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ABSTRACT

The purpose of this study was to establish thetioglship between agency costs and

financial performance of firms listed at the Nair8ecurities Exchange.

Descriptive study was applied; the target poputati@as all the companies in the NSE
that traded continuously within the period of 5yefr the year 2008 to 2012. A census
was used for the firm$2 companies were analyzed since the rest wepesdsd from

trading at the NSE.

The study was a research which utilized secondatg ttom companies listed in Nairobi
Securities ExchangeéMultiple regression analysis and correlation analysas used to
determine relationship between agency costs arehdial performance at the NSE.

Statistical Package for Social Sciences (SPSSused in the data analysis.

The results of the study indicated thia¢re is a positive relationship between agencyscos
and financial performance, when agency costs iseseaby one unit, financial

performance increases by 0.02 units.

The study also found that there was no multicodiitg and autocorrelation among all
the variables tested. Finally a positive slope bQrams obtained showing a positive

relationship between financial performance and egeosts.

This study concluded that the relationship betwBeancial performance and agency
costs was significant at the 5% level. The studpmemended that since agency costs and
financial performance are significantly relatedcidns should take into account the

implications of agency costs for the firms listadNSE when taking financial decisions.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

The agency problem was originally raised by Berld 8Means (1932) who argued that
agency costs might be incurred in the separatiorowahership and control due to
inconsistent interests of management and stocki®ldeensen and Meckling (1976)
suggested that the incomplete contractual relatipnsetween the principal and the agent

might cause the agency problem.

Separation of ownership and management does nat wothout costs. Berle and Means
(1932) introduced the canonical agency problemuggssting that dispersed ownership
leads to less corporate monitoring. Jensen and Megck1976) further spurred the

interest in the theoretical and empirical aspettb® modern theory of corporate finance

by formalizing agency costs as a conflict of ins¢fgetween managers and shareholders.

Denis et al. (1999) state the reasons for whyra'didiversification strategy is likely to
reduce firm value. They find that diversified firnmade at a discount as against their
single-segment peers and further prior studies sigdificant positive relation between
greater shareholder wealth and focused strategynéoy leading US firms. Given that
diversification can lead to value reduction, Degisal. (1999) examine why managers
resort to corporate diversifications. They arguat tmanagers do so as their private

benefits related with diversified portfolio.
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Incorporated in 1954, the Nairobi Securities Exg®(NSE) is the leading securities
exchange in East and Central Africa. The produaded at the NSE are shares and
bonds which are financial instruments that aretipineferred to as securities. NSE
facilitates investments and savings by bringingetbgr borrowers and lenders. Currently,
a total of 62 firms categorized into 12 sectorslmted (NSE, 2013). The NSE plays an
important role in economic development in Kenya, gogviding a medium for the

transfer of funds from surplus spending units tiicttespending units.

1.1.1 Agency Costs

Jensen and Meckling (1976) identify agency costs/elé from conflicts between equity
holders and owner-managers as residual loss whiehnsn agent consumes various
pecuniary and non-pecuniary benefits from the fiton maximize his own utility.
According to the Pavlik et al. (1993) analysis, rmgetheory suggests that compensation
should be contingent on more than one performarezsuare and further predicts that the
relative importance of alternative performance roess should be a function of their
precision and sensitivity to the manager’s perforoea Ang et al. (2000) and Fleming et
al. (2005) shows that agency costs generated frenconflicts between outside equity
holders and owner manager could be reduced by asicrg the owner-managers

proportion in equity, that is agency costs varyensely with the manager’s ownership

Jensen and Meckling (1976) define the agency oglshiip as a contract under which the
principal engages the agent to perform some sericeheir behalf. These agency
problems arise because of the impossibility of gty contracting for every possible

action of an agent whose decisions affect botholne welfare and the welfare of the
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principal (Brennan 1995b). Arising from this pratlés how to induce the agent to act in
the best interests of the principal. They defingdrey costs as the sum of monitoring

costs, bonding costs, and residual loss.

The significance of agency cost is that it helpsgate the effects of the agency problem.
Baker and Powell (2005) defined agency problenmeéesning to the difficulties faced by
financiers in ensuring that their funds are notregpated or wasted on unattractive
projects. With this framework, shareholders areum&sl to derive purely financial

benefits from ownership of their equity investmefigdaker & Anderson, 2010).

1.1.2 Financial Performance

Chakravathy (1986) observed that financial perfaroeais a multidimensional construct
and thus, any single index may not be able to plea comprehensive understanding of
the performance relatonship relative to the cowsirwf interest. Therefore, it is

important to use multiple indicators of performan&udies that have considered
performance as a dependent variable have sougthentify other variables that produce
variations in performance. March and Sutton (198Ginted out that researchers who
study organizational performance in this way typycaevote little attention to the

complications of using such a formulation to cheeaze the causal structure of

performance phenomena.

The important role of organizational performancstiategic management warrants close
attention to the conceptualization and measuremeht business performance

(Venkatraman & Ramanujam, 1986). Measuring firmfqgremance has been a major
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challenge for scholars and practitioners as wethédy & Mingfang, 2000). Ang et al.
(2000) describes financial measures of performascdinancial ratios, stock market

returns, gross profit, total assets, revenue grogdamings per share and return on asset.

1.1.3 Relationship Between Agency Costs and Financial Flermance

Agency theory suggests that compensation shoulddmingent on more than one
performance measure and further predicts that éhetive importance of alternative
performance measures should be a function of thecision and sensitivity to the
manager’s performance (Pavlik et al.,1993). Thath&r pointed out that stock returns
are affected by many economic factors and thus Imeatpo noisy and insensitive to link
to a manager’'s actions. Accounting measures, ornother hand, can be created and
tailored to capture different aspects of a firmigwnstances and appear to capture both
short-term and long-term aspects of performance att#quately captured by either

general or relative measures of stock return.

Agency costs can be reduced through the presendarge#-block shareholders, also
known as block holders. With a large stake in tinen fand hence significant voting
rights, block holders can directly and indirectijlience the decision making process of
the firm. On one hand, as block holder ownershgoaases block holders have a greater
incentive to increase firm value through better nwing. Consequently agency costs
would be reduced and firm value increased (Shlaifer Vishny, 1986). They found that
block holders play an active role in monitoring ragement. Agrawal and Mandelker

(1990, 1992) find evidence suggesting better monigoat firms with higher institutional
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ownership. Similarly, Denis, Denis and Sarin (198@¢ument that executive turnover is
positively related with the presence of outsidecklbolders. Moreover, firms with large
block holders tend to outperform their peers wélatively fewer outside block holders
(Denis and Serrano, 1996; Bhagat, Black and BR01). The findings suggest that
block holders are effective monitors in the firmdahe benefits are shared along with

other shareholders.

1.1.4 Nairobi Securities Exchange

The Nairobi Securities Exchange formerly Nairolnckt Exchange was constituted as a
voluntary association of stock brokers under thaetp act. In 1990, a trading floor and
secretariat was set up at the IPS building, beiooging to the Nation Centre Nairobi in
1994. The securities exchange has witnessed nusieh@anges, automating its trading in
September 2006 and in 2007 making it possible timckbrokers to trade remotely from
their offices, doing away with the need for deaterbe physically present on the trading
floor. Trading hours were also increased from teasix. Moving to Westlands in the
surroundings of Nairobi symbolically marked the esfdan era where the market was

owned and run by stockbrokers (NSE, 2013).

Nairobi Securities Exchange aims at supportingitigaalearing settlement of equities debt
derivatives and other associated instruments. Itnandated to list companies on the
securities exchange and enables investors to inaskcurities of companies thus its charged
with the strength of Securities Exchange. There Girelisted companies as at 2013
categorized in 11 different sectors namely: Agtimal, Commercial and Service,

Telecommunication and Technology, Automobiles amdessories, Banking, Insurance,
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Investment, Manufacturing and Allied, Constructiamd Allied, Energy and Petroleum

and lastly Growth Enterprise Market Segment (NSH,3.

1.2 Research Problem

Jensen and Meckling (1976) suggests that costs fdm conflicts of interest between
stakeholders, which are borne by the shareholderdar to keep managers focused on
pursing shareholders interest, with the hope thaaltw will increase. However, do
increased spending in agency costs necessarilytteaddecrease in firm performance?
There is indeed destruction of value from some egeosts behavior of managers
(Jensen, 2003). Ross (1973) suggests that whemdadés debt, management is tempted
to pursue selfish strategies, imposing agency costshe firm. These strategies are
costly, because they lower the market value offithe They include: incentives to take

large risks and incentive toward underinvestment.

Locally, there are several examples of NSE listehganies that have previously either
been delisted, liquidated or placed under receersn account of the agency problem

mismanagement.

Uchumi started to experience financial and openaliaifficulties occasioned by a sub-
optimal expansion strategy coupled with weak irdecontrol systems. As a result, on
31% May 2006, the board of directors resolved thatcthmpany ceases operations and on
2" June 2006, the debenture holders placed the compamler receivership.

Simultaneously, the CMA suspended the companytisgjon the NSE. (NSE, 2013).
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In 19" Sept 2013, CMC was acquired by Al Futtaim. It deeliall of the shares and has
no present intention of disposing of them and idgeto continue trading as a subsidiary.
The reasons for suspension ranged from revelabdfmud within the companies, lack
of disclosure in published financial statementspflicts of interest amongst board
members and non-compliance to the reporting oliiga; corporate governance

structure issue, Insider trading, board wars cgusanic in the capital market.

Existence of agency problems issues leads to caagovernance that cannot be
resolved through contractual solutions due to Higimsaction cost.(Hart,1995).These
agency costs manifest themselves in the form oflicts between investors and other

claim holders on the firms cash flows.

Two government dominant banks KCB and NBK dispogddin the NSE, have
consequently landed in massive liquidity fix leaglito market capital loss of between

one-third and two-thirds as their real bad dehiagions unraveled in 1995.

Studies usually examine the relationship of agesusts and different variables such as
Nyamboga (2008) determined whether there existselationship between capital
structure and agency costs for firms listed in thairobi Stock Exchange, while
Mwisywa (2007) focused on the relationship betwegency costs and the prices of
stock public companies quoted at Nairobi Securleshange. Asuke (2009) established
whether dividend policies have a relationship wile amount of agency related cost

from a sample of companies quoted in the NairobuBges Exchange.
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Many studies have been done in different contekis,question is, is agency costs in
form of audit costs, emoluments and compensatiomxternal directors really necessary
to affect firm performance, or are they just anoteample of misdirected resources by
the shareholders? Hence there is not yet studyulgbty analyzing the relationship

between agency costs and financial performancecéltre study answers the following
guestion; what is the relationship between agewnsyscand financial performance of the

firm?

1.3 Objective of the Study

To establish the relationship between agency castsfinancial performance of firms

listed at the Nairobi Securities Exchange.

1.4 Value of the Study

The importance of the study comes from its theoaktand practical sides. Theoretical
importance comes from highlighting an important jeab related to agency theory,
namely the problem of agency cost in firm perforogrts most important measures and

its relatedness with some variables.

The practical importance lies in presenting eviégersbout agency problem for
performance in the Kenyan companies for guidanaeedoce agency cost and improve
some of financial policies having significant impaen and upgrade the financial
performance in such a way that increases the vafuthe company in the Kenyan
financial market, particularly the Kenyan businesgironment lacks such frameworks in

addition to having the phenomenon of manageriabdppism.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

The purpose of this literature review is to gaisight into the relationship of agency
costs and firm performance. It has discussed thergétical framework which includes:
agency theory, stakeholder theory, free cash flesoty and pecking order theory. It has

also covered the empirical evidence and the sumpfditerature review.

2.2 Theoretical Review

Various theories have attempted to explain thetioglship between agency costs and

performance in the literature.

2.2.1 Agency Theory

Agency theory has been pointed out that separaticzontrol from ownership implies
that professional managers manage a firm on beifathe firm's owners (Kiel &
Nicholson, 2003). Conflicts arise when a firm's @& perceive the professional
managers not to be managing the firm in the bdsteasts of the owners. According to
Eisenhardt (1989) stated that the agency theagnserned with analyzing and resolving
problems that occur in the relationship betweemqgipals and their agents or top
management. The theory rests on the assumptiontlibatole of organizations is to

maximize the wealth of their owners or shareholdBrair, 1995).
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Agency theory (Jensen and Meckling, 1976; FamaJanden, 1983; Fama, 1980) states
that agency costs arise from the conflict of inderdeetween a principal and an agent.
This conflict results, for example, when managerkp are responsible for important

decisions of the firm, are not the primary clainsaot the firm’s net assets, and thus do
not bear a major share of the wealth effects oir thecisions. Pavlik et al. (1993)

suggests that compensation should be contingentasa than one performance measure
and further predicts that the relative importanéealternative performance measures

should be a function of their precision and sewisjtto the manager’s performance.

2.2.2 Stakeholders Theory

Ansoff (1960) derived the stakeholder concept. fFaditional definition of a stakeholder
is any group or individual who can affect or iseated by the achievement of the
organization’s objectives (Freeman 1984). Friedif2006) states that the organization
itself should be thought of as grouping of stakdbcd and the purpose of the

organization should be to manage their interegisgds and viewpoints.

The father of the stakeholder concept changed éfiaition over the time. In one of his
latest definitions Freeman (2004) defines stakedislés those groups who are vital to
the survival and success of the corporation. In ohais latest publications Freeman
(2004) adds a new principle, which reflects a nesmd in stakeholder theory. In this
principle in his opinion the consideration of thergpective of the stakeholders
themselves and their activities is also very imgatrto be taken into the management of
companies. He states the principle of stakeholdeourse. Stakeholders may bring an
action against the directors for failure to perfotine required duty of care (Freeman

2004).
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Stakeholders theory claims that developing strategby considering a broader
stakeholder network and interaction will producerensuccessful results than focusing
merely on direct profit maximization attempts (J&n2008). Long-term sustainability of

enterprises requires a management approach maosgiwemowards the interests and the
benefits of all stakeholders (Sarikaya, 2009). k&talder theory also asserts that
stakeholders do not have the incentives to becanegefl informed as investors in the

company.

2.2.3 Free Cash Flow Theory

Although the first complete study regarding theragyetheory was conducted by Jensen
and Meckling (1986), yet the idea of free cash fid*CF) was originally proposed by
Jensen (1976), in which FCF is defined as net flasis after deducting the needs of
positive NPV projects. Since FCF is financial rases at the management’s discretion
to allocate, it is also called idle cash flows. sk (1976) argued that too much FCF
would result in internal insufficiency and the weasf corporate resources, thus leading to
agency costs as a burden of stockholder's wealthseh (1993) empirically examined
the agency problem and thus asserted that FCF ecased of the main reason why the

investment return in the US companies fell beloevrgquired rate of return in 1980s.

In additional to FCF, Jensen (1991) argued thats#ikinterest motive of management
was an important factor leading to agency costss Tas especially obvious when
stockholders and management’s interests were imflich and consequently
stockholder’'s interest was always dominated by memeent’'s. Brush et al. (2000)

asserted that weak corporate governance causedetificiency in the allocation of free
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cash flows since the corporate board of directaas directed at the policies in favor of

management’s interest at the expense of stockhshdealth.

2.2.4 The Pecking Order Theory

The pecking order theory stems from Myers (19849 whturn was influenced by the
earlier institutional literature including the bodly Donaldson (1961). Myers (1984)
argues that adverse selection implies that retagaedings are better than debt and debt
is better than equity. This ranking was motivatethweference to the Myers and Majluf
(1984) adverse selection model. Pecking order nsocksh be derived based on adverse

selection considerations, agency considerationgthar factors.

The most common motivation for the pecking ordeadserse selection developed by
Myers and Majluf (1984) and Myers (1984). The kdgd is that the owner manager of
the firm knows the true value of the firm’s assetd growth opportunities. Outside
investors can only guess these values. If the nanaffers to sell equity, then the
outside investor must ask why the manager is willio do so. In many cases the
manager of an overvalued firm will be happy to sejuity, while the manager of an

undervalued firm will not.

Myers (1984) points out that some versions of agéineory imply a financing hierarchy.

Agency costs of equity, for example, could resnltipecking order. Halov and Heider
(2004) argue that the standard pecking order [®aial case of adverse selection. When
there is adverse selection about firm value, firnedeprto issue debt over outside equity

and standard pecking order models apply. Howevdrgnwthere is asymmetric
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information about risk, adverse selection arguméntsdebt apply and firms prefer to
issue external equity over debt. Thus, adversectsatecan lead to a preference for
external debt or external equity depending on wdredisymmetric information problems
concern value or risk. They concluded that advsedection models can be a bit delicate.
It is possible to construct equilibrium with a pexkorder favor. But adverse selection

does not imply that pecking order as the genetahton.

2.3 Determinants of Firm Performance

Researchers have offered a variety of models falyamg financial performance.
However, little consensus has emerged on what itotest a valid set of performance

criteria (Cameron, 1981).

Studies on financial performance should includetiplgl criteria analysis. Thus different
models or patterns of relationship between findngaformance and its determinants
should be used to demonstrate the various setslatianships between the dependent

and the independent variables in the estimated Im¢8ehmidt, 1993).

Nickell et al.(1997), have identified the followirfgctors as the drivers of performance,
namely firm size, competition, leverage, corporedatrol, and corporate demographic

issues.

2.3.1 Size

The effects of firm size on corporate performanaeehgained important attentions in the

research of the firm. According to common intuititime size of the firm has an important
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role in firm performance for many reasons. In daierperspective of studies, size can be
a proxy of firm resource. Since larger firms haverenorganizational resources, they
give larger firms the better equipment to achidweirtgoals (Penrose, 1959). Sizes can
also proxy for the probability of default and thelatility of firm assets hence higher

much agency costs.

2.3.2 Demographic Characteristics

Majumdar (1997) pointed out that larger firms gatersuperior performance relative to
smaller firms. A firm’s demographic characterigiech as number of outlets and the age
or life stage of the firm as well as board size sgen by some researchers as driver of
financial performance. If there are economies afesaa larger number of outlets mean a
better performance due to the incurring of agerastsuch as monitoring costs, if not,
more outlets lead to a worse performance. In aystandretail banks, Barnett et al. (1994)
find single unit banks performing better. They ardhat a firm’s emphasis on market

positioning retards organizational learning.

2.3.3 Age

Again the age of a firm is said to have a consecgidar financial performance. Firms
have a cycle of growth and decline. Newly establisHirms generally have an
enthusiastic and energetic crew, which should erdh@erformance. On the other hand
young firms are confronted with start-up probler@ofmnie, 1991). Older firms have

overcome these problems, and can rely on experemt@ network of existing suppliers
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and customers, which enhances efficiency. Birle&39Q) find mature firms performing

better.

2.4 Empirical Evidence

Several studies validate agency theory predictiomisfferent contexts.
2.4.1 International Evidence

Rechner and Dalton (1991) examined the relationwdet CEO duality and
organizational performance. Their study supportenay theory expectations about
inferior shareholder returns from CEO duality. Thetdied a random sample of
corporations from the Fortune 500. Rechner andoba{l991) identified corporations
which had remained as either dual or independeait GEO structures for each year of a
six-year period (1978-1983). They found that coapions which had independent chair-
CEO structures had higher return on equity (RO&Wrn on investment (ROI) and profit
margins. But Rechner and Dalton (1991) made norcbfdr industry in their study, so
the extent of any confounding of structure effdaysindustry effects is unknown. It is
thus desirable to assess effects of structure arekblder returns controlling for industry

effects.

Schulze et al (2001) set out to establish thatsitipe relationship exists between agency
costs incurred by family firms and performance. Tlesearch design was a cross-
sectional survey which targeted a total of 37, 30hief executives of privately held
U.S.A family businesses of which a sample of 13ifthd was selected. The firms

selected as the sample had average annual sa&6mwillion, with 195 employees and
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had been in businesses for 49 years. The dateatedi a positive relationship existed
between performance for non-family pay incentives ot for family pay incentives.
The data also showed that strategic planning wagipaly related to performance and
CEO tenure was negatively associated with firmqremince, average board tenure and

outside directors.

Iran Pouraghajan (2012) studied the effect of fragh flows and agency costs on the
performance of listed companies in Tehran StockhBrge. A sample of 140 companies
were selected during the time span from 2006-2@fficiency ratios were used as

measures of agency cost and Len and Paulsen nssdeld to measure free cash flows.
F-Limer and Hausman tests were used to appropesti;mate of models for selecting

among one of methods of the common effects, fixéetts and random effects. Results
from research hypotheses testing have shown tleae tis no significant relationship

between free cash flows and firm performance. Whllere is significant and positive

relationship between total asset turnovers withsuess of firm performance. Negative
and significant relationship is observed betweererajing income volatility with

measures of firm performance.

2.4.2 Local Evidence

Wasike (2007) investigated and assessed the retdrelentify salient aspects of agency
relationship between the government as the prihapd public universities in Kenya as
agents for the provision of higher education. Al six commissioned public universities

were selected and five agents, semi structurediquesires send to each university. The
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data was analyzed using tables, percentages ambrpoms. Results indicated that
agency relations between the government and pulsligersities are direct and are
expressed in form of parliamentary legislationsaficing higher education, policy,

establishment, research and collaboration.

Mwisywa (2007) focused on the relationship betwegency costs and the prices of
stock public companies quoted at Nairobi Stock Exge. The data used in this paper
was extracted from annual financial reports of cames listed at the Nairobi stock
exchange and from Authorized Data Vendors by theodaStock Exchange Council.
Descriptive statistics were used to present dadegaantitative analysis was conducted to
give meaning to the results. However there wasesad that all companies studied incur
some form of agency costs and that the increashanstock prices may have been
influenced by that spending. It also became clét, tthere is a strong positive
correlation between the agency costs incurred fyippaompanies and the prices of their

stocks.

Alfadhl (2007) aimed to investigate the relatiopstietween some determinants of
managerial behavior and agency cost from one hemdi the impact of this relationship
on firm performance from the other. A data of a glnof 27 firms distributed to three
economic sectors: banks, industry and services. fiaéings in relation to ownership
variable confirm there is a significant and noreéin correlation between managerial

ownership and agency cost of ownership; and sutdtioeship is affected by firm
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performance. As for the other two variables, timelifigs show there is no relationship

between them and agency cost and no impact ofpeaftce on this relationship.

Nyamboga (2008) determined whether there existselationship between capital
structure and agency costs for firms listed in Nerobi Stock Exchange. The study
investigated whether the use of debt in capitalcstire can reduce conflict between
shareholders and managers. The population of tldy $hcluded all companies listed in
the Nairobi Stock Exchange between 2000 and 20@&.Raalysis was done using
statistical power for Excel. The findings indicateixed results .Overall, a weak
relationship exist between capital structure andnag cost firms in Nairobi Stock
Exchange. It was concluded that, the use of daetredses expenses in high growth firms

but increases asset utilization in low growth firms

Asuke (2009) sought to establish whether divideolicigs have a relationship with the

amount of agency related cost from a sample of emies quoted in the Nairobi Stock

Exchange. Descriptive research design was usedaageted all 54 companies quoted at
the Nairobi Stock Exchange. Stratified random samgplvas used to select data of which
a sample of 20 companies out the population ofdpanies was picked for a period of
8years, 1999 to 2006 to ensure that informatiominobtl was current and relevance. The
findings showed that the dividend policies of thienfin the various sectors do not seem

to be designed to mitigate the agency costs.
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2.5 Summary of Literature Review

The theoretical framework has explained varioustiles that have attempted to explain
the relationship between agency costs and firmopadnce in the literature. Agency
theory, stakeholders’ theory, free cash flow theangl pecking order theory (Jensen,
1976; Freeman, 2004; Myers and Majluf, 1984 ). Ehdweories explain how agency

costs affect different determinants of firm perfame.

Some studies have been conducted on agency cdstifternationally and locally.
Alfadhl (2007) found a significant and non-lineaor@lation between managerial
ownership and agency cost of ownership; and sutdtioeship is affected by firm
performance. Mwisywa (2007) strong positive cotieta between the agency costs
incurred by public companies and the prices ofrtiséocks. Schulze et al (2001) a
positive relationship exists between agency cosisurred by family firms and
performanceNyamboga (2008) a weak relationship exist betwesmtal structure and
agency costPouraghajan (2012) found there is no significatdti@ship between free

cash flows and firm performance.

From the recent studies done there exists a réseme which needs to be thoroughly
analyzed by examining the relationship between @gemsts and firm performance.
Hence the study will seek to find the relationshgween agency costs and performance

of the firm.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter discusses the research design, papulaitthe study, data collection, data
analysis, analytical model, operationalization afigbles, measurement of agency costs,

measurement of financial performance, and las#istef significance.

3.2 Research Design

Dooley (2007) a research design is an outline ihaised to give answers to research
problems. Descriptive study was applied in the wtwtich is concerned with describing

the characteristics of a particular individual aowgp (Ross, 2005). The design is
appropriate because the study will aim at exploxirdgether a relationship between the

variables exists.

3.3 Population of the Study

The target population was all the companies inNB& that traded continuously within
the period of 5Syears for the year 2008 to 2012. ekstis was used for the firms.

(Appendix 1)

3.4 Data Collection

The study was a research which utilized secondaty flom companies listed in Nairobi
Securities Exchange. An audited financial statemdot the companies selected was

used, thus increasing the reliability and validifythe findings and conclusion. The data
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that was collected was in the form of total nebime, value of equity, total fixed assets,

total assets, revenue, and total debts.

3.5 Data Analysis

Multiple regression analysis and correlation analygas used to determine relationship
between agency costs and financial performancénaatNSE. Statistical Package for

Social Sciences (SPSS) was used in the data analysi

3.5.1 Analytical Model

The model that was used is similar to one usedhmsng (2009).The model is as stated

below;

Yi=Bo + BuXai + B2Xai + PaXai + PaXsi +éi
Where,

Y; = Performance of firm i.

X1i = Agency costs of firm i.

X, = Asset structure of firm i.

Xsi = Advertising Expenditure of firm i.
Xai = Debt Structure of firm i.

g = Error term.

Bo is a constant angh P, Bz andp, are coefficients of regression equation.

Xii, X2, Xsi, and X; are the control variables.
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3.6 Operationalization of the Study Variables

The dependent variable of the study is financialqgumance, while independent variable

IS agency costs.

3.6.1 Measurement of Agency Costs

One major way of measuring agency costs, is comg@utie asset utilization ratio used
by Ang, Cole and Lin (2000) and Singh and David€a®03). It was computed as the
ratio of sales to total assets. A higher asseizatibn ratio indicates that companies are
making investment decisions which are non-optimiah second interpretation was that
companies are investing their funds in projectsciiare unproductive. The equation that

was used to calculate agency costs was :

X = Sales for the year

Total assets for the year

3.6.2 Measurement of Firm Performance

Performance is a difficult concept, in terms oftbdefinition and measurement. It has
been defined as the result of activity, and ther@mpate measure selected to assess
corporate performance is considered to depend entype of organization to be
evaluated, and the objectives to be achieved thrthaf evaluation. (Hunger et al. 1997)

In this study return on assets was used to meéisargcial performance.

Return on Assets (ROA) as an accounting based meeansd is computed as follows
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ROA = Profits after Tax (Net Income)

Book Value Total Assets

The essence of the control variables is to givegeition to the fact that the performance
of a firm may be influenced by several factors. Erample, Audit costs and degree of
leverage use are two determinants of Firm perfoomg@alton et al; 1999; De Jong et
al; 2002).The control variable utilized were adisng expenditure, asset structure and

the level of leverage (debt structure).

3.6.2.1 The Advertising Expenditure

Grullon, Kanatas and Weston (2004) find that adsiei improves firm visibility in the

market and Easterbrook (1984) argues that agerstg eme lower for firms with higher
visibility because they will be under greater sicrpitfrom investors and regulators.
Hence, a manager who expends effort to make harfiore visible is simultaneously

attracting more attention from potential monitors.

Advertising expenses = Total advertising expenses

ewmlevenue.

The advertising-t@ales ratio is designed to show whether the resswadirm spends on
advertising campaign helped to generate new salbggh advertising-tcsales ratio indicat:
that high advertising expenses resulted in lowssed@enue; this could mean the camp

was not successful. A low ratio may indicate thatadvertising campaign generated sales.
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3.6.2.2 The Asset Structure

It is the ratio of fixed assets to total assetanéasures how much of the asset base

represents fixed assets and for that matter, sireieind equipment.

Asset Structure = Fixed assets

Total assets

3.6.2.3 Debt Structure

It is the percentage of debt to total assets, & graen as :

Debt Structure = Total Debts (both long-term andrsh term)

Book Value of Total Assets.

3.7 Tests of Significance

Inferential statistics was used to analyze datdeci®d in the research. A One-Way
ANOVA procedure was conducted, which produces a o analysis of variance for a
guantitative independent variable by a single fadfodependent variable. Analysis of

variance was used to test the hypothesis that alewerans are equal.

One-way ANOVA was used to establish the relatigndfetween agency costs and firm
size, agency costs and asset structure, and dtenship between agency costs and debt
structure . The decision rule for the one-way ANO#AL is to reject the null hypotheses
that the group means are equal when the p-valuesless than critical levels of

significance of the test (usually fixed at 5%).
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Coefficient of determination ¢ was used. It measures the proportion of theatiari in

a dependent variable that can be explained statilytiby the independent variable.

Autocorrelation and multicollinearity were testedotusing Durbin — Watson and

Variance Inflation Factor respectively.

XXXVii



CHAPTER FOUR: DATA ANALYSIS, RESULTS AND FINDINGS

4.1 Introduction

The chapter details nature and strength of thdioakhip, regression analysis, the data

analysis, findings and interpretation of the reskatudy, and tests of significance.
4.2 Nature and Strength of the Relationship

Table 4.1 below shows that there is a positiveticeiahip between financial performance
and agency costs since r = 0.192. It also indicatgsositive relationship between
financial performance and advertising expendituith w = 0.369. There is a negative
relationship between financial performance andtagsecture and debt structure with the

value of r = -0.010 and r = -0.542 respectively.

Correlation analysis was conducted in table 4.bwegelo trace the mutual influence of

the variables on one another.

Table 4.1: Correlation — Pearson correlation

Financial Agency | Asset Advertising | Debt
Performance | Costs | Structure | Expenditure | Structure
Pearson Financial 1| o0.192| -0.010 0.369|  -0.542
Correlation Performance
Agency 0.192 1| -0.006 -0.041|  -0.185
Costs
Asset -0.010| -0.006 1 -0.042|  -0.452
Structure
Advertising 0.369| -0.041| -0.042 1 0.141
Expenditure
Debt -0.542|1 -0.185 -0.452 0.141
Structure

Source : Research Findings

XXXViii



Table 4.2 : Correlation — P-value

Financial Agency | Asset Advertising Debt
Performance | Costs Structure | Expenditure | Structure
Pearson  Financial 0.258 | 0.471 0.204 0.004
Correlation  Performance
Agency Costs| 0.258 . 0.483 0.386 0.095
Asset 0.471| 0.483 . 0.384 0.004
Structure
Advertising 0.204| 0386 | 0.384 . 0.159
Expenditure
Debt 0.004( 0.095 0.004 0.159
Structure

Source : Research Findings

Figure 4.2 above shows the correlation betweemftiiah performance and Agency costs
is not significant since its p-value is 0.258 whislas less than 0.05. Similarly the
correlations between financial performance and tasteucture and advertising

expenditure was since the p-values were 0.471 &@fiGespectively as shown in figure
4.2 above. However the correlation between findipa@gormance and debt structure was

significant since its p-value was 0.004 which wesslthan 0.05.
4.3 Regression Analysis

A regression analysis was conducted on financidbpmance against agency cost, which
was proxied by asset utilization and control vdsab asset structure, advertising

expenditure and debt structure. The regressiontiequaas as follows:

Yi=Bo + BaXui + P2Xai + BaXai + PaXsi +&i
Data for the variables above was generated foro&2Zpanies trading continuously within

the period of Syears for the year 2008 to 201&disn the NSE (Appendix i).
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The data was subjected to regression analysishenihidings are discussed below :

Table 4.3 : Coefficients of the model

Coefficients Standard Beta t statistics P-value VIF
Error
Intercept 0.230 0.037 . 6.300 0.002
Agency 0.020 0.011 -0.017 -0.150 0.882 1.04:
osts
Asset -0.061 0.026 -0.288 -2.332 0.024 1.14¢
Structure
Advertising | g5 0.003 0.266 2.401 0.020 1121
Expenditure
s Debt -0.219 0.044 -0.638 -5.026 0.001 1.304
tructure

Source : Research Findings

Table 4.3 above shows the numerical relationshipvdsen the independent variable and

the controls variables in the following equation :
Financial Performance = 0.230 + 0.020-X0.061 X%;+ 0.051 X;— 0.219 X;

The above equation indicates that when agency @osteases by one unit, financial
performance increases by 0.02 units. When assettiste increase by one unit, financial
performance decreases by 0.061 units. Whereas adhegrtising expenditure increases
by one unit, financial performance increases by5D.@Qnits. When debt structure

increases by one unit, financial performance dese®ay 0.219 units.

4.4 Test of Significance

Coefficient of determination was used to deterntime goodness of fit of the model,

Durbin — Watson was computed to detect the presemcautocorrelation, Variance
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Inflation Factor was calculated to quantify the esty of multicollinearity and Analysis

of variance to test where or not the means arelequa

Table 4.4 : Model of summary of agency cost on fimeial performance

Regression Statistics

Multiple R 0.668

R square 0.446

Adjusted R square 0.625

Standard Error 0.058

Durbin- Watson 1.623

Source : Research Findings

R? between the observed and modeled data valueg dihtimcial performance as seen in
table 4.4 above, which indicated that predictoialdes influenced 62.5% of variation in
financial performance as indicated by the adjufteshjuare statistics 0.625. This meant
that sixty two point five percent of the variationthe response variable can be explained
by the explanatory variables. The remaining thsgven point five percent can be

attributed to unknown, lurking variables or inhdreariability.

Autocorrelation was tested using Durbin- WatsorugaFrom table 4.4 above, the value
of Durbin- Watson was 1.623 hence there was ndendge of autocorrelation since the

statistics ranges in value zero to four, hencew@evh 623 indicates no autocorrelation.
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Multicollinearity of the predictor variables wassted using variance inflation factor
(VIF). 1t is the undesirable situation where tharelations among the independent
variables are strong. It exists in the model if YMEO. From table 4.3 above, the VIF for
agency costs, asset structure, advertisement expendnd debt structure were 1.043,
1.148, 1.121 and 1.304 respectively. Multicollingawas not in existence since all the

VIF were less than 10.

Table 4.5 ANOVA for agency cost on financial perfamance

Model Sum of Mean Significance
Squared Df Square F F
Regression
0.181 4 0.033 | 6.447 0.005
Residual
0.113 47 0.003
Total

0.294 51

Source : Research Findings

Significance F from table 4.5 above indicates tkefulness of the overall regression
model at 5% level of significance. Since the p-eabfi the F test is less than alpha that is
0.005 < 0.05 it was concluded that there was aifgignt relationship between the

dependent and independent variables used in thg.stu

Table 4.5 above clearly shows that the regressiby accounted for 61.56%, which was
the most dominant number of variations in agencts;oof 0.181 out of 0.294, and the
rest, less dominant number of the variations barwpunted for by other external factors

which was 0.113 out of 0.294 accounting for 38.44%.
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Graphically the relationship between Finidal Performance and Agency Cc was
shown by figure 4.1 below. The figure indicatest ttiee slope of the graph is positi

hence there is a positive relationship betweenrfgia& Performance and Agency Co

Figure 4.1 : Relationship Between Financial Performance and gency Costs
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Source : Research Finding
4.5 Interpretation of Findings

The results indicated tt there is a positive relationship between agencyscasd
financial performancewhen agency costs increases by one unit, finaperformance
increases by 0.02 units. It is indicd that the predictor variables influenced a hig

percentage of the variation in financial performa
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Durbin — Watson value was used to test autocoroeldtetween the variables, but since
the range was between zero to four, it was condutiat there was no existence of
autocorrelation. Variance inflation factor was uskd test multicollinearity of the

predictor variables. Since the value of VIF was l#san 10, then it was concluded that

there was no existence of multicollinearity amamg predictor variables.

Significance F indicated that there was a signifiaalationship between the dependent

and independent variables that were used in thy stu
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CHAPTER FIVE : SUMMARY, CONCLUSION AND

RECOMMENDATIONS

5.1 Introduction

This chapter consists of summary of findings, cosicns of the study, limitation,

recommendation and suggestions for further studies.

5.2 Summary

The objective of the study was to establish thati@hship between agency costs and
financial performance of firms listed at the Naird®ecurities Exchange that traded
continuously within the period of 5Syears for theaye008 to 2012. To achieve this
objective, a regression analysis was conducted eblyefinancial performance was
regressed against control variables which wereeriding expenditure, asset structure
and the debt structure. NSE was the source ofrabtpthe raw data for both dependent

and control variables.

The study found that in the model, agency costuerfted a significant variation of
61.56% in firm’s financial performance as depicbgcthe adjusted R square of 0.181 out
of 0.294. Hence the study found that agency castetsignificantly related to financial

performance.

The study also found that there was no multicodiitg and autocorrelation among all
the variables tested. Finally a positive slope bQrams obtained showing a positive

relationship between financial performance and egenosts.
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5.3 Conclusion

The results indicated that agency costs signiflganfluenced financial performance of

the firms listed in NSE.

5.4 Recommendations for Policy

This study concluded that the relationship betwBeancial performance and agency
costs was significant at the 5% level. The studpmemended that since agency costs and
financial performance are significantly relatedcidmns should take into account the

implications of agency costs for the firms listadNSE when taking financial decisions.

5.5 Limitations of the Study

The study was unable to obtain data from all the@®dpanies listed in NSE, since only
52 firms were trading continuously within the periof 2008 to 2012. This study also
used only four proxies of agency costs, whereagthee other possible agency cost

surrogates which the study did not factor in.

This study is based on the findings and analysiivef years from 2008 to 2012, thus
interpretations deviating from the findings of thiesssearch may occur if the period is

outside the study period, or when a different reseaethodology is implemented.

5.6 Suggestions for Further Studies

Further investigation may be done to establisheffect of other agency costs surrogates
on financial performance. In addition a study may done to establish the effect of

agency costs on other variables. There is neefiifore researcher to consider extending
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the duration of observation for companies listedha NSE. Further study in this area
needs to include more independent variables sucth@se relating to management

structures and consider including the Nairobi blre index (NASI).
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APPENDICES

Appendix i: Firms listed at the NSE that traded coninuously within the

period of Syears for the year 2008 to 2012

1. Athi River Mining

2. Bamburi Cement Ltd

3. Barclays Bank Ltd

4. Car and General (K) Ltd

5. Diamond Trust Bank Kenya Ltd
6. E.A.Cables Ltd

7. Equity Bank Ltd

8. Eveready East Africa Ltd

9. Housing Finance Co Ltd
10.KenGen Ltd

11.KenolKobil Ltd

12.Kenya Airways Ltd

13.Kenya Power & Lighting Co Ltd
14.Mumias Sugar Co. Ltd

15. Nation Media Group

16.NIC Bank Ltd

17.Pan Africa Insurance Holdings Ltd
18.Rea Vipingo Plantations Ltd

19. Scangroup Ltd
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20.The Co-operative Bank of Kenya Ltd
21.TPS Eastern Africa (Serena) Ltd
22.Kakuzi Limited

23.Kapchorua Tea Company Limited
24.Limuru Tea Company Limited
25.Sasini Tea And Coffee Limited
26.Williamson Tea Kenya Limited
27.CMC Holdings Limited
28.Marshalls (EA) Limited
29.Sameer Africa Limited

30.CFC Stanbic Bank

31.Kenya Commercial Bank Limited
32.National Bank Of Kenya Limited
33.Standard Chartered Bank Kenya
34.Express Kenya Limited
35.Longhorn Kenya Limited

36. Standard Group Limited
37.Crown Paints Kenya Limited

38. East African Portland Cement
39. Total Kenya Limited

40.CIC Insurance Limited

41. Jubilee Holdings Limited

42.Kenya Reinsurance Corporation



43.Pan Africa Insurance Company Limited
44.Centum Investment Company (ICDCI)
45. Transcentury Limited

46.Boc Kenya Limited

47.British American Tobacco Kenya
48.Carbacid Investments Limited

49. East African Breweries Limited
50.Unga Group Limited

51. Accesskenya Group

52.Safaricom Limited
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