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ABSTRACT

One of the central issues in corporate financebkas the dividend decision of a firm, which
has always been studied in relation to a firm'aficing and investment decisions. Many
studies have been done in an attempt to provideerssto the many questions arising from
dividend policy but mystery still surrounds theidend decision. Earnings are one of the key
determinants of dividend policy of firms since thastermine the level of payout and whether
to pay or not. When earnings swing due to econasoiwnturn, this turbulence is felt in
dividend policy, hence economic cycles cannot lwerdied from the dividend decisions of
firms. It therefore becomes more difficult whenreags are not stable; hence managers are
in a dilemma on how to handle dividend policy ircligal conditions. The objective of this
study was to find out the effect of earnings ondénd policy of cyclical firms listed at the
NSE. The study employed cross-sectional researdigmewith a quantitative research
approach to give accurate results. Regressionsinaias used to analyse the relationship the
Dividend payout ratio and earnings. Sales growtigquidity and leverage were taken as
control variables. To test for possible auto catieh, Durbin Watson t- test was used. From
the correlation result of the study, Earnings amade$ growth strongly influence dividend
payout of cyclical firms; Leverage influences paytima moderate extent whereas Liquidity
has an insignificant influence on payout of cydliians. Regression result of the study
identifies Earnings, Sales growth, Liquidity andveeage as critical factors influencing
dividend payout of cyclical firms. Therefore thigidy finds earnings cycles as a critical
factor that influences dividends, hence it recomatsethat firms should continuously manage
their accounting practices to ensure that earnuaggbles i.e. sales growth, liquidity and
leverage are properly handled to improve the pagbayclical firms, since the results show
that they critically influence dividend payout.



CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

A business cycle can be defined as a recurrengeendds of expansion (recovery) and
contraction (recession) in economic activity witlfeets on inflation, growth and
employment (Tremolizo, 2009). One cycle extendsmfeo Gross Domestic Product base line
through one rise and one decline, and back to dselime, a period typically averaging about
two and a half years. A business cycle affectsifafaifity and cashflow, making it a key

consideration in corporate dividend policy.

Dividend decision of the firm is a crucial arediofncial management. The important aspect
of dividend policy is to determine the amount ofreags to be distributed to shareholders
and the amount to be retained in the firm. If dérids are paid in cash, a firm in need of
financing investment opportunities will have to smiexternal financing. Dividend policy of

the firm, thus, has an effect on both the long témancing and the wealth of shareholders
(Pandey, 2010). Earnings of firms are one of the determinants of dividend policies of

firms since they determine the level of pay-out argbther to pay or not. It becomes more
difficult when the earnings are not stable duedonemic swings, hence managers are in a

dilemma on how to handle dividend policy in cyclicanditions.

1.1.1 Earnings

Cyclical earnings are earnings of firms whose fogtirest in large part on how the economy

is doing. Cyclical firms are those whose finangatformance moves up and down with the



economy. Economic trends normally affect industrgrigrmance by identifying and
monitoring key assumptions. An economy is monitoesdl gauged through economic
outlook and industry analysis. Economic trends take basic forms, One, cyclical changes
that arise from the ups and downs of the businpssations and two, structural changes that
occur when the economy is undergoing a major changeow it functions (Reilly and

Brown, 2007).

Industry performance is related to the stage of kiheiness cycle. Industry analysis is
challenging in that every business cycle is différand that determines future market
performance trends (Reilly and Brown, 2007). Busineycles are in place often in
industrialized democracies, but also in the devatpgvorld. Cyclical industries whose sales
rise and fall along with general economic actiatg attractive investments during the early
stages of an economic recovery which is attributedhigh degree of operating leverage.
There is benefit from sales increases during am@oic expansion. Industries with high

financial leverage likewise benefit from risingesmbolume (Nyamache et al., 2013).

1.1.2 Dividend Policy

The objective of dividend policy should be to maigenshareholders’ return so that the value
of their investment is maximized (Pandey, 2010)ar8holders’ return consist of two

components i.e. dividend or capital gain, and dimii policy has an influence on both. A low
payout policy may produce a higher share price liexat accelerates earnings growth. A
high payout policy means more current dividends basd$ retained earnings, which may
result in slower growth and perhaps lower markétepper share. Firms generally adopt
dividend policies that suit the stage of the lifele they are in. For instance high growth

firms with larger cash flows and fewer projectsdeto pay more of their earnings as



dividends (Kapoor, 2009). Stability or regularitydividends is considered a desirable policy
by management of most companies in practice. Shhtefs generally seem to favour this

policy and value stable dividends higher than flating ones.

Dividend policies of firms may follow several ingsting patterns, adding further to the
complexity of such decisions. First, dividends téméag behind earnings, that is, increases in
earnings are followed by increases in dividends dedreases in earnings sometimes by
dividend cuts (Kapoor, 2009). Second, dividends “atieky” because firms are typically

reluctant to change dividends; in particular, firaveid cutting dividends even when earnings
drop. Third, dividends tend to follow a much smastpath than do earnings (Abala, 2013).
Finally, there are distinct differences in dividepdlicy over the life cycle of the firm,

especially the companies that are vulnerable ta@eaonomic vicissitudes, such as those in

the cyclical industries.

1.1.3 Effect of Earnings on Dividend Policy

While it is true that good management and the rigiettegic and business choices can make
some cyclical firms less exposed to movements éeneibonomy, the odds are high that all
cyclical companies will see revenues decreaseditidbe of a significant economic downturn.
Cyclical companies are therefore at the mercy efettonomic cycle (Damodaran, 2009). The
volatility in revenues at cyclical companies wik Imagnified at the operating income level
because these companies tend to have high opetatiatgage (high fixed costs), and this
therefore manifests itself in even greater swingqé income. Building on the theme that
cyclical companies are exposed to cyclical riskrovhich they have little control and that
this risk can be magnified as we move down thenmegtatement, resulting in high volatility

in net income, even for the healthiest and mosureafirms in the sector, it is easy to see



why we have to be more concerned about distress samdval with cyclical firms

(Damodaran, 2009).

An extended economic downturn or a lengthy phadewotommodity prices can put most of

these companies at risk. This means that cyclioalpanies must critically decide on the
decisions they would take on their dividend polityhat uncertain economic environment. It
is generally expected that the swings in earningslavlead to unstable dividend policy,

particularly since the firms are not aware what éeenomy has in store. At the same time
investors would prefer firms with stable divideralipies. Therefore earnings clearly have an
effect on future dividend policy of cyclical firm&his has been emphasized by Lintner,

(1956), whose study shows that traditionally, eagsiare the key driver of dividend payouts.

1.1.4 Nairobi Securities Exchange

This market was started in the 1920’s by the Brigs an informal market for Europeans
only. In 1963, Africans were allowed to join andde in the market. For many years, the
market operated through the telephone with a weeldgting at the Stanley Hotel. In 1991,
this market moved to IPS building and was opendtieégpublic. In 1994, the market moved
to its current location, on the 1st Floor of thetibia Centre. With the introduction of the

Central Depository and Settlement Corporation (CPbB@estors will open share and bond
accounts, in electronic accounts similar to theinkb accounts. Two indices are popularly
used to measure performance. The NSE 20-Share Indsxoeen in use since 1964 and
measures the performance of 20 blue-chip compamitbsstrong fundamentals and which

have consistently returned positive financial ressSource: www.nse.co.ke)



Studies have been done on earnings and dividelimgsoof firms at the NSE. According to

Menge et al., (2014), the stock market performaiscanfluenced mainly by activities of

governments and the general performance of theoacpnFluctuations in prices are a natural
process of changing expectations, thereby leadingytlical patterns. Thus, their study
acknowledges the existence of business cycles, hwhave an influence on corporate
financial performance of firms. Nyamache et alQ12) also looked at business cycles on
firms in Kenya. Kenyoru et al., (2013) conductestady to find out the impact of dividend

policy on share price volatility in Kenya. They faliout that dividend is a major determinant
of share price volatility. Olweny, (2012) in hisudy of dividend announcement and firm
value at the NSE investigated whether dividend annement has information content. The

results showed that dividends do convey usefurimédion about the future value of a firm.

1.2 Research Problem

One of the central issues in corporate financebkas the dividend decision of a firm, which
has always been studied in relation to a firm'saficing and investment decisions. The
association amongst these two decisions has paa#als questions. How much should a
firm pay as dividend? How does a dividend payolicganfluence valuation of a firm? Does
a firm’s decision to distribute cash correspondittofinancing and investing decisions?
Should cash be paid by repurchasing stocks or isingadividends to shareholders? What is
the outcome of changes in dividend policy assunsitgady financing and investment
decisions of a firm? Many studies have been doraniattempt to provide answers to these

guestions but mystery still surrounds the dividdedision.



When earnings swing due to economic downturn,ttiisulence is felt in dividend policies.
Hence economic cycles cannot be divorced from thielehd decisions of firms. One issue
of controversy in the micro field is whether corgier dividends are increased in response to
past, present, future normal, or future abnormahiegs; if these earnings ought to be
temporary, recurrent, or permanent; and if theyukhdoe taken in levels or in first-
differences (Benartzi et al.,1997). Some industiesvery sensitive to economic shocks and
hence they will record cyclical earnings during thesiness cycle. Many studies done on
cyclicality mostly relate to the wider economic gomment from a Macro point of view.
Even though these studies relate how those econoygies affect micro activities in the
economy, they do not closely look at how cruciahagement decisions are affected when

the changes occur.

One such decision is the dividend decision whicafiscted when a firm’s earnings are not
stable. There is a significant relationship betwegnlical business conditions and firm
performance, and this performance is reflectecaimiags. There has not been an agreed way
of handling dividend decisions in cyclical companie practice. Studies done on dividend
policy have not touched on the issue of businessesyon earnings and how this affects
dividend policy. Locally, there is no research damedividend policy in relation to cyclical

earnings.

Therefore this research was on how cyclical firmntha Nairobi Securities Exchange handle
their dividend decisions in the midst of this eamnoturbulence. Do they peg their dividends
on those earnings or do they maintain stable dnddpolicies? The study therefore was
seeking to answer the question: What is the etieearnings on dividend policies of cyclical

firms listed at the Nairobi Securities Exchange?



1.3 Research Objective

To establish the effect of earnings on dividendqgpes of cyclical firms listed at the Nairobi

Securities Exchange.

1.4 Value of the Study

This research will be beneficial to managers, itmass and to scholars. Managers will pay
close attention to policy making by understandimgioally how cyclical firms’ earnings
could impact on dividend policy hence make prudiettisions. Secondly, management can
enhance the impact if found positive, by efficigntianaging the cyclical earnings. Investors
would benefit by clearly understanding how cycliampanies’ dividend policies are
dependent on the cyclical earnings hence makeidasishat suit them with regard to their

investments.

Potential investors would also benefit by gainirsduable information that is crucial when
choosing where to invest. This study will also Hénscholars who want to gain more
understanding of the dividend decisions of firnmgl also add to the existing knowledge and
findings on dividend policy. In addition to thayrther research can be done by studying
other cyclical sectors to find out if the resultggese, or to conduct studies of the same topic in

other countries.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This section provided an overview of the main theoabout business cycles and corporate
dividend policy. The first section reported a shaverview of all main theories related to
business cycles literature; then the following is&con main theories of dividend policy; and

the last section looked at works done by other [geiopthe topic area.

2.2 Theoretical Review

In this section the study gave a short overviewhefmain theories related to business cycles

and dividend policy.

2.2.1 Keynesian Theory

The Keynesian Theory by Keynes (1936) explains demeyclicality as caused by the
unstable behavior of market participants. Cycligalis mainly driven by investors’
psychology on the demand side. The economic fltictos come from expectations volatility
that changes planned investment spending. In sasesaexpectations become self-fulfilling
since aggregate demand seems to be led by the #fé¢éconsumer spending indicators have
on the demand itself. This phenomenon was calleiKdynes as animal spirits and more
recently by Shiller (2001) as irrational exuberantleis theory implies that business cycles
are caused by economic fluctuations coming fromeetqiions volatility, and this has an

effect on earnings of firms.



2.2.2 Monetarist View

The Monetarist View by Hayek (1950) and Friedmaf8@) assumes that cyclicality is
caused by fluctuations in money supply. Public adties can increase money supply which
leads to a fall of interest rates, therefore reahey balances increase and the exchange rate
loses value. The exchange rate loss in value l@ada increase in investments and exports,
consumers spend more on durable goods, and thitisé ¢hanges in expenditures have a
multiplier effect and an expansion begins. Decreasenoney supply have similar effects in
the opposite direction — i.e. starts a contractMonetarists believe that cycles result from
errors made by monetary authorities when answedrggonomic conditions. When a central
bank acts by modifying interests rates with wrongnetary policies, it sends an incorrect
signal to the market that leads to a wrong answemhrket players, that in turn causes
instability and potential cyclicality. The theorynplies that fluctuations in money supply

send signals that trigger potential cyclicality,ie¥hin turn affects earnings of firms.

2.2.3 Real Business cycle Theory

An Aggregated Supply based theory, is supportedPi®scott (1983), and is named Real
Business Cycle Theory. This theory affirms thatlegcare caused by random shocks that
impact productivity. For example the event of ti¢hlSeptember 2001 can be considered as
a negative shock, while the internet boom can bsidered as a positive shock. Shocks to be
considered under the RBC theory should be exogernegbnology-oriented and should
affect productivity. In the view of this theory, tput affects consumption, and not the other
way round as stated in previous theories of Espin¥g&ga and Guo, (2001). Also, in the
view of this theory, neither consumer psychology government actions can influence
cyclicality, based on random shocks. Accordinghis theory, business cycles are caused by

random shocks that impact productivity, and thfeas earnings of firms.

9



2.2.4 Walter’'s Dividend Relevance Model

Walter, (1963) argues that the choice of dividenticges almost always affect the value of
the firm. His model shows the importance of thatiehship between the firm’s rate of return
(r) and the cost of capital (k), in determining ttiwidend policy that will maximise the
shareholders’ wealth. Walter's model is based oa tbllowing assumptions: Internal
financing i.e. the firm finances all investmentahgh retained earnings hence no debt or new
equity is issued; constant return and cost of afp#tll earnings are either distributed as
dividends or reinvested internally immediately iL80 percent payout or retention; beginning
earnings or dividends never change i.e. constaBt&f DPS; the firm has a very long time
or infinite time. Thus, according to this modelk thalue of a share is the present value of all

dividends plus the present value of all capitahgai

Walter’'s model shows that the optimum dividend plilepends on the relationship between
the firm’s rate of return and its cost of capifBhis is summarised as follows: growth firms
that are expanding rapidly due to investment opmities yielding higher returns than the
opportunity cost of capital (r >k) will maximiseelvalue per share if they follow a policy of
retaining all earnings for internal investment. Tdmimum payout ratio for a growth firm is
zero since the market price per share increaseayasut ratio decreases. Normal firms are
those which have exhausted all profitable investnogportunities and so their (r = k). For
these firms, dividend policy has no effect on thaerket price per share in this model. Thus,
there is no unique optimum payout ratio for thesmd. Declining firms are those which do
not have any profitable investment opportunitiesnigest their earnings. Such firms earn a
return on investment which is less than the minim@guired by investors (r < k). The
market price per share of a declining firm will beaximum when it does not retain its

earnings at all, hence the optimum payout ratiafdeclining firm is 100 percent.

10



Thus, in Walter's model, the dividend policy of tfiem depends on the availability of

investment opportunities and the relationship betwthe firm’s internal rate of return and its
cost of capital. However, its simplified nature Haesen found to possibly lead to untrue
conclusions in general. Some of the criticismsto$ tmodel are: The idea of no external
financing. When such a situation exists, eitherfiim’s investment or dividend policy will

be sub-optimal. This is because when a firm allowsside financing, the firm should raise
new funds to finance investments, and this maxismgereholders’ wealth. The model also
assumes a constant rate of return which refleasagsumption that the most profitable
investments are made first and then the poorersimvents are made. This is clearly
erroneous. The other criticism of this model is¢bastant cost of capital. It's true in practice
that a firm’s cost of capital does not remain canssince it changes directly with the firm’s

risk.

2.2.5 Gordon Dividend Model

Gordon (1962) model also relates the market valubeofirm to dividend policy. This model

is based on the following assumptions: The firmars all equity firm with no debt; no
external financing; constant return; constant adstapital, perpetual earnings i.e. the firm
and it's stream of earnings are perpetual; no catfmn taxes exist; constant retention ratio
hence growth rate is constant forever; cost oftahjs greater than growth ratecgkg).
According to Gordon’s dividend capitalisation mqdéke market value of a share is equal to
the present value of an infinite stream of dividetm be received by shareholders. However
the dividend per share is expected to grow wheniegs are retained. The dividend per share

is equal to the payout ratio times earnings (1 EP9, where b is the fraction of retained

11



earnings. The retained earnings are assumed te-ibwested within the all equity firm at a

rate of return of (r). This allows earnings to graia rate of (g = br) per period.

According to the Gordon model, a normal firm whére k), the firm’s value is not affected
by dividend policy regardless of earnings or rigleis i.e. when r = k, dividend policy is
irrelevant. When r < k, (that is a declining firtife model profit retention clearly becomes
undesirable from shareholders’ standpoint, beceasé additional shilling retained reduces
the amount of funds that shareholders could inaeathigher rate elsewhere. In the case of a
growth firm where r > k, the value of a share wilirease as the retention ratio, b, increases.
Gordon model’'s conclusions about dividend policg aimilar to those of Walter's model.
This similarity is due to the similarities of assutions which underlie both models. Thus the

Gordon model suffers from the same limitationsheswWalter's model.

According to Walter and Gordon theories above,divedend decision adopted by the firm
affects the value of that firm, hence firms thatheir dividend policies change with earnings

swings will also have their firm values swing.

2.2.6 Modigliani and Miller Proposition

According to Modigliani and Miller (1961), underperfect market situation, the dividend
policy of a firm is irrelevant as it does not affétwe value of a firm. They argue that the value
of the firm depends on the firm’s earnings whickute from its investment policy. Thus,
when investment decision of the firm is given, demd decision-the split of earnings
between dividends and retained earnings-is of goifstance in determining the value of a
firm. A firm operating in perfect market conditiomsay face one of the following three

situations regarding the payment of dividends:fitm has sufficient cash to pay dividends;

12



the firm does not have sufficient cash to pay diwds and therefore it issues new shares to
finance payment of dividends; the third, the firmed not pay dividends but a shareholder

needs cash.

In the first situation, when the firm pays dividendhareholders get cash in their hands but
the firm’s assets reduce. What shareholders gaiharform of cash dividends, they lose in
the form of their wealth claims on the (reducedess. Thus, there is a transfer of wealth
from the shareholders’ one pocket to their othatkpb (no gain no loss). Since it's a fair
transaction under perfect capital market conditidhe value of the firm remain unaffected.
In the second situation, when the firm issues neavess to finance payment of dividends, two
transactions take place. First, the existing stadehs get cash in form of dividends but they
suffer an equal amount of capital loss since thieievaf their claim on assets reduces.
Second, the new shareholders part with their caslexchange for shares. In these
transactions, there is no gain or loss for bothekisting and new shareholders, and so the
value of the firm remains unaltered. In the thirtbation, if the firm does not pay any
dividend, a shareholder can create a ‘home madeedtig’ by selling part of his shares at the
market for cash. The shareholder has gained nomalus the situation is the same as in the

second.

The crux of Modigliani and Miller dividend propasih as explained above is that
shareholders do not necessarily depend on dividéardsbtaining cash. In the absence of
taxes, floatation costs and difficulties in sellisbares, they can get cash by devising a
homemade dividend without any dilution in their Wea This M-M proposition of
irrelevance is based on the following assumptipestect capital markets; no taxes; firm has

a fixed dividend policy; risk of uncertainty doesexist. Under these simplified assumptions,

13



the conclusion derived by them is consistent amdgitively appealing. But they may not be
always found valid in practice, for example we nmay find capital markets to be perfect in
reality; there may exist issue costs; dividends bayaxed differently from the capital gains;
investors may encounter difficulties in selling ithehares. It's also not correct as the
hypothesis assumes that when a shareholder sellsssimo transaction costs are incurred.

The truth is, fees such as brokerage fees are figrmeurred to sell shares.

Information asymmetry created by the informatioot shared to shareholders may be
bridged by paying dividends, and as such, compahagspay dividends reduce the conflicts
arising from information asymmetry. At the samedjneven under conditions of certainty,
it's not correct to assume that the discount ri}esiould be the same whether the firm uses
internal or external financing. Another issue hisr¢he claim of no taxes. This is far from
reality since countries have different treatment lioth dividends and capital gains, and

therefore taxes have an influence on dividend detws

This theory implies that since value of the firmpdeds on earnings which result from its
investment policy, fluctuating earnings in a wayl vaffect value of the firm and future

dividend payout.

2.3 Determinants of Dividend Policy of Listed Compaies

There are different factors that affect dividendiggoand that may determine the dividend
choice. Gill et al., (2010) in their study foundt ¢hiat dividend payout ratio is the function of
profit margin, sales growth, debt-equity ratio &ad. Musiega et al., (2013) examined the
determinants among dividend payout of non-finanfirats listed on the Nairobi Securities

Exchange. Dividend payout was taken as the depéndeable while independent variables
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were profitability, growth, current earnings, amguldity. Current earnings and growth were
found to be positively correlated to dividend payodBulla, (2013) examined how firms’

dividend decisions are influenced by current egsirdividend yield and firm size. Results
indicated that accounting earnings were the singdst significant variable explaining about

87% of the changes in dividend decisions of firisted at the Nairobi Securities Exchange.

Among the factors, the most cited and which will discussed are: Growth, Profitability

(Earnings), Leverage, Liquidity, Ownership struetur

2.3.1 Earnings

Corporate profitability has long been regardedhasgrimary indicator of a firm's capacity to
pay dividends. Lintner (1956) indicates that theidénd payment pattern of a firm is
influenced by the current year's earnings and previyear’s dividends. Baker et al., (2001)
found that the anticipated level of future earnimgshe determinant of dividend payment.
Pruitt and Gitman (1991) report that current andt p@ars' profits are important factors in
influencing dividend payments. Baker and PowellO@Oconcluded from their survey of
New York Securities Exchange-listed firms that dend determinants are industry specific
and anticipated level of future earnings is theandgterminant. Consistent with the survey
evidence of Lintner, firms with more persistentréiags series smooth less, while those with
more cyclical earnings smooth more (Abala, 2013)isTmeans cyclical earnings majorly

determine and influence the dividend decision.

2.3.2 Growth

Growth in sales and profit is an important deteaminfor the payment of dividends. Gupta et

al., (2010) results support the findings of Mye28(4), who suggests that firms with high
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growth rate distribute high dividends in order &eg their shareholders happy. Sales growth
may impact on dividend payout ratios, since diviti@ayout levels are not totally decided
after a firm’s investment and financing decisiora/én been made. Rapidly growing firms
require external financing because working capie¢ds normally exceed the incremental

cash flows from new sales

2.3.3 Liquidity

A firm with high external financing would requirevailability of cash flows i.e. strong
liquidity position to meet its financial obligatisnTherefore, in order to increase liquidity,
the firm shall lower its dividend payout. On thé@t hand, the larger the size of the firm, the
greater the availability of free cash flows and giheater will be the dividend payout. A firm
with large number of shareholders is expected johigher dividends in order to keep their
shareholders happy. It has been found that highned earnings to equity ratio (indicating
propensity to pay dividend) would ensure avail&pibf free cash flows or residual cash
flows within the firm (Benito et al., 2001). One wd, therefore, expect a direct relation

between liquidity and dividend payout.

2.3.4 Leverage

Many studies have suggested that firms would likpay high dividends if they are utilizing
their retained earnings because they are leasatiakhed as compared to external financing
(equity and debt). In other words, high interestrpants (fixed charge) will result in lower
dividend payment (Alli et al., 1993) and (Rozefd82). Therefore, results indicate that there

exists an inverse relationship between dividenel aaid leverage.
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2.3.5 Ownership Structure

Gupta et al.,, (2010) found out that institutiondareholding and foreign institutional
investors’ shareholding are positively correlatedeveas promoters’ shareholding is
negatively correlated to the first factor i.e. onstep structure. The dividend payout tends to
bring a decline in the stock value, thus, a cohfifcinterest for the insiders. A company with
high insider ownership proposes for a low cashdgind payout. Whereas, institutional
owners are keen to influence high payouts in otdeanhance control over the management
for monitoring their external financing matters. wtver, one point worth noting is that the
individual shareholdings of promoters, institutioasd foreign institutional investors in
relation to the total shareholdings of a firm haneg been taken into consideration (Gupta et

al., 2010).

2.4 Review of Empirical Studies

Several studies have been done on dividend palieginning with the earliest works of
Lintner (1956), who did a study comprising 28 comipa and strongly found that most
managements believe stockholders prefer a reagostdiile rate and that the market puts a
premium on stability or gradual growth in rate. §made most managements avoid making
changes in their dividend rates that might havedaeversed within a year or so. Lintner
found out that current earnings were almost intdyidhe starting point in management’s
consideration of whether dividends should be chdngéhey also found out that the
relationship between current earnings and theiegistividend rate was generally much the

important single factor determining the amountmf ahange in dividends decided upon.

Farsio et al., (2004) examined the relation betwdeidends and earnings. The quarterly

data of S&P 500 was used from the period of 1982002. Regression analysis, granger
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causality test and dickey-fuller test were usedihis research two variables were used:
dividend per share as dependent variable and egmrrpar share as independent variable.
Previous studies explored higher earnings aredheltrof dividend payout but this research
revealed that there is no significant relation lesw dividend policy and earnings in long
run. They recommended that different possibilitédselationship between future earnings

and dividend should be analyzed.

Ahmed et al., (2009) analyzed the relationship betwearnings and dividends. Sample was
made by taking 320 non-financial firms which weistdd on Karachi stock exchange from
2001 to 2006. They used (Lintner, 1956) dividenddeioand dynamic panel regression
analysis. Variables used in research were earrengipare, leverage and investment policy,
firms’ size and market capitalization. Results exgt that dependency of dividend payment
depends on current earnings and past dividendsaiat examined that firms with high
earnings tend to pay higher dividends because thess can afford higher cash flows.
leverage and investment opportunity have negameact, while market liquidity, ownership

concentration have positive impact on dividendqpoli

Gupta et al., (2010) in their study of the detemnits of corporate dividend policy re-
examined various factors that have a bearing ordividend decision of a firm by using a
two-step multivariate procedure. The sample comgsmmere drawn from the broad based
Bombay Stock Exchange 500 index in a period of sgaars from 2001-2007. First, factor
analysis was performed on the data to extract prentifactors from various variables and
then multiple regression was conducted on suclofeicResults of factor analysis indicate

that Leverage, Liquidity, Profitability, Growth amavnership structure are the major factors.
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Shah et al., (2010) analyzed what impact dividealicp has on earnings management by
taking the data of Pakistani and Chinese listedpzomnes from 2003 to 2007 and from 2002
to 2007 respectively. Cross sectional Jones madgtession analysis, and common effect
model were used. Basically there were two variablethis research dividend payout and
earning management, the other three variablesretuequity (ROE), size of the firm (SOF)

and self finance ratio (SFR) were used as conttollariables. Results explored that no
relation exist between earning management andeatiddgayout policy for both countries. It

was suggested that it should be found out weatk&tethd payout play any role to encourage

the firm to manage earnings.

Khan, (2011) in his paper attempted to explain dffect of dividend policy on the stock
prices by taking a sample of 131 companies listethe Karachi stock exchange for a period
of 10 years from 2001 -2010. Panel data approach weed to explain the relationship
between dividends and stock prices after contiglirariables like profit after tax, earnings
per share, and return on equity. The results itelitghat stock dividend, profit after tax,
earnings per share and return on equity have diymselationship with stock prices and
significantly explain the variations in the marketces of shares, while retention ratio has

negative, insignificant relation with stock prices.

Ebrahimi et al., (2011) in their study of the radaship between earnings, dividends, stock
price and stock return used cross section, poakea @nd panel data regression models for
testing the effects of the above variables on stetiurns. The study was conducted from
Iranian companies and their results showed thatoime years, shareholders pay special
attention to dividends and also the variable pdiovidend divided by stock price at the

beginning of the stock market period affects retdifmey also found that there is a significant
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relationship between current period earnings dividg stock price at the beginning of the
stock market period and stock return. The studgngited to investigate the information
content of earnings in explaining stock returns @mmpanies listed on Tehran stock

exchange by using samples of companies listedemtbhange from 2001 to 2010.

Azar (2012) undertook to find the determinants pélical real aggregate dividends. The
contribution of this paper was six-fold: To filtdre variables in order to remove the common
trend in them; to identify an additional determinahdividends besides market stock prices,
which is the time variable real interest rate; tuat for conditional heteroscedasticity; to
find whether there is a significant impact of catreearnings on dividends; to test for
symmetry in response; and finally to assess whethvdend behaviour is stable over time.
The total sample was made up of 140 observatiodshendata are yearly from 1871 to 2010.
The main conclusions are that lagged permanentirgm;ncurrent and lagged transitory
earnings, and the level if real interest ratesim@rtant determinants that typical managers

take into consideration in their decision to payidinds.

Lee et al., (2012) used a total of 2396 dividendnges of companies listed on Bursa
Malaysia over the period 1998-2007 to investighterelationship between dividend changes
and future profitability of firms. They found thdividend changes are strongly related with
contemporaneous earnings changes, weakly relathdowe year ahead of earnings changes
and largely unrelated with earnings changes bepmedyear. They also found weak evidence

that the size of the dividend changes is relatddttoe profitability.
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Aurangzeb et al., (2012) did a study to analyse ithpact of earnings management on
dividend payout policy. The research was condubtetaking the data of the textile industry
from the year 1966-2008, using all companies lisiadthe Karachi stock exchange as the
sample. The dividend payout ratio was taken as erent variable and the earnings
management taken as independent variable, discagjicaccruals were taken as proxy for
earnings management. Three variables are treatedna®l variables i.e. Return on Equity,
Size of the Firm, and Self Finance ratio. Regressiesults explored that earnings
management has a negative impact on dividend paalidy in the textile sector, and this

supported the results of (Ling et al., 2008) aral/(¥, 2006).

Haider et al., (2012) examined the impact of ea®sian dividend policy and analysis was
done on Pakistani listed companies. Data was t&ioen Karachi stock exchange from the
period of 2005 to 2009. Regression analysis, detseei analysis and modified cross sectional
methods were used. In this study five variableseHasen used one is dividend payout used
as dependent variable and other four were ; disci@ty accrual, self finance ratio, return on
equity and size of the firm as control variable dimelse variables represent an independent
variable which is earnings management. It was egplahat the relationship exist between
both of the variable but coefficient shows wealatieh in such manners that is equal to no

relationship, reason is the worst situation oféhenomy.

Vandana (2013) attempted to identify the divideratnang patterns across the top 5
companies in India in 2011 to find out the diffecenin practices. The study was on the
relationship between dividends and earnings, alettee variables for fulfilling the desired
objectives were four i.e. EPS; DPS; DPO; DY. Tdillulhe desired objectives of the study

completely randomized design (one-way ANOVA) tecuei was employed to test
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significance of mean difference between with thip leé null hypothesis. It was found that 3
of the 5 companies followed a constant Dividend $leare policy as their DPS depends on
their earnings. The remaining two firms only foll@wvstable dividend policy, which means
that they do not follow their earnings. Thereforevas concluded that companies in the
sector do not follow similar pattern in giving diends to shareholders in relation to

earnings.

Musiega et al., (2013) conducted a study to fintl the determinants of dividend payout
policy among non-financial firms at the NSE fron0DZe2011. Purposive sampling technique
was used and a sample of 30 non-financial firms sedected. Dividend payout ratio was the
dependent variable, while independent variablesvpeofitability, growth, current earnings
and liquidity. Descriptive statistics and multipkgression were used. ROE, current earnings

and firm’s growth were found to be positively cdated to dividend payout.

2.5 Summary of Literature Review

The chapter looked at various studies and theogilating to dividend policy. This study was
about identifying the effect of earnings on dividepolicy of cyclical firms. Studies have
been done locally on the subject of dividend polisgala (2013) studied the determinants of
dividend smoothing at the NSE and found that siziérm, firm’s earnings, agency conflict,
ownership structure, taxes, growth stage are sdrtteealeterminants of dividend smoothing.
Murekefu et al., (2012) sought to determine thatrehship between dividend payout and
firm performance among firms at the NSE. The figdimdicated that dividend payout was a
major factor affecting firm performance. Yegon ket €014) conducted a study to establish

effects of dividend policy on firm performance argdisted firms at the NSE. The findings

22



indicated that there is a significant positive tielaship between dividend policies of firms

and profitability, earnings per share and investisien

Musiega et al., (2013) conducted a study to fint tbe determinants of dividend payout
policy among non-financial firms. It was found dh&t business risk, size, ROE, current
earnings and growth are some of the major detemtsnaf dividend payout. Bulla (2013)
conducted an empirical analysis of selected fadtiesting dividend policies of listed firms
at the NSE from 2000 to 2010. The study was to éxarow firms dividend decisions are
influenced by current earnings, dividend yield atididend per share. Regression results
indicated that the three variables predicted 17%efvariation in div payout, and accounting
earnings was the single most significant variabiplaning 87% of changes in dividend
decisions of firms. From the studies done, it'dewi that there is ground for further probing
of the aspect of dividend policy with respect t@lmal firms, since there is no particular

study that has handled the effect of earnings wideind policy of cyclical firms locally.
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction

This chapter designed the arrangement of condifionsollection and analysis in a manner
aimed at combining relevance to the research pamth economy in procedure. This is the
blueprint for the collection, measurement and asialyof data. It designed decisions to
happen in respect of: Where the study was to b#edanut, What type of data was required,
Where the data would be found, periods of time shaly will cover, techniques of data

collection to be used, How the data will be anadyze

3.2 Research Design

This was a descriptive study concerned with spepifedictions of whether cyclical earnings

and dividend policy are related in any way or wkeetthere is a causal relationship between
the two variables. The study therefore, employexb€rsectional research design to gather
data because this design offers the most reliatlef-data. Cross sectional research involves
observation of a representative subset at a defimezl Quantitative research approach was

used because it plays with numbers to give accueatdts.

3.3 Population

Cooper and Schindler (2000) describe a populatiotha total collection of elements about
which the researcher wishes to make inference.pblpelation of this study comprised of all
the cyclical firms listed on the Nairobi SecuritiEgchange as at 31 December 2012. The

total number of firms listed at the NSE by thatedagas 62 (Appendix I).
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3.4 Sample Design

Kothari and Garg (2014) define sampling design asiethod of selecting items to be
observed for the given study. The sample was detlbhgeconducting a correlation between
industrial production growth rate of the indusinytlhe aggregate industrial production growth
rate so as to find out the degree of correlatidwéen the two elements. Cyclical firms were
identified as those with high degree of correlatibnthis case, 16 firms were identified as
cyclical. Boudoukh et al., (1994) assess the cgliticof each sector by linking the industrial
production growth rate of the industry to the aggte industrial production growth rate.
Their study found out that industrial productiorowth rates of non- cyclical sectors have
low correlation with the aggregate industrial protiion growth rate, while for cyclical

sectors, industrial production growth rates hawh ltorrelation with the aggregate industrial

production growth rates.

3.5 Data Collection

The study used secondary data from the NSE data dascyclical companies that paid
dividends and made profits in the last five year®ecember 2012. The study was about the
effect of earnings on dividend policy of cyclicainis, and therefore data collected was on
earnings of cyclical firms and their dividend pay@s the variables of study. Dividend
Payout was measured by dividend per share dividededrnings per share. Data was
therefore sought on dividend per share and earrpegshare of cyclical firms. The proxy
used for earnings was the ratio of the cyclical pames’ earnings before interest and tax
(EBIT) to total assets. Data sought in this case the earnings before interest and tax and

total assets for those cyclical firms.
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Dividend payout (DPO) = (Dividend Per Share + Earnigs Per Share) x100

Earnings = (EBIT + Total Assets) x 100

3.6 Data Analysis

Aurangzeb et al., (2012) in their study of effest®arnings management on dividend policy,
used regression model and Durbin-Watson (DW) testnalyze and draw findings for their
study. This study therefore used regression arsalgsimeasure the effect of earnings on
dividend payout so as to analyze the relationskefwveen the dependent and independent
variables. To minimize the effect of independenialaes not related to the study but which
may affect the dependent variable (DPO), threerobmariables were used i.e. Sales growth,

Liquidity and leverage.

3.6.1 Analytical Model

The following regression model was used:
Y =0 + ByXq + BoXo + BaX3 + BaXy + &
Where:
a is constant coefficient
Y is Dividend Payout
X1 is Earnings
X3 is Sales Growth
X3z is Liquidity
X4 is Leverage

¢ is the Error term
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B1 B2 B3 P4 are the coefficients of the independent and conteslables (Earnings, Sal
Growth, Liquidity, Leverage)Financial Leverage w measured by using the ratio of tc

debt to total assets.

Total Debt
Leverage= Total Assets

Sales Growth was measured by:

Current sales — Previous sales
Sales Growthr Previous sales

Liquidity wasmeasured by current assets to current liabil

Current Assets
Liquidity = Current Liabilities

3.6.2 Test of Significance

To investigate the independence of the errors efréigression ndel, DurbinWatson(DW)

wasused to test for possible a-correlation. To accept or reject the main hypothesithe
research, the student statistic was used. The hypothesis tested on a p-determined

significane level of 5%. The hypothesis v formulated as follows:

Ho. There is nosignificant relationship between earnings and dimil policy ol
cyclical firms.
Hi: There is asignificant relationship between earnings and @ini policy of

cyclical firms.
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CHAPTER FOUR
DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

The current chapter presents the outcome of dasitysas and findings in line with the
objectives of the Study. The data were analyzedgusiie Statistical Program for Social
Sciences (SPSS) version 18, by use of both deiseriphd inferential statistics. Descriptive
statistics such as minimum, maximum, mean, standavétion kurtosis and skewness were
used. Tests on the data for the assumptions ddirliregression were conducted and results
were within the limits necessary for further stited tests. Correlations and regression were
also conducted between various study variablesa Baalso presented using tables, graphs
and charts. Cronbach alpha coefficients of religbiand validity, tests of normality,

multicollinearity and homogeneity of variances walso tested.

4.2 Determination Cyclical Firms

As a first step to the analysis, the cyclical firmere identified. The cyclicality of the firms
was done by linking the firms’ dividend payout pgliand ROA to the aggregate sectoral
growth rate. From the correlation analysis in thblé (Appendix Il), 16 firms that were
identified as cyclical. While the industrial prefitility and dividend payout rates of non-
cyclical firms had low correlation with that of theggregate industrial production, the
cyclical ones had high correlation. Correlationutesvith single asterisk implies that the
correlation between the variables is statisticaignificant at 5% level of significance while
correlation result with double asterisk impliesttti@e association between the variables is

statistically significant at 10% level of significee.
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4.3 Descriptive Statistics

Descriptive measures involved mean, maximum, minwnstandard error of estimate,
skewness and kurtosis. Mean is a measure of ceemdency used to describe the most
typical value in a set of values. The standardreisaa statistical term that measures the
accuracy within a set of values. Skewness is a uneasf symmetry, or more precisely, the
lack of symmetry. A distribution, or data set, yssnetric if it looks the same to the left and
right of the center point. Kurtosis is a measurevbéther the data are peaked or flat relative

to a normal distribution.

Table 4.1: Descriptive Statistics Results

Dividend Earnings Sales Growth | Liquidity | Leverage

Payout
Mean 0.11 1.53 8.00 0.4994 2.043
Median 0.12 1.22 9.00 0.913 0.646
Maximum 0.38 7.35 12.00 0.312 4.831
Minimum -0.47 0.43 7.00 0.191 0.000
Std. Dev. 0.12 1.07 2.62 0.331 0.078
Skewness 0.453 0.651 0.045 0.829 0.9979
Kurtosis 2.045 3.004 2.034 3.223 3.567
Jarque-Bera 6.754 5.523 4,582 13.311 20.416
Observations 16 16 16 16 16

Source: Research findings

The results showed that dividend payout had a noée00 with a minimum of 7.00, a
maximum of 12.00, skewness of 0.045 and kurtosis20d34. Comparatively, earnings had a
mean of 0.4994, minimum of 0.312, maximum of 0.18kewness of 0.829 and kurtosis of
+3.223. sales growth had a mean of 2.043, minimuMm@»0, maximum of 4.831, skewness
of 0.698 and kurtosis of +3.567. Liquidity had aameof 3.319, minimum of 1.224,

maximum of 4.183, skewness of 0.698 and kurtosis2a314.
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Analysis of skewness shows that all the variablesasymmetrical to the right around its
mean. Additionally, earnings and liquidity are Higlpeaked compared to other regressors.
Jarque-Bera is a test statistic for testing whettheseries is normally distributed. It measures
the difference of the skewness and kurtosis of seges with those from the normal
distribution using the null hypothesis of a normistribution. A small probability value leads
to the rejection of the null hypothesis of a normhiatribution. Jarque-Bera test for normality

shows that all variables are normally distributed.

4.4 Tests of Statistical Assumptions

The study further performed the tests on statistassumptions i.e. test of regression
assumption and statistic used. This included téshaymality, linearity, independence,
homogeneity and collinearity. Normality was testesing the Shapiro-Wilk test which has
power to detect departure from normality due tinezitskewness or kurtosis or both. Its
statistic ranges from zero to one and figures highan 0.05 indicate the data is normal

(Razali and Wah, 2011).

Linearity was tested by use of ANOVA test of lingawhich computes both the linear and
nonlinear components of a pair of variables wherabylinearity is significant if the F
significance value for the nonlinear component Eotv 0.05 (Zhanget al, 2011).
Independence of error terms, which implies thaeoletions are independent, was assessed
through the Durbin-Watson test whose statistic eanfgom zero to four. Scores between 1.5

and 2.5 indicate independent observations (Gagi?).
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Homoscedasticity was tested by use of Levene’s destomogeneity of variances. If the
Levene statistic is significant at= 0.05 then the data groups lack equal varianGast(virth

et al, 2009). Levene’s test measures whether or novdhence between the dependent and
independent variables is the same. Thus it is @kcloé whether the spread of the scores
(reflected in the variance) in the variables arpraximately similar (Bryk and Raudenbush,
1988). Multicollinearity was tested by computing tMariance Inflation Factors (VIF) and its
reciprocal, the tolerance. It is a situation in ethithe predictor variables in a multiple
regression analysis are themselves highly corlateking it difficult to determine the
actual contribution of respective predictors to taiance in the dependent variable. The
multicollinearity assumption has a VIF thresholdueaof 10 maximum (Robinson and

Schumacker, 2009).

Five assumptions of regression were tested andrémilts together with those of the test for
reliability are summarized in Table 4.1. The thiddhevels for the respective test statistics
are listed below each assumption. For multicolliitgaboth the variance inflation factor

(VIF) and its reciprocal (Tolerance) values ar¢elis the latter in parentheses. The results
showed that the assumptions of regression were andt subsequently the data were
subjected to further statistical analysis includiegts of hypotheses as discussed in the

following subsections.
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Table 4.2: Results of Tests of Statistical Assumptns (Test of regression

assumption and statistic used )

—~ c @
(&)
g v 3 5
= 712852 |2
> 3 £ 13 28 |2E
= o 2 < c o L ©
c .= = > [TR—— 2 4]
E& |52 |82)gE |, _
Nlso 52 E&{23 |85 8
Threshold: Assumption is met p>0.05|p>0.05]| 15-25| p>0.05VIF10 max
if
Earnings 16 | 0.39 0.42 2.02 0.32 1.25 (0.80)
Sales Growth 16 | 0.66 0.37 1.64 0.47 1.59
(0.63)
Liquidity 16 | 0.10 0.16 1.73 0.78 151
(0.66)
Leverage 16 | 0.10 0.31 2.03 0.75 1.47 (0.71)

Source:Research findings

Normality was tested using the Shapiro-Wilk tesiouhhas power to detect departure from
normality due to either skewness or kurtosis ohbatl the readings in this study were
above 0.05 confirming normality. Normality assuntlkeat the sampling distribution of the
mean is normal. Further Linearity was tested by os@NOVA test of linearity which
computes both the linear and nonlinear componefitsa @air of variables whereby
nonlinearity is significant if the F significancalue for the nonlinear component is below
0.05 (Zhanget al, 2011). All the computed readings were above @O&firming linear
relationships (constant slope) between the predicoables and the dependent variable. The
study further assessed Independence of error temhigh implies that observations are

independent through the Durbin-Watson test whaoastsst ranges from zero to four. In the
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current study the test results ranged betweendn812.21 supporting independence of error

terms.

Homoscedasticity was tested by use of Levene’'saieebmogeneity of variances. The test
was not significant at= 0.05 confirming homogeneity. Multicollinearity waested by
computing the Variance Inflation Factors (VIF) aitsl reciprocal, the tolerance. It is a
situation in which the predictor variables in a tipké regression analysis are themselves
highly correlated making it difficult to determinghe actual contribution of respective
predictors to the variance in the dependent vagiabhe multicollinearity assumption has a
VIF threshold value of 10 maximum (Robinson anduscacker, 2009). In the current study
tolerance ranged from 0.60 to 0.80 and therefareettiprocal, the VIF was between one and

two, way below the threshold.

4.5 Correlation Analysis

Correlation analysis was used to measure the degreassociation between different
variables under consideration. In this sectior, study measured the degree of association
between the earnings variables and dividend pakcythe earnings proxies (Earnings, Sales
Growth, Liquidity and Leverage) and dividend poliof/ cyclical firms. From the a priori
stated in the previous chapter, a positive relatignis expected between the measures of
earnings and dividend policy of cyclical firms. Tal}.3 and 4.4 presents the correlation

coefficients for all the variables considered iis ttudy.
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Table 4.3: Correlation Analysis Results

Earnings| Sales | Liquidity | Leverage Dividend
Growth Payout
Sales Growth Pearson 91+ |1
Correlation
Sig. (2-1.002
tailed)
Liquidity Pearson 787 1.131 1
Correlation
Sig. (2-1.013 .094
tailed)
Leverage Pearson .649** | 136 .289 1
Correlation
Sig. (2-1 .004 0.104 | 0.203
tailed)
Dividend Payout| Pearson .586** | .281 111 .387 1
Correlation
Sig. (2-].011 0.115 | 0.071 0.231
tailed)
N 42 42 42 42 42

** Correlation is significant at the 0.01 level (2tailed).

Source: Research findings

From the correlation result for the study modetable 4.3, earnings has a strong positive
correlation with dividend payout (0.669, p = 0.000)e study further indicated that sales
growth has also a strong and positive relationshtph dividend payout (0.654, p = 0.000).
The study also indicated that liquidity has a waadignificant relationship with dividend
payout (0.132, p = 0.32). Further the results iatis that leverage has a moderate and
significant relationship with dividend payout (0345%=0.21). This implies that earnings and
sales growth influences dividend payout of cyclifiains strongly, leverage influences

payout of cyclical firms to a moderate extent wiasréquidity has insignificant influence on

payout of cyclical firms.
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4.6 Regression Analysis
4.6.1 Regression Model Summary

Table 4.4: Regression Model Summary

Model Summary

Model R R Adjusted R | Std. Error of the
Square | Square Estimate
1 0.856¢ 0.733¢ 0.701: 0.763¢

Source: Research findings

Determination coefficients @R were also carried out to determine the strendttthe
relationship between independent and dependenablas. The study established Bf
0.7338, which indicates that 73.38% of the variaiio dividend policy of cyclical firms is
attributed to the changes in earnings, sales groViduidity and leverage. Regression

analysis was used to determine the impact of egsniariables on payout of cyclical firms.

4.6.2 Regression coefficient

Table 4.5: Regression coefficients

Unstandardized Standardized

Coefficients Coefficients

B Std. Beta t Sig.

Error

(Constant) 7.13 0.443 2311 0.034
Earnings 0.444 0.254 0.021 0.357 0.092
Sales growth 0.738 0.262 0.022 2.511 0.042
Liquidity 0.612 0.372 0.038 2.324 0.031
Leverage 0.223 0.242 -0.032 2.034 0.024

Source: Research findings
The estimated regression model becomes:

ROA =7.13+ 0.01 EN + 0.022 SG + 0.038 LQ - 0.0%2
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4.7 Interpretation of the Findings

All the variables are statistically significant 8% level of significance in explaining the
variation in dividend payment. Other factors hadtstant, the average dividend payment for
the 16 cyclical firms will realize 7.13 units. Filsrearnings are statistically significant at 5%
level of significance in causing a variation inidend policy. The study has established a
positive relationship between dividend policy amadnengs. A unit increase in earnings will
lead to 0.01 units increase in dividend paymerthefsixteen cyclical firms. Sales growth of
the firms is positively and statistically signifitaat 5% level of significance in explaining

dividend policy.

A unit increase in sales growth will result to D1its increase in dividend payments for the
16 cyclical firms under study. Liquidity is estaled to be significant factor in causing
changes in firm’s dividend policy. A unit increaiseliquidity of the firm will lead to 0.038
units increase in dividend payment. The findingiéine with Benito et al (2001) who found
that high retained earnings to equity ratio (indiwa propensity to pay dividend) would
ensure availability of free cash flows or residcash flows within the firm which gives direct
relation between liquidity and dividend payout Heee the study established a negative
relationship between leverage ratio and dividenghynt. A unit increase in leverage ratio
will lead to 0.032 units decrease in dividend pagteeThe study is therefore consistent with
Rozeff, (1982) who argues that there exist an sweelationship between dividend rate and

leverage.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This chapter summarizes the study and makes cooclusased on the results. The
implications from the findings and areas for furthesearch are also presented. This section
presents the findings from the study in comparigowhat other scholars have said as noted

under literature review.

5.2 Summary

The main objective of the study was to establighdffect of earnings on dividend policy of
cyclical firms on the NSE. Descriptive measuresolwgd mean, maximum, minimum,
standard error of estimate, skewness and kurfdgian is a measure of central tendency used
to describe the most typical value in a set of @alurhe standard error is a statistical term
that measures the accuracy within a set of val8kswness is a measure of symmetry, or
more precisely, the lack of symmetry. A distribati@r data set, is symmetric if it looks the
same to the left and right of the center point.tKsis is a measure of whether the data are

peaked or flat relative to a normal distribution.

The results showed that dividend payout had a noéah00 with a minimum of 7.00, a
maximum of 12.00, skewness 0.045 and kurtosis dd34®2 Comparatively, earnings had a
mean of 0.4994, minimum of 0.312, maximum of 0.1€Kewness of 0.829 and kurtosis of
+3.223. sales growth had a mean of 2.043, minimbtG@0, maximum of 4.831, skewness
of 0.698 and kurtosis of +3.567. Liquidity had aameof 3.319, minimum of 1.224,

maximum of 4.183, skewness of 0.698 and kurtosis20314.
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Analysis of skewness shows that all the variablesasymmetrical to the right around its
mean. Additionally, earnings and liquidity are Higlpeaked compared to other regressors.
Jarque-Bera is a test statistic for testing whettheseries is normally distributed. It measures
the difference of the skewness and kurtosis of seges with those from the normal
distribution using the null hypothesis of a normistribution. A small probability value leads
to the rejection of the null hypothesis of a normhiatribution. Jarque-Bera test for normality

shows that all variables are normally distributed.

Correlation analysis was used to measure the degfeassociation between different
variables under consideration. In this sectior, study measured the degree of association
between the earnings variables and dividend paleyif the earnings proxies (Earnings,
Sales Growth, Liquidity and Leverage) and dividg@aticy of cyclical firms. From the priori
stated in the previous chapter, a positive relatgmis expected between the measures of
earnings and dividend policy of cyclical firms. Regsion analysis was used to determine the

impact of earnings variables on payout of cyclicahs.

5.3 Conclusion

The analysis of the correlations results seemedsupport the hypothesis that each
independent variable in earnings variables hasws particular informative value in the
ability to explain payout of cyclical firms. Thegsificance of the coefficients was calculated
at the level of 95%. The study findings indicatattearnings variables i.e. Earnings, Sales
Growth, Liquidity and Leverage are statisticallgrsficant to payout of cyclical firms as
indicated by the positive and strong Pearson aiogl coefficients whereas liquidity is
statistically insignificant with payout of cyclicdirms as indicated by their weak Pearson

correlation coefficients.

38



According to the regression equation establishaking all factors into account (Earnings,
Sales Growth, Liquidity and Leverage, payout oflicgt firms will be 7.13. A Pearson
coefficient measure showed a strong, significaasitpve relationship between earnings and
payout of cyclical firms. Therefore basing on thdswlings the study rejected the null
hypothesis that there is no relationship betweeniegs and payout of cyclical firms and
accepted the alternative hypothesis that theretsedsrelationship between earnings and

payout of cyclical firms.

5.4 Recommendations for Policy and Practice

The study recommends that managers in cyclical emmes should take into account the
earnings variables i.e. Earnings, Sales Growthuidity and Leverage when determining
payout. The study further recommends that managkoald continuously manage the
accounting practices to ensure that earnings asaire managed properly to improve the

payout of cyclical firms

5.5 Limitations of the Study

The findings of this study may not be generalizedlt cyclical listed firms but can be used
as a reference to listed firms in developing cadastrsince they face almost the same
challenges due to the same prevailing economi@tsitos as opposed to cyclical firms in
developed countries. The results thus cannot bergkred to all listed companies in NSE.
This is because different companies may have éiffiestrategies for managing earnings and

payout.
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Since the main purpose of this study is to identifg relationship between earnings and
payout of cyclical firms, NSE considered some infation sensitive and confidential and
thus the researcher had to convince them that tineope of information is for academic

research only and may not be used for any otheniiuns.

Earnings and payout keep on changing from periogpénod depending on prevailing
economic situations and demand on the capital marke findings therefore may not reflect
the true effect of earnings on payout of cycligaht across the companies listed for a period
covered since some companies are delisted and bgjain depending on their performance

on NSE.

5.6 Suggestions for Further Research

The study suggests that more studies to be caouédaking in to account the prevailing
macroeconomic variables as the control variablasesthey play major roles in decision
making among the managers. More studies shouldbascarried out taking in to account
other performance variables like Return on equstpposed to the current study which only
considered payout. A similar study should alsaccheied out on the effect of earnings on
payout of cyclical firms in Kenya incorporating neoearnings variables as opposed to the

current study which took into consideration onlurf@arnings variables.
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APPENDICES

APPENDIX I:

FIRMS LISTED AT NSE AS AT 31 DEC 2012 BY SEGMENTATION

AGRICULTURAL

COMMERCIAL & SERVICES

Eaagads Ltd
KapchoruaTtea Co. Ltd
Kakuzi

Limuru Tea Co. Ltd

Rea Vipingo Plantations Ltd
Sasini Ltd

Williamson Tea Kenya Ltd

Express Ltd

Kenya Airways

Nation Media Group

Standard Group Ltd

TPS Eastern Africa (Serena) Ltd
Scangroup Ltd

Uchumi Supermarket

Hutchings Biemer Ltd

Longhorn Kenya Ltd

TELECOMUNICATION
TECHNOLOGY

AUTOMOBILES & ACCESSORIES

Access Kenya Group Ltd

Safaricom Ltd

Car & General (K) Ltd
CMC Holdings Ltd
Sameer Africa Ltd
Marshall (E.A) Ltd

BANKING

INSURANCE

Barclays Bank Ltd

CFC Stanbic Holdings Ltd

I&M Holdings Ltd

Diamond Trust Bank Kenya Ltd
Housing Finance Co. Ltd
Kenya Commercial Bank Ltd
National Bank of Kenya Ltd
NIC Bank Ltd

Standard Chartered Bank Ltd
Equity Bank Ltd

Co-operative Bank of Kenya Ltd

Jubilee Holdings Ltd

Pan Africa Insurance Holdings Ltd
Kenya Re-insurance Corporation Ltd
Liberty Kenya Holdings Ltd

British American Investments Co. (K) Ltd

CIC Insurance Group Ltd
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INVESTMENTS

MANUFACTURING & ALLIED

Olympia Capital Holdings Ltd
Centum Investments Co. Ltd

Trans-Century Ltd

B.O.C Kenya Ltd

British American Tobacco Kenya Ltd
Carbacid Investments Ltd

East African Breweries Ltd

Mumias Sugar Co. Ltd

Unga Group Ltd

Eveready East Africa Ltd

Kenya Orchards Ltd

A.Baumann Co. Ltd

CONSTRUCTION & ALLIED

ENERGY & PETROLEUM

Athi River Mining
Bamburi Cement Ltd
Crown Berger Ltd
E.A Cables Ltd

E.A Portland Cement

KenolKobil Ltd

Total Kenya Ltd

KenGen Ltd

Kenya Power & Lighting Co. Ltd

Umeme Ltd

GROWTH ENTERPRISE MARKET
SEGMENT

Home Afrika Ltd

Source: (www. nse.co.ke)
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CORRELATION BETWEEN INDUSTRIAL AND FIRMS’ GROWTH

APPENDIX II:

RATES
Firm Test Correlation | Sector
Sasini Ltd Pearson Correlation .698** Agriculture
Sig. (2-tailed) 0.009
Rea Vipingo Pearson Correlation .703*
Plantations Ltd Sig. («-tailed’ .031
Equity Bank Ltd Pearson Correlation 0.758 Banking
Sig. (2-tailed) 0.099
NIC Bank Ltd Pearson Correlation .881*
Sig. (ztailed; 0.01:
Barclays Bank Ltd Pearson Correlation 716**
Sig. (2-tailed) 0.006
Nation Media Group, Pearson Correlation 877+ Conuisd
Sig. (c-tailed .00¢ and Services
TPS Eastern Africa | Pearson Correlation .736*
(Serena) Ltd Sig. (2-tailed) 0.042
Car and General (K) Pearson Correlation .865** Automobile
Ltd Sig. (c-tailed’ 0.002 and _
Accessories
Jubilee Holdings Ltd Pearson Correlation .919** urzsice
Sig. (z-tailed) 0.00¢ Manufacturing
British American Pearson Correlation .865** and Allied
:_n\éestments Co. (K)| Sig. (2-tailed) 0.002
f
Pan Africa Insurance Pearson Correlation .806*
Holdings Ltd Sig. (2-tailed) 0.049
East African Pearson Correlation .735**
Breweries Ltd Sig. (c-tailed’ 002
B.O.C Kenya Ltd Pearson Correlation 0.824*
Sig. (2-tailed) 0.015
Total Kenya Ltd Pearson Correlation 123** Energy nd
Sig. (c-tailed’ .00C Petroleum
Kenya Power & Pearson Correlation .783*
Lighting Co. Ltd Sig. (2-tailed) 0.012
KenGen Lt Pearson Correlatit .861**
Sig. (z-tailed’ 0.08¢

575

Source:Research Findings
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APPENDIX Ill: DATA SHEET SHOWING DETAILS OF SELECTE D

COMPANIES ‘FINANCIAL INFORMATION FROM 2008-2012

2008
Name of the Dividend Leverage | Liquidity | Sales | Earnings
p Firm Payout ratio ratio growth | Ratio
Agricultural Sector Kakuzi 0.39 0.11 1.1 0.13 2.49
Sasini 0.76 0.14 1.77 0.11 -4.2
Rea Vipingo 1.65 0.07 1.43 0.19 6.07
Automobile and
Accessorie Cmc holding 0.5¢ 0.2¢ 14 0.1¢ 11.9¢
Marshalls Itd 1.8 0 1.29 0.7 -1.6
Car&General 0.78 0 1.3 0.07 11.07
Banking Sector NIC Bank 1.0z 0.1¢ 2.1 0.18¢ 22.81]
Barclays Ban 0.74 0.3¢ 1.2¢ 0.04 24.5¢
Equity Bank 1.09 0.51 0.4 0.2 11.8
commercial and
Services
Nation Media 1.66 0 0.36 -0.1 -10.65
TPS Serena 2 0.39 2.13 0.15 14.94
Standard group 2.9 0.126 1.37 0.39 12.8
Construction and
Allied
East African
Cables 3.77 0.44 1.66 0.4 11.49
Crown Paints 0.57 1.09 1.54 0.04 20.75
Athi River
. Mining 2.9 0.25 1.02 0.24 17.81
Energy & Petroleum KP&LC 2.3 0.4f 1.3 0.1z 8.41
Kengen 0.71 0.34 1.34 0.09 9.13
Total Kenya 3 0.63 1.24 0.14 7.96
Investment Centum 1.7 0.29 4.57 0.11 15.83
Olympia 0.8 0 1.29 0.11 7.8
Transcentury 0.9 0.04 1.7 0.2 10
Manufacturing BOC Kenya 1.02 0.66 0.6 0.14 15.59
East African
Breweries 2.2 0.5 1.35 0.05 16
Unga grou| 0.5 0 1.9 0.12¢ 3.7
Telecommunicatior Safaricon 3.5 0.14¢ 0.51 0.3 10..3¢
Pan African
Insurance Insurance 0.49 0 1.2 -0.08 -3.2
British American
Investments 0.6 0.16 1.34 0.24 4.5
Jubilee Holdings | 1.01 0.25 1.29 0.11 6.27
Growth Enterprise
Market Segment Home Afrika 1 0.2 1.3 0.5 10.1
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2009

Name of the Dividend | Leverage| Liquidity | Sales | Earnings
p Firm Payout Ratio Ratio growth | Ratio
Agricultural Sector Kakuzi 0.4 0.14 15 0.21 1.84
Sasini 0.77 0.36 1.68 0.1 3.81
Rea Vipingo 0.93 0.02 2.24 0.15 4.47
Automobile and
Accessories Cmc holdings 0.6 0.38 1.4 0.1 10.8
Marshalls Itd 1.6 0 0.89 0.25 -2.94
Car&General 0.6 0.88 1.2 0.07 8.81
Banking Sectol NIC Bank 1.0t 0.182 1.6 0.1€ 11.3¢
Barclays Bank | 0.78 0.49 1.4 0.06 17.65
Equity Bank 1.1 0.54 0.6 0.18 11.28
Commercial and
Services
Nation Media 1.47 0 0.31 0.03 18.91
TPS Serer 1.8: 0.2¢ 2.0 0.17 14.0¢
Standard group| 2.1 0.14 1.27 0.27 10.57
Construction and
Allied
East African
Cables 2.6 0.68 1.36 0.19 13.85
Crown Paint 0.5t 1 1.4¢€ 0.1 6.87
Athi River
. Mining 2.2 0.2¢ 1 0.1€ 17.0¢
Energy & Petroleum | KP&LC 2.6 0.37 13 0.14 5.68
Kengen 0.75 0.53 2.17 0.03 15.45
Total Kenya 2.14 0.36 1.12 0.05 10.67
Investment Centun 1.1 0 0.31 0.0t 18
Olympia 1 0 1.3 0.05 24
Transcentury 0.6 0.15 1.8 0.07 15
Manufacturing BOC Kenya 1.05 0.86 0.5 0.1 19.03
East African
Breweries 1.2 0.3¢ 1.3¢€ 0.12 5.7
Unga group 0.6 0 1.8 0.6 6.45
Telecommunication Safaricom 2.8 0.37 0.4 0.21 11.39
Pan African
Insurance Insurance 1.28 0.69 1.02 0.1 15.57
British
American
Investments 0.5 0.14 2.1 0.24 15
Jubilee
Holdings 1.03 0.26 0.68 0.07 5.19
Growth Enterprise
Market Segment Home Afirka 1.19 0.17 3.5 0.4 9.6
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2010

Agricultural Sector Kakuzi 0.5 0.16 2.1 0.18) 5.1
Sasini 0.15 0.18 1.64 017 4.1
Rea Vipingt 14 0.71 1.34 0.07 | 15.9¢
Automobile and
Accessories Cmc holdings 0.63 0.29 1.39 0.0y 18.63
Marshalls Itd 1.52 0 0.5 2.6 0.79
Car&General 1 0 1.5 0.03 7.34
Banking Sectol NIC Bank 1.14 0.10¢ 1.€ 0.22¢ | 10
Barclays Bank 0.85 0.42 2 0.09 16.06
Equity Bank 1.09 0.45 1 0.18 7.79
Commercial and
Services
Nation Media 1.6 0 0.32 -0.0f -9.83
TPS Serer 2.3¢ 0.3: 1.7 0.1€ | 28.8¢
Standard group| 2.26 0.13 1.32 0.23 12.04
Construction and Allied
East African
Cables 1.78 1.1 1.28 0.1 17.9
Crown Paints 0.54 1 1.5 0.1 9.34
Athi River
. Mining 2.23 0.16 1.32 0.22| 16.86
Energy & Petroleum KP&LC 2.9 0.37 1.38 0.17| 7.69
Kengen 0.82 0.34 4.71 0.0% 11.44
Total Kenya 1.9 0.2 1.18 0.1 5.48
Investment Centun 1.14 0 1.2¢€ 0.1¢ | 7.84
Olympia 0.6 0.26 0.6 0.02| 10
Transcentury 0.8 0.16 1.6 009 8
Manufacturing BOC Kenya 1.05 2.31 0.5 0.05 32.49
East African
Breweries 1.82 0.39 2 0.1 125
Unga group 0.5 0.25 2.5 0.72 6.76
Telecommunication Safaricom 3.75 0.52 0.67 0.24 14.66
Pan Africa
Insurance Insurance 0.86 0.49 1.3 0.32 10.75
British
American
Investments 0.71 0.19 1.3 0.19 10.7
Jubilee
Holdings 0.97 0.17 1.39 0.24 4.6
Growth Enterprise
Market Segment Home Afrika 1.08 0.14 2.4 0.5 8.4
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2011

Agricultural Sector Kakuzi 0.5 0.13 3.3 0.23 2.48
Sasini 0.81 0.16 2.1 0.19 2.41
Rea Vipingo 0.9 0.14 2.1 0.3 1.89
Automobile and
Accessories Cmc holding 0.65 0 1.37 0.04 -39.0¢
Marshalls It 2.2 0 0.27 0.4t 1.12
Car&General 0.55 0.57 2 0.04 12.63
Banking Sector NIC Bank 0.99 0.09 1.8 0.257| 4.33
Barclays Ban 0.8¢ 1 0.t 0.1: 4.5¢
Equity Banl 1 0.5 0.5 0.2 4.38
Commercial and
Services
Nation Media 2.1 0 0.34 -0.6 -1.48
TPS Serena 1.88 0.27 2.05 0.17 16.27
Standard group 1.6 0 1.08 0.1 12.59
Construction and Allied
East African
Cables 1.85 0.4 1.16 0.17 8.48
Crown Paints 0.53 0.72 1.4 0.12 2.71
Athi River
Mining 1.87 0.17 0.84 0.2 13.6
Energy& Petroleum KP&LC 3.7 0.4¢ 1.22 0.2¢ 4.47
Kengen 0.8 0.53 1.74 0.03 14.32
Total Kenya 2.34 0.25 1.1 -0.008 -36.14
Investment Centum 1.65 0 1.39 0.24 5.67
Olympia 0.97 0 0.4 0.03 5.75
Transcentur 1.0 0.1¢ 1.2 0.0¢ 21
Manufacturing BOC Kenya 1.02 0.88 0.5 0.11 12.96
East African
Breweries 0.98 0.4 2.2 0.13 5.7
Unga group 0.48 0.21 2.5 0.12 2.8
Telecommunicatior Safaricon 2.4 0.61 0.64 0.1¢ 11.5¢
Pan Africa
Insurance Insuranc 0.9¢ 0.45 1.01 0.21 4.5
British American
Investments 0.6 0.17 1.2 0.14 9.5
Jubilee Holdings | 1.67 0.12 0.5 0.09 4.9
Growth Enterprise
Market Segment Home Afrika 1.09 0.16 3.6 0.6 10.1

50




2012

Dividend | Leverage| Liquidity | Sales | Earnings
p Name of the Firm | Payout Ratio Ratio growth | Ratio
Agricultural Sector Kakuzi 0.7 0.19 8.5 0.15 3.7
Sasini 0.87 0.37 1.65 0.07 6.07
Rea Vipingo 0.79 0.17 3.41 0.2 2.68
Automobile and
Accessories Cmc holdings 0.56 0 1.54 0.02 67.2
Marshalls Itd 0.89 0 1.13 0.4 -1.05
Car&General 0.5 0.37 1.2 0.08 6.09
Banking Sectol NIC Bank 1.0t 0.16¢ 2 0.19¢ 6.3
Barclays Bank 0.87 0.6 0.3 0.14 4.8
Equity Bank 1.1 0.46 0.6 0.25 7.24
Commercial and
Services
Nation Media 1.26 0 0.4 0.06 9.51
TPS Serer 2.6¢ 0.27 2.2¢ 0.1¢ 31
Standard group 1.4 0 1.12 0.41 9.7
Construction and
Allied
East African Cable$ 1.69 0.48 1.2 0.2 5.67
Crown Paints 0.48 0.94 1.3 0.11 7.07
. Athi River Mining | 2 0.2 1.22 0.18 17.69
Energy & Petroleum | KP&LC 6.29 0 0.97 -0.97 -3.17
Kengen 0.76 0.47 1.49 0.04 6.7
Total Keny: 1.41 0.17 1.3 -0.01¢ | -11.9¢
Investment Centum 0.93 0 0.68 0.12 7.3
Olympia 0.67 0.09 0.5 0.01 3.64
Transcentury 0.95 0.24 1.28 0.01 14
Manufacturing BOC Kenya 1 0.5 0.55 0.14 9.84
East African
Breweries 0.97 0.3 1.25 0.13 4.6
Unga group 0.53 0.27 24 0.087 4.5
Telecommunication | Safaricom 2.1 0.7 0.56 0.17 10.14
Pan African
Insurance Insurance 1.07 0.41 0.9 0.27 5.5
British American
Insurance 0.9 0.23 1 0.25 5.55
Jubilee Holding 0.9 0.1¢€ 0.31 0.01 7.4
Growth Enterprise
Market Segmeni Home Afrike 2.2 0.3 2.5 0.4z 14.1

Source:NSE data base
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Telephone: 020-2059162 P.O. Box 30197
Telegrams: “Varsity”. Nairobi Nairobi, Kenya
Telex: 22095 Varsity

The bearer of this letter ... .. Q@QGE MM/KAN Z{ ..................
Registration No..... b@,??/64’9£%/201% .......................

is a bona fide continuing student in the Master of Science (Finance) degree program in this
University.

He/she is required to submit as part of his/her coursework assessment a research project
report on a finance problem. We would like the students to do their projects on real
problems affecting firms in Kenya. We would, therefore, appreciate your assistance to
enable him/her collect data in your organization.

The results of the report will be used solely for academic purposes and a copy of the same
will be availed to the interviewed organizations on request.

Thank you.

%@ 02 SEP 2014
\/\PATRIC%ABUTO 2 50187

FOR: MSC FINANCE CO-ORDINATOR
SCHOOL OF BUSINESS
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