined as ‘danger of damage or
loss’. Lhabitant & Tinguely (2001) define risk dsetexposure to uncertainty, where
uncertainty is defined as the possibility of ocene of one or several events. This
definition could be broadened by Kaplan & Garrid®&1), who argue that risk is not

only uncertainty, but that the consequences theemainty could have, should also be
taken into account. Although these consequencekl @iso be beneficial, it is more

important for companies to take the possible negaiutcomes into account. When these

uncertainties become reality, the outcomes coutchlthe company.



In general, companies face two risk categorieaanomnal and non-financial risk (Ai &
Brockett, 2008). First, the financial risks arecdissed, followed by a description of non-
financial risk. According to McNeil, Frey & Embretsh(2005), market risk and credit
risk are the most common financial risks at bamkarket risk is ‘the risk of change in
the value of a financial position due to a changethe value of the underlying
components of which that position depends’ (Mcheial, 2005, p. 3), like for example
commodity prices and interest rates. Further, tmesk is ‘the risk of not receiving the
promised repayments on outstanding investmentsausecof default of the borrower’
(McNeil et al, 2005, p. 3). Another financial risk at banks iguidity risk, which is
caused by a lack of marketability of an investmangrder to prevent or minimize a loss.

In general, these risks are managed using finamstuments, like derivatives.

Non-financial risk could also be further separat®#d hazard risk, operational risk and
strategic risk (Ai & Brockett, 2008). Hazard riskse external risks, like for example
natural disasters, theft and liability claims. Téesks could best be managed by buying
insurances. Operational risks are caused by faiihgnternal processes, people and
systems. Strategic risks are directly related ® lthnk’'s overall strategy and include
among others reputation risk. These risks arecdiffito insure or hedge, and should be

minimized using qualitative information.

In order to prevent these risks to give negativecaues, companies engage into risk
management. The general purpose of risk managesemteduce the volatility of firm

value (Nance, Smith, & Smithson, 1993) and to elmte the lower-tail outcomes (Stulz,
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1996). This means that it should reduce the exgdectsts of financial distress, but it

should still enable companies to gain a competdisdheantage in risk-bearing.

1.1.2 Enterprise Risk Management and Value of the Firm

Traditional risk management consists of insurancel &edging every risk class.
However, this leads to inefficiencies, because sones, risks could be double counted
and thus double insured or hedged. To that probégrerprise risk management (ERM)
offers a solution. This approach handles risk ihodistic approach, which can create
natural hedges. Natural hedges exist when a comipaesgts in two different financial
instruments, whose performance tends to cancel etwdr out. Further, it leads to a
better understanding of risk, which enhances growpportunities. This better risk
insight enhances growth opportunities by risk reses that are better aligned with the
corporate strategy (Abrams, von Kanel, Muller, Zfiann, & Ruschka-Taylor, 2007),

which could lead to better performance and valuthefirm.

This holistic approach was developed into a franmrkwdhe COSO1 integrated
framework for risk management (2004). This framdwaas been adopted by companies
throughout the world. According to COSO, enterprisé& management could best be
defined by ‘a process, effected by an entity’s Hoalfr directors, management and other
personnel, applied in strategy setting across thergrise, designed to identify potential
events that may affect the entity, and managetoidde within its risk appetite, to provide

reasonable assurance regarding the achievementitf @bjectives’ (p. 2). The purpose



of risk management in general is to effectivelyldedh uncertainty and enhance the

capacity to build value for stakeholders (COSO,400

There are several researches that try to find aioekhip between the adoption and
implementation of ERM and firm performance and ea(Baxter, Bedard, Hoitash &

Yezegel, 2011). Another part of research focusesisknmanagement-related corporate
governance mechanisms and board characteristidghareffects on performance during

a financial crisis (Aebi, Sabato & Schmid, 2011).

ERM should not only deliver value to shareholdétrsshould also deliver value and
performance in general to other stakeholders. &ehi. (2011), Beltratti & Stulz (2010)
and Minton et al, (2010) focus on the effect of risk managementicsire, when
measuring the effect on companies performance.rd@el& Stulz (2010) focus on
excessive risk taking and share-holder friendlirifdhe company’s board. They did not
find any significant results. Mintoet al. (2010) focus on board independence and
financial expertise, since these factors are ugumaéntioned when improvements of risk
regulations are discussed. It is argued that inudge board members are less likely to
engage in excessive risk taking, since they dahagt incentives to do so. Minten al.
(2010) find that board independence does not inftaestock performance during the
crisis. Board independence was also measured by &eal. (2011), and they find a
significant negative association with performanehich is different from Mintoret al.

(2010). Mintonet al. (2010) found a significant negative associationMeen financial



expertise and firm value, which suggests that ftrelnexperts tend to take more risk

which leads to lower firm value.

1.1.3 The Nairobi Securities Exchange

Established in 1954, the Nairobi Securities ExcleaNgpE (2011) was as a voluntary
association of stock brokers with the objectivdadailitate mobilization of resources to

provide long term capital for financing investment§hrough stringent listing

requirements the market promotes higher standdrdsomunting, resource management
and transparency in the management of businessNa&iebi Securities Exchange deals
in both variable income securities and fixed incaeeurities. Variable income securities
are the ordinary shares, which have no fixed rawivadend payable, as the dividend is
dependent upon both the profitability of the compand what the board of directors
decides. The fixed income securities include Traasnd Corporate Bonds, preference
shares, debenture stocks - these have a fixede ofainterest/dividend, which is not

dependent on profitability NSE (2007).

The NSE is regulated by Capital Markets Authoritf&£ (2011) which provides
surveillance for regulatory compliance. The excleardms continuously lobbied the
government to create conducive policy frameworKatlitate growth of the economy
and the private sector to enhance growth of thekdigugi and Njiru (2005). The NSE is
also supported by the Central Depository and Setthe Corporation (CDSC) which
provides clearing, delivery and settlement servioesecurities traded at the Exchange.

It oversees the conduct of Central Depository Agesumprised of stockbrokers and
5



investments banks which are members of NSE ando@iasts CDSC (2004). These

regulatory frameworks are aimed to sustain a robestrities market.

1.2 Statement of the Problem

Since the last financial crisis, there is more gwes for regulation towards risk
management at financial companies, in order toeds& the consequences of a future
crisis. However, there is still no clear consenabeut whether the implementation of
ERM leads to better performance. In other wordss itot proven that more regulations
on risk management are effective in helping orgation survive a financial crisis.
Therefore, research is needed to address theoreship between ERM implementation

and firm value.

Based on the modern portfolio theory from Markow(it852), risk management is not
valuable for shareholders. This is because shatetwican easily diversify their own
risk, and therefore only the systematic risk is am@nt. In that case, every risk
management practice is a negative net present vatogect and should not be
undertaken. Beaslegt al. (2008) empirically investigated this argument. Thielated
ERM implementation and share prices during the ancement period for both financial
and non-financial firms. ERM implementation is maasl as the appointment of a Chief
Risk Officer (CRO), and the market reaction todgtthe accumulative abnormal return.
The authors only find an insignificant negativeati®ln between the accumulative
abnormal returns and the appointment of a CRO. Kewehere are findings that suggest

that ERM implementation enhances firm performaricnancial companies in general.
6



An example is the paper by Liebenberg & Hoyt (20MMho investigate the relation
between ERM adoption and firm value at insuranaapamies. These authors also use
CRO appointment as indicator for ERM implementatiout use firm value as dependent

variable. This indicates that ERM does enhance ¥aiae in general.

Locally studies done on risk management inclu@epo (2000) who did an empirical
study on accounting determined measures of sysiemsit at NSE, Sang (2001) who
did a study on a computer security risk analg$ifirms quoted in the Nairobi Stock
Exchange, Kibara (2007) who did a survey of inteanalitors risk management practices
in the banking industry in Kenya and Weru (2010pwdid a study on an assessment of
information systems risk management practicessa opractical action (international).
This study will endeavor to ascertain the impact Eofterprise Risk Management
implementation on the value of the firm. The stusbught to answer the following
research question what is the effect of EnterpRsk Management implementation on

the value of companies listed at Nairobi Securiigshange.

1.3 Objective of the Study

The objective of the study was to investigateithpact of enterprise risk management on

the value of companies listed at Nairobi Securiigshange.



1.4 Value of the Study

Management of firms listed at the NSE: The study @ invaluable to management of
firm listed at the NSE in that it will provide amsight into effects of ERM
implementation on the value of the firm.

This finding is important in motivating corporatexeeutives to make a deeper
commitment to implementation of ERM so as to retonore value to their shareholders.
Furthermore this study provides some initial exglory empirical evidence that
highlights whether the implementation of ERM hagshie addition effect on companies
or not and assesses several factors associatedtheitbrganization’s extent of ERM
implementation and their significance to that inmpéantation.

The findings of this study suggest that comparhes lhave their primary focus on adding
shareholder wealth should implement ERM as it doedribute to the company’s market
value. Therefore, an ERM level positive coefficienticates that companies that
implement ERM in the NSE are valued higher thars¢hthat have not implemented
ERM.

The findings will be of great importance to regatgt authorities like Capital Market
Authority as it will inform them on how enterprisesk management implementation
affects the value of companies listed at Nairolsusiies Exchange. This will help in
designing polices on how to implement ERM in firistéd at the NSE.

The study will assist the government through uaicegulatory agents to have a clear
picture of the impacts of ERM implementation on ¥iaéue of public companies listed in

the NSE.



To the researchers and academicidiss study seeks to contribute to the literature by
broadening the understanding of the concept of anp&enterprise Risk management

and value of the firm literature.



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This section provides a review of the theoretidardture on firm financing. This study
begins the theoretical principles underlying Enteg Risk Management and then

discusses the empirical literature on Enterprisk Ranagement and firm value.

2.2 Theoretical Review

2.2.1 Institutional Theory

Burns and Scapens (2000) have observed that thial se@iences have taken an
increasing interest in institutional theory, andttthe accounting literature reflects this
interest in at least two ways: new institutionatistogy (NIS); and old institutional
economics (OIE). According to Burns (2000), anabfi studies of changes in
management-accounting routines are founded on QVRieh is a heterogeneous body of
theory. Authors who can be considered within theagigm of OIE include Karl Marx
and Vilfredo Pareto. Others include various emjst&c who were influenced by
Darwinist biology and who were affiliated with tkerman school in the last quarter of
the nineteenth century — such as Gustav SchmoMNdolph Wagner, and Wilhelm
Roscher (Santos, 2003). Given the difficulty ofidieig an “institutionalist author” with
any precision, Santos (2003) decided to restriettdrm to those authors about whom

there is a relative consensus.

10



Fonseca and Machado da Silva (2002) have obsematdaccording to the institutional
approach, individual behaviour is modelled by stadd that are originally created and
shared in interactions, but which later become npated in the form of objective

standards and rules about the most efficient waymétioning. From the perspective of
OIE, the institution becomes the main object ofigsia. According to this view, rational

and optimising behaviour no longer proceeds frodimdual decision-makers (as posited
by neoclassical theory). Scapens (1994) emphadisedinstitutional approach and
rejected the postulates of neoclassical theory easgbappropriate to understanding

management-accounting practices.

It is therefore important to conceptualise theiingon; however, no simple and widely
accepted definition of an “institution” exists. Bigrand Scapens (2000, p. 8) defined an
institution on the basis of Barley and Tolbert'997) work — “presuppositions that are
shared and taken for granted, which identify categoof human agents and their
appropriate activities and relations”. Scapens 4)9@ted that, in the context of the OIE,
the first definition of institution was establishbg Veblen in 1919 — “a habit of thought
common to the generality of men”. According to Baif2000), the idea of an institution
that has been most frequently applied in OIE cammnfHamilton (1932), who
considered an institution to be a way of thinkimgaoting by something that prevails and
continues, which is inserted into the habits ofreug or the customs of a people. This
definition emphasises the social and cultural attaraof an institution, and the
importance of habitual behaviour. Rowsell and B€r§93) utilised certain concepts of

Selznick (1957), who defined an institution as @ured product of social needs and

11



pressures. The institution is a social system tiges meaning to the integrated
aspirations of a group of people. Selznick (195@htasted an institution with an
administrative organisation — describing the latisra rational instrument defined to

carry out a job.

The notions of “habits” and “institutions” are cauted through the concept of “routine”.
A “habit” is a predisposition or tendency to becomeolved in previously adopted or
acquired forms of action. However, the existencehabits does not exclude the
possibility of intentional individual behaviour;deed, habits can be modified. In contrast
to such habits, which are located in the persophére, “routines” involve a group of
people (Oliver, 1997). Routines are formalized arsditutionalized behaviours that are
guided by rules. Such routines are reinforced ke phocess of repeating actions to
comply with rules. Routines represent forms of king and acting that a group of

individuals takes for granted.

Rules and routines provide an “organisational mghand constitute the basis for the
evolution of organisational behaviour. According &capens (1994), they are the
organisational equivalents of genes in the biolagorocess and, in this sense, evolution
is not the creation of optimal behaviour, but meréte reproduction and possible
adaptation of behaviours over time. Oliver (1998s hemphasised that, from the
institutional perspective, companies operate withsocial structure of standards, values,

and presuppositions about appropriate or acceptaeleaviour. The institutional

12



viewpoint thus suggests that motives for human weka go beyond economic

optimisation to involve justification and sociallgfation.

In the present study, the concept of institutiaredlon is clearly important. Oliver (1997)
has noted that institutional activities tend tddiey-lasting, socially accepted, resistant to
change, and not directly dependent on rewards antorong of their permanence. In the
context of management accounting, Scapens (1994) diserved that, over time,
management accounting can constitute a structateréfiects a particular organisation's
way of thinking and acting — which is taken for mped and detached from its specific

historical circumstances. It thus becomes an unmunesi way of doing things.

The theoretical framework that is developed in ttesearch is based on Burns and
Scapens’ (2000) work. Their theory offers a genenaldel of organizational change.
Various possible approaches could be used in thidysbut recent institutional theory
versions provide important extra features. Reseaschpplied ‘Old’ institutional theory
to accounting practices in order to clarify thebgdising role of information systems and
the evolutionary change possibility (Burns and &cap 2000). In this regard, ‘old’
institutional theory is chosen to address the mmwbbf this research as it is able to
illustrate the accounting evolutionary nature which broadly recognized in the
accounting literature (Chenhall and Langfield SmitB98b). However, ‘old’ institutional
theory mainly considers intra-organisational bebass. The above limitation is
overcome by the new institutional sociology theamjch is concerned with the role of

macroeconomic, political and social institutionsdigtermining organisational structures,

13



policies and procedures (Scott, 2001). Generaligamisations respond to this external,
macro pressures to obtain support and legitimadyolgf et al., 2008). Thus, new

institutional sociology theory is selected to addreextra-organisational institutions
which affect the use and implementation of ERM. @Gamly, coercive pressures play a
key role in insurance companies (Kholeif et al.0&0 which are the context of this
research. An institutional framework that incorgesaOIE and NIS can help explaining
how institutions at both macro- and micro-levelsgsh and constrain individuals’ and
organizations’ behaviour and analyzing how indialdu modify and transform the

institutions and organizations. By taking such pecsive, the analysis may provide a

clearer picture of different organizational phenome

2.2.2 Modern Portfolio Theory

Modern Portfolio Theory (MPT) is a theory of invesint which tries to maximize
portfolio expected return for a given amount oftfmio risk, or equivalently minimize
risk for a given level of expected return, by caligfchoosing the proportions of various
assets. Although MPT is widely used in practiceéh@ financial industry and several of
its creators won a Nobel Prize for the Theory,anent years the basic assumptions of
MPT have been widely challenged by fields such @isalioural economics (Sharpe,
William 1964). In conventional portfolio theory oypically seeks to minimize portfolio
variance for a given expected portfolio return ¢iland Gruber, 1995). The Centerpiece
of this theory is the capital asset pricing mo@APM) devised by Markowitz (1952). In
spite of criticism and Ongoing concerns about ididity and testability, concepts in

CAPM such as efficient frontier, security marketels, asset “betas” and so-on are still
14



considered relevant in the selection and managewfeportfolios of assets. The Key
assumptions of (Markowitz, 1952) MPT theory aretthaset returns are normally
distributed and that investors face a risk-retuwaaleé-off. It is widely accepted that most
asset returns are non-normally distributed anddarsbe seen in the extreme tail risks in
the current crisis and the long term capital maneege crisis in 1998. Such events are
not covered adequately by a normal distributiorctiam. In the property industry, most
portfolio optimization practises ignore the norrmalassumption of asset returns. To
complicate matters further, the short time seriéspmwperty returns data further
compromises the stability of the estimated retuand covariance matrix. In portfolio
literature such issues are referred to as estimadiwors. Such deficiencies in the
optimization methodology could provide statistigalhcorrect outputs, i.e. portfolio
weights. The postulate of this paper is that itkgaround these shortcomings rather than

ignoring them completely.

Another critical aspect of MPT that cannot evadmgaition is that MPT models assets
return as a normally distributed (or more generaByan elliptically distributed random
variable), defines risk as the standard deviatibmeturn, and models a portfolio as a
weighted combination of the assets’ returns. By loimmg different assets whose returns
are not perfectly positively correlated, MPT seékseduce the total variance of the
portfolio return. MPT also assumes that investoesrational and markets are efficient.
MPT was developed in the 1950s through the early049and was considered an
important advance in the mathematical modelingrafrfce. Since then, many theoretical

and practical criticisms have been levelled agair{starrel and Kiefer, 1993).
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2.2.3 Relationship Portfolio Concepts

The relationship portfolio concepts have been pattd by many management scientists.
Fiocca (1982) explaining various factors associategd the customer buying behaviour
and supplier relationships. He suggests a numbemethanisms for assessing the
proposed axes: “Difficulty in managing the custoiner a function of the level of
competition for the customer, customer buying behavand the characteristics of the
product bought by the customer. The volume of pasels by the customer, customer
market leadership and the ability of the supplier ftlly adapt to the customer
expectations and specifications. The strengthisfrédationship is then again measure by
applying a mix of objective, judgemental or subjeetfactors that include: length of
relationship; importance of the customer; friengshico-operation in product

development; and social distance.

A criticism of Fiocca Model put forward by Yorke @roussiotis (1994) is that it does
not recognize the importance of considering custgnafitability. It simply assumes that
different cells can be associated with differentels of profitability. Campbell and
Cunningham (1983) proposed a three- step portfahalysis strategy for marketing
management. Using the case study of a major paufesgipplier, they suggest a three-
step analysis using two variables at each stage.fif$t step focuses on the nature and
attractiveness of the customer relationship ususgamer life cycle stage on one axis and

various data on the other.
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2.2.4 Theory of Finance

The theory of finance is concerned with how indiats and firms allocate resources
through time. In particular, it seeks to explainvhsolutions to the problems faced in
allocating resources through time are facilitatgd the existence of capital markets
(which provide a means for individual economic dgeto exchange resources to be
available at different points in time) and of firfvwghich, by their production-investment
decisions, provide a means for individuals to tfams current resources physically into
resources to be available in the future). Numeemanomists have explained the role of
finance in the market with the help of differentdnce theories. The concept of finance
theory involves studying the various ways by whhmlsinesses and individuals raise
money, as well as how money is allocated to prejedtile considering the risk factors
associated with them. The theory argues that resswhould be allocated to the lowest

risk areas.

2.3 Enterprise Risk Management and Firm Value

Based on the modern portfolio theory from Markow(it852), risk management is not
valuable for shareholders. This is because shatetwlican easily diversify their own
risk, and therefore only the systematic risk is am@nt. In that case, every risk
management practice is a negative net present vatogect and should not be
undertaken. This argument is agreed by Aebial. (2010), who argue that risk
management could lower the risk, but that this &dpfor with lower returns for

shareholders. Beasley al. (2008) empirically investigated this argument. Thejated

ERM implementation and share prices during the ancement period for both financial
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and non-financial firms. ERM implementation is ma&asl as the appointment of a Chief
Risk Officer (CRO), and the market reaction togtthe accumulative abnormal return.
The authors only find an insignificant negativeatigln between the accumulative
abnormal returns and the appointment of a CRO. €fbe, it could be concluded that
the implementation of ERM is not valued by shardbdd, which supports the argument

of the modern portfolio theory.

Pagach & Warr (2010) measured the impact of ERMlemgntation on different firm
factors which are argued to be affected by ERM @n@ntation. These factors are risk,
financial, asset and market characteristics of timm. It is argued that ERM
implementation, measured as the appointment of &,C$hould lower the risk. For
financial characteristics, leverage, cash availgbihnd profitability are taken into
account, whereas asset characteristics shoulddgiething about the firm’s assets are
likely to be impaired in financial distress. Fialequity markets should react on a firm’s
decrease in expected costs of financial distre$égnwit has implemented ERM. The
authors found no significant relationship for thegariables, which leads to the
conclusion that ERM implementation has no influeoceperformance, for both non-

financial and financial firms.

However, there are findings that suggest that ERMlémentation enhances firm
performance of financial companies in general. Aaneple is the paper by Liebenberg &
Hoyt (2011), who investigate the relation betwedRMEadoption and firm value at

insurance companies. These authors also use CR@n&ppnt as indicator for ERM
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implementation, but use firm value as dependeniabla. Firm value is measured as
Tobin’s Q. This measure defines value as the Hagioveen market and book value of
equity and liabilities. Their results show that ERdgnificantly enhances firm value in
general, however this effect is rather small. Tathars also find a difference in Tobin’s
Q for firms that have implemented ERM and those wilave not, and also this

relationship is significant. This indicates thatMRoes enhance firm value in general.

When using another measure for ERM implementati@mely the Standard & Poor’s
risk management rating, as was done by McShane,&Rustambekov (2011), a more
accurate answer could be given to the questionhehdiRM leads to better firm value
for banks. The S&P’s rating does not only indicétERM is adopted, but also to what
extent. It could therefore be derived if more sspbated ERM leads to even higher firm
value. In this research, firm value is measured blyin’s Q. The results show that ERM
is significantly positively related to firm valuegntrolled for other factors. There is also
a significant relationship between poor ERM quadihd firm value. However, there is no
significant relations between high ERM quality dmch value, which suggests that ERM

is valued only up until a certain level of soplaation.

Baxter, Bedard, Hoitash & Yezegel (2011) furtheteex this relation by relating high
qguality ERM programs, firm performance and markeactions towards revisions of
ERM quality by the rating agency. They find, codiciing to McShanet al. (2011) that

high ERM program quality is positively associateithwirm performance and value. For

value, they also use Tobin’s Q, whereas performamaaeasured by return on assets
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(ROA). These authors also examine whether ERM tyuahtings lead to market
reactions. They measure market reactions as acativeibverage abnormal returns, and
only find partial support. This suggests that mtgldo value ERM quality, but that this
is already incorporated in the share price. Howewearket reactions are positively
associated with ERM quality rating revisions. lwltb be argued that the adoption of
ERM is valuable for companies, since it enhancefpaance (Baxteet al, 2011) and
increases value (Liebenberg & Hoyt, 2011; McShateal, 2011). However, this
depends on the quality of the ERM programs and isuggested that ERM is only

valuable up until a certain level (McShagteal, 2011).

Recently there have been rapid advances in finkimgatutions’ risk measurement and
management capabilities. Sophisticated tools foasueng market risk (value at risk
measurement tools), credit risk (expected and wwrgd loss measurement tools) and
insurance risk (dynamic financial analysis toolglvén evolved and there have been
advances in using such risk metrics to guide exezumanagement in strategic decision-
making. Typically, this is achieved through a framek that has two parts. First, risk is
related to the capital amount which is requiredtbg firm to achieve a sufficient
protection level against adverse events. Secos#l, is used to adjust the business
activities returns in order to determine which ates are value-adding and which ones

are value destroying (Siokis, 2001).

ERM is more than a comprehensive coverage of nskcansistency in risk management

across the enterprise. It also comprises pricingrofiucts, risk-adjusted performance
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measurements, and alignment of performance and easagon to shareholder value
creation as well as strategic management. Moredias, an ideology of managing the
firm in every respect and aligning it with valueeation at each stage of decision making
and goes well beyond risk measurement and managéenmiérus, economic capital
allocation is the heart of such new paradigm foafficial institutions (Rao and Deyv,
2006, p. 430). Recent findings from surveys on ERMicated that ERM focuses on
improving capital efficiency, supporting strategiecision-making and building investor
confidence. ERM is also a valuable tool helping pames achieve their business
objectives (Tillinghast-Towers Perrin, 2001; 200€ppital is the most expensive and
important input in production for insurance firnfhey deploy capital by holding a large
number of financial risk positions which need todwaluated (Froot, 2003; Mumford et

al., 2005).

Integrated risk and capital management is seensasirge of a competitive advantage in
the insurance industry. A web-based survey, cordutty Tillinghast-Towers Perrin
(2004) on risk and capital management issues, atecthat the principal objectives for
ERM is seen by insurers as helping them createimpdove shareholder value through
better risk-based decision making and capital atioa. In addition, insurers’ business
decisions are guided by enhanced risk and capaagement approaches (Tillinghast-
Towers Perrin, 2004). In addition, the 2010 ERMvsyrconducted by AON showed that
advanced ERM practitioners report significant sascan applying ERM strategies to
board-level responsibilities. It is indicated tB&% of the companies surveyed use risk

management for capital allocation. As the amountagital to be allocated is finite,
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organizations with more mature ERM programs are @bl manage this process in a
better way. However, organizations in the earlgestaf the process report that they do
not use ERM in capital allocation (AON, 2010). Rislanagement matters to financial
institutions as holding capital is costly and tHage convex costs of raising external
capital (Froot and Stein, 1998). Merton and Pe(@D3) discussed the rationale for the
capital allocation by financial institutions. Custer aversion to insolvency risk provided
the motivation for capital allocation, which is sian to reasons mentioned by Froot

(2005).

2.4 Empirical Review

There are several signals that show that compaamesimplementing ERM. Earlier
research on ERM and firm performance use the appeimt of a Chief Risk Officer
(CRO) as an indicator that ERM is implemented (bmderg & Hoyt, 2011). They argue
that a CRO is responsible for the management ahaltisks and the oversight over these
risks. A weakness of this measure is however,ttltahews of an appointment of a CRO
might not be the initial appointment of a CRO. Rert an even greater weakness is that

the appointment does not say anything about trenexd which ERM is implemented.

Further, the presence of a risk committee thatsmes all the company’s risk is a signal
that a bank is engaged in ERM. This is acknowledgedebiet al. (2011), who argue
that such a committee indicates a stronger riskag@ament. These authors also argue

that more information about a risk committee isdegkto draw relevant conclusions. In
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the recent years, three measures for ERM implertientan companies have been

developed. These three measures, by Aehbl.(2011) will be discussed now.

Baxteret al. (2011) developed an index for ERM quality at barn&sfind which factors
are related with a high S&P’s ERM quality ratinghefefore, they use factors to define
complexity, financial risk/resources and corpomgdeernance, which are argued to have
an effect on the ERM quality rating given by S&PHowever, it is not this research’s
purpose to find factors that cause ERM implemeoatibut factors that measure

implementation. Therefore, this index is not usable

Ellul & Yerramili (2010) also defined a ERM implemtation index for banks. This index
is focused on the aspects of the organizationtstreiof the risk management function. It
is composed of factors concerning the position lid CRO, the experience of the
supervisory board and the risk committee. An achgmtof this measure is that it uses
many different aspects of the risk management azgdon. A disadvantage is the
payments of the CRO and the CEO. This is not alweasy to find for Dutch banks,
when the CRO is not in the executive board. Whdtesat even more disadvantageous,
is that these measures show to be the most impadamponents in the index. However,

the parts that are applicable could still be used.

Finally, Aebiet al.(2011) decided to extend the ERM implementationsueaby Ellul
& Yerramili (2010), in order to measure the effexdt corporate governance on risk

management practices. These authors base theix iolethe best practices for risk
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management, defined by Mongiardino & Plath (20I®ey argue that each bank should
have a dedicated board-level risk committee, ottla majority is independent, and that
the CRO should be in the executive board. Furthbey use the common
recommendation to ‘put risk high on the agenda’ gneddifferent sources that have give
an indicator for that. These indicators are alsxus measuring ERM implementation.
However, these authors do not compose an indexobtite different variables. This
makes it difficult to draw conclusions on the etteof the whole measure on firm
performance. Right now, it is only possible to dreanclusions on the effect of a single
measure. Also the collinearity between the differaeasures is not taken into account,
which could also change the results. These disadgaa could be solved, when the

different measures are put into an index in theeagech.

Since the measurements of Aabial. (2011) are derived from the index developed by
Ellul & Yerramili, and all the information that iseeded for the first measurements is
readily available, it is decided to use the measergs of Aebiet al. (2011). In a later
stadium from this research, it is shown how théed#nt factors are formed into a single
variable, to develop an ERM index. Agdial. (2011) use ten different indicators for
their risk management measure, which will be byieilscussed now. First, the presence
of a CRO in the executive board, and the preseheeisk committee on the board level
are taken into account. It is argued that the presef these factors defines whether
banks implemented ERM. As was stated before, a @R®sponsible for managing all
the business risk and this should lead to a holagiproach. A risk committee on the

board level is responsible to oversee all the risksl this makes it possible to see
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interdependencies. Further, it is argued that beemel board independence and financial
expertise have an influence on ERM implementafidncd, several characteristics of the
risk committee are taken into account. These aetimber of risk meetings, the number
of directors and the independence of these direckonally, the reporting lines are taken
into account. These consist of the reporting from €RO to the supervisory board, and

the direct reporting from the CRO to the CEO.

2.5 Summary of the Chapter

There are several signals that show that compaaesimplementing ERM. Earlier
research on ERM and firm performance use the appeimt of a Chief Risk Officer
(CRO) as an indicator that ERM is implemented (bmderg & Hoyt, 2011). They argue
that a CRO is responsible for the management ahaltisks and the oversight over these
risks. ERM implementation is measured as the appmint of a Chief Risk Officer
(CRO), and the market reaction to it as the accativ abnormal return. Pagach &
Warr (2010) measured the impact of ERM implemeataton different firm factors
which are argued to be affected by ERM implemeomatiThese factors are risk,
financial, asset and market characteristics of fimm. It is argued that ERM
implementation, measured as the appointment of &,C$hould lower the risk. For
financial characteristics, leverage, cash availgbihnd profitability are taken into
account, whereas asset characteristics shoulddsikething about the firm’s assets are
likely to be impaired in financial distress. Fialequity markets should react on a firm’s
decrease in expected costs of financial distre$égnwit has implemented ERM. The

authors found no significant relationship for thegariables, which leads to the
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conclusion that ERM implementation has no influeoceperformance, for both non-

financial and financial firms.

There are findings that suggest that ERM implentemtaenhances firm performance of
financial companies in general. An example is thpgp by Liebenberg & Hoyt (2011),
who investigate the relation between ERM adoptiod dirm value at insurance
companies. These authors also use CRO appointmsntindicator for ERM
implementation, but use firm value as dependeniabla. Firm value is measured as
Tobin’'s Q. ERM does enhance firm value in genéf#hen using another measure for
ERM implementation, namely the Standard & Poor& nmanagement rating, as was
done by McShane, Nair & Rustambekov (2011), a nacirate answer could be given
to the question whether ERM leads to better firnu@dor banks. The results show that
ERM is significantly positively related to firm wa, controlled for other factors. There is
also a significant relationship between poor ERMIdy and firm value. However, there
is no significant relation between high ERM quabityd firm value, which suggests that
ERM is valued only up until a certain level of sagication. This study seeks to
investigate thempact of Enterprise Risk Management implementatanthe value of

companies listed at Nairobi Securities Exchange.

26



CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction

This chapter provides the methodology of the stuldygives the specific procedures that
were followed in undertaking the study. The reslkeadesign, population, sampling

design, data collection methods and data analysidescribed in this chapter.

3.2 Resear ch Design

The research design employed in this study wasrigéise research design inform of a
survey. The major purpose of descriptive reseaedigd is to describe the state of affairs
as it is at present. According to Mugenda and Mdg€g1999), a descriptive research is a
process of collecting data in order to answer gomstconcerning the status of the
subjects in the study. The primary use of desepsitatistics is to describe information
or data using numbers (create number of picturéseoinformation). The characteristics
of groups of numbers representing information cqladae called descriptive statistics
(Kay, 1997). According to Mugenda and Mugenda (398& type of research attempts

to describe such things as possible behaviorudés, values and characteristics.

These descriptions of a descriptive research matefite the purpose of this study, as the

intention of this study was to investigate tinepact of Enterprise Risk Management

implementation on the value of companies listedNairobi Securities Exchange. The
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advantage or the purpose of using descriptive relsedesign in this study is to ensure

the in depth description of the state of affairs.

3.3 Target Population

Target population in statistics is the specific ypagon about which information is
desired. According to Ngechu (2004), a populat®raiwell-defined or set of people,
services, elements, and events, group of thingsoseholds that are being investigated.
The population of interest of this study comprisdd0 companies listed at the Nairobi
Securities Exchange (NSE, 2012). Thus the studylucted a census survey owing to

the small number of NSE listed companies.

3.4 Sample

According to Cooper and Schindler (2003), a sangpliame is a list of elements from
which the sample is actually drawn and closelyteglao the population. This ensured
that the sampling frame is current, complete aheveat for the attainment of the study
objectives. A sample technique is a statisticahnépue a researcher adopt to develop an
appropriate sample that is a representative of pulpton under study. The study
employed a purpose sampling to select one resporiieance Manager) from each
company. The study sampled 55 respondents who twenespondent for this study. The

study covered a period of 5 years from year 200/t 2011.
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3.5 Data Collection Procedure

Data collection is the most crucial part in gathgrihe required information with a view
of achieving the research objective stated. Theareher acknowledges the various
options available as data collection methods oeaeh instruments, each with its
advantages and disadvantages. In order to invéstite impact of Enterprise Risk

Management implementation on the value of compahsted at Nairobi Securities

Exchange, self-administered questionnaires wetdhiised among sampled respondents.
Questionnaires were designed to investigatartipact of Enterprise Risk Management
implementation on the value of companies listedNatrobi Securities Exchange. This
made it easier to get adequate and accurate infmmaecessary for the research. The
researcher used structured questionnaires as the dada collection instrument.

Secondary data was collected for a period of fearg from year 2007 to year 2011.

3.6 Data Analysis

Before processing the responses, the completedtiguesires were edited for
completeness and consistency. The content analgsisised to analyze the respondents’
views about the impact of Enterprise Risk Managdnmaplementation on the value of
companies listed at Nairobi Securities Exchange d&ta was then coded to enable the
responses to be grouped into various categoriescripéive statistics such as means and
standard deviation were also used to help in deéysis. Tables were used to present the

data collected for ease of understanding and aisalys
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The companies’ financial statements were obtainet the company websites to collect
information on the average size, growth, leveragefit, firm value of the companies as
at the last audited accounts. Data collected usiagesearch questionnaire was analyzed

using descriptive statistic to identify the mead @ercentage of responses received.

A multivariate regression equation was used toyaeatiata on the relationship between
ERM and the values of the firm because it allowsthes use of several predictive
variables simultaneously (Beasley et al, 2005). digtinctly isolate the relationship
between ERM and value of the company, we need ntraldfor other factors that could
influence firm value (Liebenberg and Hoyt, 2003aBley et al, 2005; Hoyt et al, 2008).
The controlling variables we will use are similar those used by Hoyt et al (2008).
Information gathered for assessing the impact oMER the value of the firm was
modeled into a multivariate regression;

FIRM VALUE = f [ERM LEVEL, SIZE, LVG, PROFIT, GWTH]

The logit regression equation will be

Y = Bo + p1ERM Level +f,Size+ B3Lvg+ B4 Profit+ fs Gwth +¢

Y is the value of the firm; it was measured by nedito book value of the firm

ERM level will measure the implementation of ERM in the angation which will be
measured by their stages of ERM implementatiom{é&aork), which reflects a value
ranging from 1 to 5 where; 5 = complete framewaorbkliace, 4 = partial ERM framework
in place, 3 = planning to implement ERM, 2 = Invgsting ERM but no decision made

and 1 = no plans exist to implement ERM.
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Size, was measured by the use the log of the book valusssets to control for size

related variations in Tobin’s Q .There is evidetita large firms are more likely to have
ERM programs in place (Colquitt et al, 1999, Liebery and Hoyt, 2003, Beasley et al.,
2005). Thus, it is necessary to control for sizéhia model because the ERM indicator
may proxy for firm size. This study uses the loghs book value of assets to control for

size related variations in Tohirs Q.

LVG is leverage of the firm; leverage was measuredhbyratio of the book value of
liabilities to the market value of equity. To caitrfor relationship between capital
structure and the company’s value, this study hetua leverage variable that is equal to

the ratio of the book value of liabilities to therket value of equity.

Profit is the profitability of the firm; a profit was meaed by return on assets (ROA).
Profitable firms are more likely to trade at a prn@m thus to control for profitability this

study includes return on assets (ROA) in our regoesmodel.

Growth is the growth of the firm, Historical (one-yeaales growth as a proxy for future
growth opportunities. Emulating Hoyte et al (2008)s research uses historical (one-

year) sales growth as a proxy for future growtharpmities.

3.7 Validity and Reliability

Validity may be defined as the ability of a testm@asure what it purports to measure.

Validation of the research instrument was doneds®/ af a pilot study. Prior to the actual
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study, pilot test of the measures was conductethstgprospective sample population.
The subject to be approached during piloting waskathso that they cannot be applied
in the final study. The wordings of items were ¢altg modified based on the pilot test
outcomes and reviewed. Pre-testing the questiommaais of great significance in this
survey. The questions was re-examined to ensuteéh&ga are not ambiguous, confusing,
or potentially offensive to the respondents leadmbiased responses. This enhanced in

increasing validity of the research instruments.
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CHAPTER FOUR

DATA ANALYSISAND INTERPRETATION

4.1 Introduction

This chapter presents the research findings ompact of enterprise risk management
implementation on the value of companies listedNatrobi Securities Exchange. The
study was conducted on 47 firms listed at the N®Erev secondary data from the period

of 2007 to 2011 was used in the analysis. Regresaialysis was used in analysing the

data.

4.2 Data Analysis and Presentation

4.2.1 Descriptive Analysis

Table 4.1: level of implementation in your organization (2011)

Level Frequency Percent
No ERM framework and no plans to introduce one 2 6 5
No ERM framework is in place but there is a plamtooduce 3 8.3
one in the short-term

ERM framework is a partially developed concept Hrete is 7 19.4
no clear timetable for implementation

ERM framework is well formulated across the bussnegth a 11 30.6
clear timetable for implementation but implememtathas not

started

ERM framework is well formulated across the bussnegth 10 27.8
implementation in progress and a clear timetahie fo

completing implementation.

ERM framework is well formulated across the bussnesd 3 8.3
fully implemented

Total 36 100
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From the finding on the level of implementationEiterprise Risk Management in the
organization, the study found that most of the oizition as shown by 30.6% indicated
that ERM framework is well formulated across thesibhass, with a clear timetable for
implementation but implementation has not star@&d8% of the respondent indicted
ERM framework is well formulated across the bussnedth implementation in progress
and a clear timetable for completing implementatib®4% of the respondent indicated
ERM framework is a partially developed concept dheére is no clear timetable for
implementation, those who indicated ERM framewaskwell formulated across the
business and fully implemented and No ERM framewsiik place but there is a plan to
introduce one in the short-term were shown by 8i8%ach case whereas 5.6% of the

respondent indicated no ERM framework and no plamstroduce one .

Table 4.2: Risk management influence the financial performance of thefirm

Opinion Frequency Percent
Yes 32 88.9
No 4 11.1
Total 36 100

From the findings on whether risk management imibegethe financial performance of
the firm, the study revealed that majority of tlespondent as shown by 88.9% agreed
that risk management influence the financial penfomnce of the firm, whereas 11.1% of
the respondent were of the opinion that risk mamege does not influence the financial
performance of the firm, this is an indication thak management influence the financial

performance of the firm.
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Table4.3: Enterpriserisk management in the organization

Attribute

M ean

Std

Deviation

Enterprise Risk management is seen as a methdahfailing

the risks which an organization is exposed to

4.3659

.58121

ERM is more than a comprehensive coverage of risk

consistency in risk management across the enterpris

a4.2683

44857

The main objective of Enterprise Risk managementoi
protect the organization from severe financial ui$ion due
to accidental losses, and do this at an affordablg none

fluctuating cost

5 4.1707

.66717

Enterprise risk management (ERM) can be considasethe
third generation of risk management which movedyafram
the “silo” approach toward an approach taking goowate-

wide view

4.4585

.52961

Enterprise Risk management is the process apptiexts an
organization and designed to identify and managenajor
risks faced by the firm, and to implement integiagérategies
that help achieving the enterprise objectives amactimizing

its value

3.9756

12415

Market risk is ‘the risk of change in the valueafinancial
position due to a change in the value of the ugydegl
components of which that position depends

4.0000

70711

Credit risk is ‘the risk of not receiving the praad
repayments on outstanding investments, becausefadld of

the borrower’

4.2927

.64202

In order to prevent these risks to give negativécames,

companies engage into risk management, the pumfossk

4.1220

management is to reduce the volatility of firm \alu

74817
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From the findings on the respondent level of ages@non various aspects of enterprise
risk management in the organization, the study datlvat that majority of the respondent
agreed that Enterprise Risk management is the ggaggplied across an organization and
designed to identify and manage all major riskedaby the firm, and to implement
integrated strategies that help achieving the priter objectives and maximizing its
value as shown by mean of 3.9756, market riskhis tisk of change in the value of a
financial position due to a change in the valughaf underlying components of which
that position depends as shown by mean of 4.0order to prevent these risks to give
negative outcomes, companies engage into risk neamawgt, the purpose of risk
management is to reduce the volatility of firm \alas shown by mean of 4.1220, the
main objective of Enterprise Risk management igrtdect the organization from severe
financial disruption due to accidental losses, a@adthis at an affordable and none
fluctuating cost as shown by mean of 4.1707, ERMmisre than a comprehensive
coverage of risk and consistency in risk manageraerdss the enterprise as shown by
mean of 4.2683, Credit risk is ‘the risk of note&ing the promised repayments on
outstanding investments, because of default of bbweower as shown by mean of
4.2927, Enterprise Risk management is seen aslaothé&ir handling the risks which an
organization is exposed to as shown by mean of59.26d Enterprise risk management
(ERM) can be considered as the third generatiamskfmanagement which moved away
from the “silo” approach toward an approach takangorporate-wide view as shown by
mean of 4.4585, this was supported by low stand#ediation an indication that

respondent had similar opinions.
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Table 4.4: Implementation of enterpriserisk management and how the influence

firm value

Attributes Mean | Std
deviation

ERM should not only deliver value to shareholdé@rshould alsgd 4.2927 | .64202

deliver value and performance in general to othekeholders

ERM and firm performance use the appointment ofh@elCRisk| 4.3902 | .58643

Officer (CRO) as an indicator that ERM is implernezht

CRO is responsible for managing all the businesk and thig§ 4.4390 | .54994

should lead to a holistic approach

A risk committee on the board level is responsibleversee all the 3.7122 | .63726

risks, and this makes it possible to see interdépecies

Board size, board independence and financial eispettave an 4.3659 | .66167

influence on ERM implementation

Every risk management practice is a negative nesgmt value 4.1220| .71397

project and should not be undertaken

Risk management could lower the risk, but that ihisaid for with| 4.0976 | .80015

lower returns for shareholders

ERM implementation is measured as the appointmérmt Ghief| 4.4122 | .55326

Risk Officer (CRO), and the market reaction to i #he

accumulative abnormal return

ERM implementation, measured as the appointmena @¢RO,| 4.0000 | .59161

should lower the risk

Equity markets should react on a firm’s decreasexjpected costs 4.0976 | .80015

of financial distress, when it has implemented ERM

ERM implementation has no influence on performarioe,both| 4.1707 | .66717

non-financial and financial firms

ERM implementation enhances firm performance ofaririal| 3.6610 | .50243

companies in general.

ERM focuses on improving capital efficiency, sugpay strategiq 4.2927 | .67985

decision-making and building investor confidence
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On the respondent level of agreement on variouscasyd implementation of enterprise
risk management and how the influence firm valbe, dtudy found that majority of the
respondent agreed that ERM implementation enhahgesperformance of financial
companies in general as shown by mean of 3.664i4k @ommittee on the board level is
responsible to oversee all the risks, and this sakgossible to see interdependencies as
shown by mean of 3.7122, ERM implementation, mesbwas the appointment of a
CRO, should lower the risk as shown by mean of Bduity markets should react on a
firm’s decrease in expected costs of financialrdss, when it has implemented ERM
and Risk management could lower the risk, but tiiatis paid for with lower returns for
shareholders as shown by mean of 4.0976, Evdoym@agement practice is a negative
net present value project and should not be urkimtas shown by mean 4.1220, ERM
implementation has no influence on performance,bimh non-financial and financial
firms as shown by mean of 4.1707, ERM focuses opraowing capital efficiency,
supporting strategic decision-making and buildimgestor confidence and ERM should
not only deliver value to shareholders, it shoukbaleliver value and performance in
general to other stakeholders as shown by mear2624 in each case , board size, board
independence and financial expertise have an imfeeon ERM implementation as
shown by mean 4.3659, ERM and firm performancethiseppointment of a Chief Risk
Officer (CRO) as an indicator that ERM is implenezhas shown by mean of 4.3902,
ERM implementation is measured as the appointmieatCGhief Risk Officer (CRO), and
the market reaction to it as the accumulative aiabrreturn as shown by mean of

4.4122 and CRO is responsible for managing albtmness risk and this should lead to
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a holistic approach as shown by mean of 4.439@, was supported by low standard

deviation an indication that respondent held sinolainions .

4.2.2 Regression Analysis
Year 2007

Table4. 5: Modd Summary

Model R R Square Adjusted R Square Std. Erroref th
Estimate
1 .886 .785 752 .632

Adjusted R squared is coefficient of determinatighich tell us the variation in the
dependent variable due to changes in the independeable, from the findings in the
above table the value of adjusted R squared was20an indication that there was
variation of 75.2% on firm value of companies lisi# the NSE due to changes in the
independent variable which are ERM level, sizeetage, profit and growth of the firm
at 95% confidence interval. This shows that 75.28&nges in firm value could be
accounted for by ERM level, size, leverage, prafiid growth of the firm at 95%
confidence interval. R is the correlation coeffitigvhich shows the relationship between
the study variable, from the findings shown in thlele above there was a strong positive

relationship between the study variable as showd.8§6.
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Table 4.6: Coefficients

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error | Beta t Sig.
1 Constant 3.327 534 6.227 .000
ERM Level 118 077 .164 1.519 133
Size .198 .099 237 2.011 .048
Leverage 271 .130 278 2.083 .040
Profitability .035 124 .036 .285 776
Growth .208 .093 .268 2.231 .028

The established regression equation for year 20 w

Y =3.327 + 0.118ERM levels + 0.198 Size + 0.2%ktage + 0.035 profitability + 0.208

growth

From the above regression equation it was revetidat holding ERM level , size ,

leverage , profit and growth of the firm at 95% fidence interval to a constant zero ,
firm value of companies listed at the NSE woulthstat 3.327 , a unit increase in ERM
level of implementation would lead to increasd¢hia firm value by a factors of 0.118,
unit increase in size of the company would leadhtwease in firm value by factors of
0.198 , unit increase in leverage of the firm wodkhd to increase in firm value by a
factor of 0.271 , unit increase in profitabilityould lead to increase in the firm value by
a factors of 0.035 , further unit in growth of tfens listed at the NSE would lead to

increase in firm value by a factor of 0.208.
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Year 2008

Table4.7: Model Summary

Model R R Square Adjusted RStd. Error of the
Square Estimate
1 .832 .692 .653 .583

Adjusted R squared is coefficient of determinatwhich tell us the variation in the
dependent variable due to changes in the indepéndeable, from the findings in the
above table the value of adjusted R squared was30af indication that there was
variation of 65.3% on firm value of companies lisi@# the NSE due to changes in the
independent variable which are ERM level, sizeetage, profit and growth of the firm
at 95% confidence interval. This shows that 65.38&nges in firm value could be
accounted for by ERM level, size, leverage, prafiid growth of the firm at 95%
confidence interval. R is the correlation coeffitigvhich shows the relationship between
the study variable, from the findings shown in thlele above there was a strong positive

relationship between the study variable as showd.8$2.
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Table 4.8: Coefficients

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error | Beta Sig.
1 Constant 2.809 519 5.414 .000
ERM Level .012 .049 .026 .256 .799
Size .016 .099 .024 .166 .868
Leverage .102 .078 164 1.301 197
Profitability .088 .104 .104 .844 401
Growth .058 .100 .075 573 .568

The established regression equation for year 2G38 w

Y = 2.809 + 0.012 ERM levels + 0.016 Size + 0.162etage + 0.088 profitability +

0.058 growth

From the above regression equation it was revetidat holding ERM level , size ,

leverage , profit and growth of the firm at 95% fidence interval to a constant zero ,
firm value of companies listed at the NSE wouldchdtat 2.809 , a unit increase in ERM
level of implementation would lead to increasd¢hia firm value by a factors of 0.012,
unit increase in size of the company would leadhtwease in firm value by factors of
0.016 , unit increase in leverage of the firm wodkhd to increase in firm value by a
factor of 0.102 , unit increase in profitabilityould lead to increase in the firm value by

a factors of 0.088 , further unit in growth of tfens listed at the NSE would lead to

increase in firm value by a factor of 0.058.
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Year 2009

Table4.9: Model Summary

Model R R Square Adjusted RStd. Error of the Estimate
Square
1 757 573 526 .805

Adjusted R squared is coefficient of determinatwhich tell us the variation in the
dependent variable due to changes in the indepéndeable, from the findings in the
above table the value of adjusted R squared waa60eh indication that there was
variation of 52.6% on firm value of companies lisi@# the NSE due to changes in the
independent variable which are ERM level, sizeetage, profit and growth of the firm
at 95% confidence interval. This shows that 52.98anges in firm value could be
accounted for by ERM level, size, leverage, prafiid growth of the firm at 95%
confidence interval. R is the correlation coeffitigvhich shows the relationship between
the study variable, from the findings shown in thlele above there was a strong positive

relationship between the study variable as showd.B§7.
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Table 4.10: Coefficients

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error | Beta t Sig.
1 Constant 2.385 408 3.944 .348
ERM Level .209 .089 222 2.347 .021
Size .069 .095 .080 732 466
Leverage 134 .097 135 1.375 173
Profitability 270 .091 .269 2.951 .004
Growth .022 .092 .019 .236 .814

Y = 2.385 + 0.209 ERM levels + 0.069 Size + 0.184etage + 0.270 profitability +

0.022 growth

From the above regression equation it was revetidat holding ERM level , size ,

leverage , profit and growth of the firm at 95% fidence interval to a constant zero ,
firm value of firms listed at the NSE would staaic?.385, a unit increase in ERM level
of implementation would lead to increase in themfvalue by a factors of 0.209, unit
increase in size of the company would lead to @ean firm value by factors of 0.069 ,
unit increase in leverage of the firm would leadricrease in firm value by a factor of
0.134, unit increase in profitability would letaincrease in the firm value by a factors

of 0.270 , further unit in growth of the firmstksl at the NSE would lead to increase in

firm value by a factor of 0.022.

44




Year 2010

Table4.11: Model Summary

Model R R Square Adjusted R Square  Std. Error ofe
Estimate
1 925 .855 .815 .535

th

Adjusted R squared is coefficient of determinatwhich tell us the variation in the

dependent variable due to changes in the indepéndeable, from the findings in the

above table the value of adjusted R squared wak50a® indication that there was

variation of 81.5% on firm value of companies lisi@# the NSE due to changes in the

independent variable which are ERM level, sizeetage, profit and growth of the firm

at 95% confidence interval. This shows that 81.98anges in firm value could be

accounted for by ERM level, size, leverage, prafiid growth of the firm at 95%

confidence interval. R is the correlation coeffitigvhich shows the relationship between

the study variable, from the findings shown in thlele above there was a strong positive

relationship between the study variable as showd. ®%5.
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Table4.12; Coefficients

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error | Beta t Sig.
1 Constant 1.614 .394 4.098 .000
ERM Level .263 .067 .385 3.911 .000
Size 111 .056 .207 1.991 .050
Leverage 233 .079 317 2.940 .004
Profitability .010 .058 .016 .169 .866
Growth 011 071 .016 154 .878

Y =1.614 + 0.263 ERM levels + 0.111 Size + 0.23&lage + 0.010profitability + 0.011
growth

From the above regression equation it was revetilat holding ERM level , size ,
leverage , profit and growth of the firm at 95% fidence interval to a constant zero ,
firm value of firms listed at the NSE would staaidl.614, a unit increase in ERM level
of implementation would lead to increase in themfvalue by a factors of 0.263, unit
increase in size of the company would lead to meeen firm value by factors of 0.011 ,
unit increase in leverage of the firm would leadricrease in firm value by a factor of
0.233, unit increase in profitability would letaincrease in the firm value by a factors
of 0.010 , further unit in growth of the firmstksl at the NSE would lead to increase in

firm value by a factor of 0.011.
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Year 2011

Table4.13: Model Summary

Model R R Square Adjusted R Square Std. Error ofe
Estimate
1 .860 .740 .718 .608

th

A Adjusted R squared is coefficient of determinatiwhich tell us the variation in the

dependent variable due to changes in the indepéndeable, from the findings in the

above table the value of adjusted R squared wak80an indication that there was

variation of 71.8% on firm value of companies lisi@# the NSE due to changes in the

independent variable which are ERM level, sizeetage, profit and growth of the firm

at 95% confidence interval. This shows that 71.8%anges in firm value could be

accounted for by ERM level, size, leverage, prafiid growth of the firm at 95%

confidence interval. R is the correlation coeffitigvhich shows the relationship between

the study variable, from the findings shown in thlele above there was a strong positive

relationship between the study variable as showd.8§0.

47



Table 4.14: Coefficients

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error | Beta t Sig.

1 | Constant 1.908 578 3.300 .001
ERM Level .022 .054 .042 410 .683
Size .032 .104 .037 .304 762
Leverage .340 .088 453 3.886 .000
Profitability 155 .090 189 1.721 .089
Growth .038 .095 041 400 .690

Y = 1.908 + 0.022 ERM levels + 0.032 Size + 0.3d@etage + 0.155 profitability +
0.038 growth

From the above regression equation it was revetidat holding ERM level , size ,
leverage , profit and growth of the firm at 95% fidence interval to a constant zero ,
firm value of firms listed at the NSE would staaidl.908, a unit increase in ERM level
of implementation would lead to increase in themfvalue by a factors of 0.022, unit
increase in size of the company would lead to @ean firm value by factors of 0.032 ,
unit increase in leverage of the firm would leadrcrease in firm value by a factor of
0.340, unit increase in profitability would letaincrease in the firm value by a factors
of 0.155 , further unit in growth of the firmstksl at the NSE would lead to increase in

firm value by a factor of 0.038.
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4.3 Summary and Inter pretation of Findings

The study found that variation in value of the fioan be accounted for ERM level of
implementation, size of the company, growth of ¢benpany, leverage and profitability
of the company. The study further revealed thatetlveas strong relationship between
firm value and ERM level of implementation, size thie company, growth of the
company, leverage and profitability of the compdfypm the regression equation it was
revealed that growth of the firm, size of the firpnofitability of the firm, leverage and
ERM level of implementation had positive relatioipstvith value of the firm listed at the

NSE.

The study had intended to investigate ftinepact of enterprise risk management
implementation on the value of companies listetNairobi Securities Exchange. From
the findings on the regression analysis, adjusteduired is coefficient of determination
which tell the variation in the firm value in theSE due to changes in ERM level, size,
leverage, profit and growth, the study revealed tleue of adjusted R square ranged
between 0.815 and 0.526, this is an indication aaation in value of the firm can be
accounted for by ERM level of implementation siZetlte company, growth of the
company, leverage and profitability of the compahye study further revealed that there
was strong relationship between firm value and EB\&| of implementation size of the
company, growth of the company, leverage and @afity of the company.

The established regression equation for year 2085 w

Y =3.327 + 0.118ERM levels + 0.198 Size + 0.2%Ektage + 0.035 profitability + 0.208

growth
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The established regression equation for year 2G838 w

Y = 2.809 + 0.012 ERM levels + 0.016 Size + 0.182efrage + 0.088 profitability +
0.058 growth

The established regression equation for year 2G89 w

Y = 2.385 + 0.209 ERM levels + 0.069 Size + 0.184efage + 0.270 profitability +
0.022 growth

The established regression equation for year 2G4 w

Y =1.614 + 0.263 ERM levels + 0.111 Size + 0.23&fage + 0.010profitability + 0.011
growth

The established regression equation for year 2CGisl w

Y = 1.908 + 0.022 ERM levels + 0.032 Size + 0.3d@efage + 0.155 profitability +
0.038 growth

From the above regression equations, it was redehbd there is a positive relationship
between growth of the firm, size of the firm, ptability of the firm, leverage and ERM
level of implementation. These finding is consisteith the findings of The Economist
Intelligence Unit (2009) which found that on theeseage, respondents had implemented
an ERM strategy but had not communicated the gtyateell across departments. This
was also the case in Beasley (2005).In investigatvhether the level of ERM
implementation has a significant positive impacttbe value of companies, this study
found that the level of ERM had a significant pesitcontribution to the value of the
firm as measured by Tobirs Q. This finding contradicts studies undertaken by

Modigliani and Miller (1958), Sharpe (1964), Lintngl965), Nain (2004), Lookman
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(2004) and Jin and Jorion (2005). This studies lemeal that implementation of risk

management strategies is irrelevant to the firnhgeva

However, the research findings in this study anesistent with literature reviewed, that
indicates that there is a significant relationdigween the level of ERM implementation
and value of the company (Hoyt et al 2008; Beasleql, 2005; Kleffner et al, 2003).
This is evidenced by the results from the regressiodel with a positive and statistically
significant coefficient for the level of ERM implemntation. Lam and Kawamoto (1997)
and Meulbroek (2002) also found that Enterprise kRmanagement makes risk
management part of the company’s overall strategyemables companies to make better
risk adjusted decisions that maximizes sharehold&re. As discussed by Hoyte et al
(2008), firms that engage in ERM are able to bettederstand the aggregate risk
inherent in different business activities. Accogliio the regression analysis results, the
study finds that there is a significant relatiopsbetween the value of the firm and the
Level of ERM implementation, the company’s size dhd profitability of the firm.
Consistent with Hoyt et al (2008) and Beasley e(2805) this study finds that the
implementation of ERM has a strong positive lineHiect on the value of the company.
The coefficient on ERM level is positive and sigrant. This finding s similar to that of
Hoyte et al (2008) that found that insurance cormgsaengaging in ERM are valued at

16.7% higher than other insurance companies.

In line with evidence that large firms are moreelikto have ERM programs in place

(Colquitt et al, 1999, Liebenberg and Hoyt, 2008a8ey et al., 2005), this study also
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finds that the size of the organization has a figant influence of the value of the firm.
To add to that, Allayannis and Weston (2001) finat tprofitable firms are more likely to
trade at a premium thus a positive relationshipvbeh a company’s profitability and its
value as measured by Tobins Q. Leverage, dividend gnd growth were found not to
have a significant influence on the value of congsias measured by Tobin’s Q. This is
partially consistent with Hoyte et al (2008) whal diot find a significant relationship
between the value of the firm and the growth andrgge variables of the firm. However
they found a positive relationship between dividgaid and value of the firm with the
notion that dividend payments are a valuable metifoeducing agency costs associated
with free cash flow. This notion doesn’t seem tédho companies listed in the NSE.

The findings are consistent with Kleffner et al0Q3) and Hoyt et al (2008) who
suggested that larger firms are more likely to adBRM because the larger the
organization, the more complex its operations piitibably be and the more its exposure
to threatening events. This finding is consistenthwhe findings of Beasley (2005)
where the relationship between the level of ERM lementation and the size of the
company were found not to be statistically sigmifit This finding could be consistent
with prior research due to the fact that ERM i athew concept in the companies listed
in the Nairobi Securities Exchange and thus theellegf information on its
implementation and the availability of skills to plement is the key driver of its
implementation rather than the size of the comp&ayh large and small companies are

still trying to acquire skills on how to implemdaRM.
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The significant and positive coefficient for existe of a CRO/Risk champion suggests
that the presence of this position is positivelpoasated with the extent of ERM
deployment. This finding suggests that the preseneerisk champion among the senior
management team significantly increases the estyage of ERM deployment. The
findings of the study are consistent with thos8eésley et al (2005) and Liebenberg and
Hoyt (2003) that concluded that this finding sudgethat the presence of a risk
champion among the senior management team sigmtifydacreases the entity’s stage of
ERM implementation. However, whereas those studiso found that board
independence and industry of operation had a signif influence on the level of ERM
implementation of companies, these papers did mat &ny significant relationship

between this variables and the level of ERM impletaton in companies.

Therefore, though contingency theory contends thate is no one best way of
organizing and that an organizational style thagfisctive in some situations may not be
successful in others (Fiedler, 1964), this stuayldi that the level of implementation of
ERM in companies listed in the NSE is significantglated to the appointment of a
CRO/Risk champion but not significantly relatedth@ other variables of study. This
finding seems to suggest that there is one “begt wlagetting a company to increase its
level of ERM implementation and this is by appoigtia Chief Risk Officer or Risk

Champion. The findings of this study might be ingistent with contingency theory
because ERM implementation is still at its infarstggge in Kenya having picked up in
the year 2005 thus the reason it's only signifisamfluenced by one variable that is

related with its initiation in an organization. Thtore, for corporate executives of
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companies in Kenya to advance in their levels oMERIplementation so as to reap the
benefits of its value addition to companies, thegutd ensure that their organizations
appoint a risk champion at senior management lewvdead their risk management

initiatives.

The research findings show that most of the congsafisted in the NSE have not
implemented an ERM framework but have plans to @m@nt one in the short run. This
finding differs from that of The Economist Inteligce Unit (2009) which found a bigger
percentage of its respondents (26%) had implemeatedERM strategy but had not
communicated the strategy well across departmentse biggest percentage of
respondents (41%) in Beasley (2005) also indicttatithey had partially implemented
ERM. The findings of this study could have beenuenced by the fact that ERM is still
a new phenomenon in Kenya having gained momentu2@@® with the introduction of

a regulatory requirement by the central bank ofyéerequiring that all banks implement

and enterprise Risk management Framework.

Eighty Two percent of the respondents indicated thair companies view ERM as a
strategic business partner as compared to 18% wilicated ERM as a compliance
initiative. This is inconsistent with the PWC (200survey that concluded that most
companies implement ERM as a result of regulatoeggure. However, the findings are
consistent with Tillinghats-towers Perrin surve¥@2) that found that less than half of
companies surveyed in the US cited regulatory reguent as motivator for ERM

implementation. With reference to Aabo (2004) whielated companies’ view of ERM
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to shareholder theory, we can conclude that sinegt sompanies surveyed viewed ERM
as a business partner, it therefore follows thet tompanies have a primary focus on

growing shareholder value as compared to stakehoédee.

The findings also show that 45% of the respondeatspanies have a Chief Risk Officer
who champions the implementation of ERM while if/86f the companies; ERM is
championed by the head of internal audit. Consistétih contingency theory, this study
found that the appointment of a Chief Risk Offitexd a significant influence on the
level of ERM implementation. This finding is corteist with Liebenberg (2003) that
found that firms appoint CROs to reduce informatiaaymmetry regarding the
company’s current and expected risk profiles thdtelb implementation of risk

management.
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CHAPTER FIVE
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1 Summary

This study was intended to investigate timepact of enterprise risk management
implementation on the value of companies listedNairobi Securities Exchange. The
focus was to determine the role that ERM implenteraplays to influence the firms’
decision in either going for more debt or equitytheir financing decisions. In order to
achieve this objective, the study was designealieat and analyse the relevant data for

Kenyan listed companies.

In order to determine the relationship between rieye and market to book ratio, the
study sort evidence from firms listed at the Kesy#airobi Securities Exchange.
Regression analysis on data from a sample of 41paares listed at the Exchange for
five years period from 2007 to 2011 was conductedxamine the variables firm value
and growth of the firm, size of the firm, profitéity of the firm, leverage and ERM level
of implementation. A suitable regression model wWasigned in order to capture all the

relevant variables of the study.

The study revealed that leverage of the firm carat®unted for by market value to
book ratio. There was strong negative relationslefwveen leverage and Market to Book
Ratio of the firm. A positive relationship betwekaverage and the other four control

variables namely; growth, size, leverage and @biiity was established.
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The study found that variation in value of the fioan be accounted for ERM level of
implementation, size of the company, growth of ¢benpany, leverage and profitability
of the company. The study further revealed thatethveas strong relationship between
firm value and ERM level of implementation, size thie company, growth of the
company, leverage and profitability of the compdfypm the regression equation it was
revealed that growth of the firm, size of the firpnofitability of the firm, leverage and
ERM level of implementation had positive relatioipstvith value of the firm listed at the

NSE.

The study had intended to investigate ftingpact of enterprise risk management
implementation on the value of companies listetNairobi Securities Exchange. From
the findings on the regression analysis, adjusteduired is coefficient of determination
which tell the variation in the firm value in theSE due to changes in ERM level, size,
leverage, profit and growth. The study further edged that there was strong relationship
between firm value and ERM level of implementatisize of the company, growth of

the company, leverage and profitability of the camp

5.2 Conclusions

This finding provide an indication that regardledéshe differences between developed
and emerging markets, the implementation of ERMéhpssitive impact on the value of
companies. This finding is important in motivatiogyporate executives to make a deeper
commitment to implementation of ERM so as to retonore value to their shareholders.

Furthermore this study provides some initial exglory empirical evidence that
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highlights whether the implementation of ERM hashie addition effect on companies
or not and assesses several factors associatedtheitbrganization’s extent of ERM

implementation and their significance to that inmpéantation.

The findings of the study show that companies adoh ta their shareholders value by
implementing ERM thus have a competitive advantager companies that have not

implemented ERM or are at earlier stages of implaaten.

The results suggest that though other organizatahraracteristics like board
independence, industry of operation, regulatoryiregnents and rate of growth of the
company do not have a significant effect on theelleef ERM implementation in

companies, the appointment of a Chief Risk offiger critical to the level of

implementation of ERM in companies. This findingingportant for organizations to in
implementing policies for risk management sincendicates that for the policies to be
effective, the organization needs to appoint a ns&knagement champion/chief risk

officer at a senior management level.

The findings of this study suggest that comparhias have their primary focus on adding
shareholder wealth should implement ERM as it doedribute to the company’s market
value. Therefore, an ERM level positive coefficienticates that companies that
implement ERM in the NSE are valued higher thars¢hthat have not implemented

ERM.
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5.3 Palicy Recommendations

From the above discussion and conclusion the stecymmends that companies at NSE
must follow implement the Enterprise Risk Managememrder to reduce the amount of

business risk they face in their industry.

The study also recommends that companies mustratee that ERM implementation
increases the firm value. ERM implementation lewdluence the firm value, this will

assist firm inherent to risk by reducing the busgask they face.

It is recommended that financiers of companiesuiiclg both shareholders and debt
issuers keep a watch on ERM implementation asljt fien reduce the risk they face in

their industry as they increase their firm value.

There is need for regulatory agency like Capitallhé@a Authority to design policies that
will guide firms in implementation of ERM. The suawill help in understanding the

critical success factors enterprise risk managemeftrm Listed in NSE.

5.4 Limitations of the Study

This study was not without limitations. First, iasvdifficult to measure the level of ERM
implementation with limited subjectivity since welied on questionnaire responses to
identify the level of ERM implementation in the pesdents companies. In attaining its

objective the study was limited to 47 firms liswmuthe NSE.
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Secondary data was collected from the firms’ financeports. The study was also
limited to the degree of precision of the data wigd from the secondary source. While
the data was verifiable since it came from the dl@iSecurities Exchange publications,

it nonetheless could still be prone to these sbhariogs.

The study was Ilimited to establishing the relatopsfirm value and ERM
implementation level for firms listed at the Nair@ecurities Exchange. For this reason

the non-listed firms could not be incorporatedna study.

The study was based on a five year study perioah fitee year 2007 to 2011. A longer
duration of the study will have captured periods/afious economic significances such
as booms and recessions. This may have probaldy givonger time focus hence given

a broader dimension to the problem.

5.5 Suggestions for Further Studies

This study provides an initial base that can triggdditional research on ERM. The
academic community is positioned to greatly comtebto this growing public policy
need for more effective enterprise risk manageraadtcorporate governance in both the

private and public sector organizations.

From the findings and conclusion, the study recomasean in-depth study to be carried
out on the critical success factors influencing bthplementation of Enterprise Risk

Management to allow more insight.
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The study sought to determine the impact of ensFpisk management implementation
on the value of companies listed at Nairobi Selm#iExchange, the study recommends
an in-depth study to be carried out on the relatigqm between enterprise risk
management implementation and profitability of camigs listed at Nairobi Securities

Exchange.

The study sought to determine the impact of ensFpisk management implementation
on the value of companies listed at Nairobi Se@#&iExchange. The study recommends
that a similar study should be replicated to firne listed in the Nairobi Securities

Exchange.
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APPENDICES
Appendix 1: Survey Questionnaire

Questionnaires

This questionnaire is designed to collect data floampanies listed in the NSE on a
study on thelmpact of Enterprise Risk Management implementatonthe value of
companies listed at Nairobi Securities Exchangee data shall be used for academic
purpose only and it will be treated with confidality it deserves. The respondents are
highly encouraged and persuaded to respond taadkensents in this questionnaire in the
most truthful and objected way possible. Your ggpttion in facilitating this study will
be highly appreciated.
Kindly ticks in the space provided [ ] the corrembswer or supply the required
information where, required, please specify antiaiate.
Part A: Enterprise Risk Management

1. What is the level of implementation in your orgatian?

Level 2007 | 2008| 20009| 2010 201p
No ERM framework and no plans td 1 1 1 1
introduce one

No ERM framework is in place but there|ig 2 2 2 2

a plan to introduce one in the short-term

ERM framework is a partially developed: 4 4 4 4

concept and there is no clear timetable |for
implementation
ERM framework is well formulated acrosg 4 4 4 4
the business, with a clear timetable for
implementation but implementation has
not started
ERM framework is well formulated acros$ 5 5 5 5
the business, with implementation |in
progress and a clear timetable for
completing implementation.
ERM framework is well formulated acros$ 6 6 6 6
the business and fully implemented

67



2. In your opinion, does risk management influencefitm@ncial performance of the
firm?
Yes [ ) No ()

3. To what extent do you agree with the following agpef enterprise risk

management in the organization?

Attribute 112 |3 |4

Enterprise Risk management is seen as a methduafatling the risks
which an organization is exposed to

ERM is more than a comprehensive coverage of mskaansistency in
risk management across the enterprise

The main objective of Enterprise Risk managemernbiprotect the
organization from severe financial disruption doeatcidental losses
and do this at an affordable and none fluctuativgj c

U7

Enterprise risk management (ERM) can be considea®dhe third
generation of risk management which moved away ftom “silo”
approach toward an approach taking a corporate-webe

Enterprise Risk management is the process appliess an
organization and designed to identify and manabmajor risks faceg
by the firm, and to implement integrated stratedies help achieving
the enterprise objectives and maximizing its value

Market risk is ‘the risk of change in the valueaofinancial position dug
to a change in the value of the underlying comptneh which that
position depends

1%

Credit risk is ‘the risk of not receiving the prasad repayments gn
outstanding investments, because of default obdreower’

In order to prevent these risks to give negativec@mmes, companies
engage into risk management, the purpose of riskagement is t(
reduce the volatility of firm value

<

4. To what extent do you agree with the following atpef implementation of

enterprise risk management and how the influemoeyalue?

Attributes 112 (3 1|4 |5

ERM should not only deliver value to shareholdetrsshould alsg
deliver value and performance in general to otteteholders

ERM and firm performance use the appointment of aelCRisk
Officer (CRO) as an indicator that ERM is implenezht

CRO is responsible for managing all the businesdsand this should
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lead to a holistic approach

A risk committee on the board level is responsibl@versee all thg
risks, and this makes it possible to see interdépecies

D

Board size, board independence and financial espeiiave ar
influence on ERM implementation

Every risk management practice is a negative restemt value projeq
and should not be undertaken

—

Risk management could lower the risk, but that thipaid for with
lower returns for shareholders

ERM implementation is measured as the appointmiat@hief Risk
Officer (CRO), and the market reaction to it as #Hweumulative
abnormal return

ERM implementation, measured as the appointmeat@RO, shoulg
lower the risk

Equity markets should react on a firm’s decreaseximected costs (¢
financial distress, when it has implemented ERM

=

ERM implementation has no influence on performam@epboth non-
financial and financial firms

ERM implementation enhances firm performance ofariiial
companies in general.

ERM focuses on improving capital efficiency, sugpw strategic

decision-making and building investor confidence

Thank you for your time
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Appendix Il : Companieslisted on the Nairobi stock exchange

Agricultural
) Unilever Tea Kenya Limited
i) Kakuzi Limited
i) Rea Vipingo Plantations Limited
Iv) Sasini Tea and Coffee Limited

Commercial and Services

V) Car and General (K) Limited
Vi) CMC Holdings Limited

vii) Hutchings Biemer Limited
viii) Kenya Airways Limited

iX) Marshalls (EA) Limited

X) Nation Media Group
Xi) T.P.S Limited
Xii) Uchumi supermarket Limited

Finance and I nvestment
i) Barclays Bank Limited
i) C.F.C Bank Limited
i) Diamond Trust Bank Kenya Limited

iv) Housing Finance Company Limited
70



V) I.C.D.C Investments Company Limited

Vi) Jubilee Insurance Company Limited

vii) Kenya Commercial Bank Limited

viii)  National Bank of Kenya Limited

iX) N. I .C Bank Limited

X) Pan Africa Insurance Holdings Limited

Xi) Standard Chartered Bank Limited
Industrial and Allied

i) Athi River Mining Limited

i) B.O. C Kenya Limited

i) Bamburi Cement Limited

iv) British American Tobacco Kenya Limited

V) Carbacid Investment Limited

Vi) Crown Berger Limited

vii)  Olympia Capital Holdings Limited

viii)  E.A Cables Limited

iX) E.A Portland Cement Limited

X) E.A. Breweries Limited

Xi) Firestone E.A. Limited
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xii)
xiii)
Xiv)
XV)

XVi)

Kenya Oil Co. Limited

Mumias Sugar Company Limited
Kenya Power & Lighting Limited
Total Kenya Limited

Unga Group Limited

Alternative I nvestment

vii)

viii)

A. Baumann & Company Limited
City Trust Limited

Eaagads Limited

Express Limited

Wiliamson Tea Kenya Limited
Kapchorua Tea Company Limited
Kenya Orchards Limited

Limuru Tea Company Limited

Standard Group Limited.
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