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ABSTRACT

Exchange rate plays an increasingly significane riol motor vehicle industry in
Kenya as it directly affects domestic selling priegel, profitability, allocation of
resources and investment decision in the indu3img. fluctuation or volatility in the
exchange rate has attracted public attention esipedrom importers who have
argued that the strengthening shilling is erodihgirt competitiveness (Ndung'u,
2000). The study objective was to determine thecefbf foreign exchange rate
fluctuation on the financial performance of motehicle firms in Kenya. Secondary
data was collected from the Companies FinancialoReRegression analysis was
done for the periods to determine the effect odifpm exchange rate fluctuation on the
financial performance of motor vehicle firms in K@an The study covered a period of
10 years from year 2003 to 2012. The study revedted there was negative
relationship between translation exposure usingssatanslation exposure using raw
material cost, transaction exposure using accorgusivable, transaction exposure
using accounts payable, total machinery and equipneeonomic exposure and firm
financial performance, this is an indication tliateign exchange rate fluctuation
negatively affect the firm financial performancehus the study concludes that
foreign exchange rate fluctuation negatively affdatancial performance of motor
vehicle firms in Kenya. From the findings and carsibn the study recommends that
companies in motor vehicle industry should applsiotss hedging techniques which
are most effective in order to reduce the riskdrgign exchange rate fluctuation.



CHAPTER ONE:

INTRODUCTION

1.1 Background to the Study

The foreign exchange market is characterized bwtdioy and uncertainty which
makes prediction of future prices difficult. Thikudtuations pose a threat to any
importer/exporter engaging in international busineas they are naturally exposed to
currency risks (Allayannis, Ihuing and Weston, 20@irms dealing with importation
and assembling of motor vehicles in Kenya are valple to potential gains and
losses due to changes in the values of its rawrralte@nd purchase prices for motor
vehicles that are denominated in foreign currendiegorting and importing from

abroad expose these firms to foreign exchange.risks

In the year between 1944 and 1973, Central Bardevantions in foreign currency
markets were frequent due to Bretton Woods Agre¢mEmis lend to relatively

minor changes in exchange rates (Allen, 2003). Margin motor vehicle industry
then could afford to ignore foreign exchange ratposure. After 1973, exchange
rates for major currencies have fluctuated freelfese currency fluctuations
constantly change the values of foreign curreneydby creating foreign exchange
risks. Managing these foreign exchange risks is anine greatest challenge facing

finance managers in motor vehicle industry in Kenya

Stephenet al (1998) defined financial market as where one agisitcurrency is
exchanged for another’s. He further explained thist market is an over the counter
market i.e. it is not a single location where tradget together to do such transactions.

Major participants in this market are commerciatl anvestment banks around the
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world. The price of a country’s currency is detared by market forces of its demand
and supply existing within a day and thus the flation of the exchange rate.
Stephenet al (1998) further defined foreign exchange rate flatbns as either
appreciation or depreciation of one currency agaihe other. Appreciation of a
currency is a rise in its value against other awies. Depreciation is thus a fall in
value of one currency against other currenciess @ppreciation and depreciation of a

currency is what is termed as foreign exchangefiatéuations.

1.1.1 Foreign Exchange Rate Fluctuation

Thomas (2006) explains that foreign exchange rggtes had been a floating one in
most countries since 1970s. He found that, thotiensapermitted exchange rates to
fluctuate in the market place from day to day asmarket forces. Initially, central
banks intervened in determination of the exchaage by fixing the rate. This meant
that international transactions were never subjettieexchange rate fluctuations risk.
He further stated that since the collapse of tkishange rate system, it is market
forces of demand and supply that determine theangd rate of a nation’s currency.
Thus such rates keep on fluctuating as per makee$ and therefore exposing
international transactions to foreign exchangettiation risks. Mathur (1982) argues
that foreign currency exposures arise whenever mpaoy has an income or
expenditure or an asset or liability in a currentlyer than that of the balance-sheet

currency.

Movements in exchange rates tend to be influengetivb important variables; the
relative prices of goods in two countries and redainterest rates. The Purchasing

Power Parity (PPP) theorem explains the relatignsbtween relative prices of goods



and exchange rates. The PPP theorem propoundwullar a floating exchange
regime, a relative change in purchasing power ydotr any pair of currency
calculated as a price ratio of traded goods woerdl to be approximated by a change
in the equilibrium rate of exchange between these turrencies (Shapiro and

Rutenberg 1976).

1.1.2 Financial Performance

Financial performance is a subject measure of heWavfirm can use its assets from
its primary mode of business to generate incomelysts or investors may wish to
look deeper into financial statements and seekr@rgin growth rates (Hales, 2005).
Common examples of financial performance measurekide operating income,
earnings before interest and taxes, and net aghed. Mt is important to note that no
one measure of financial performance should bentakeits own. Rather, a thorough
assessment of a company's performance should t&eaccount many different

measures (BCBS, 1996).

In traditional management studies, ratios are ifladsaccording to the following
performance aspects measured: profitability, lidujdleverage, and efficiency
(Richard et al., 2009). These ratios can be congipditectly using financial statement
information. Valuation ratios are added with thaditional classification of ratios,
which incorporate more current assessments by #rkahof the company’s “worth”.
Simple balance sheet and income statement itemsisgd to compute ratios to

analyze financial statements of the financial tn§tns.



According to Combs et al. (2005) some of the mosenmonly used ratios and
measures in financial analysis are: Ratios thatsomeathe Profitability; Operating
Income/Sales, Operating Income/Average Total AssHist Income /Sales, Net
Income/Average Stockholders’ Equity and Earning gi&re. Ratios that measure the
Operating Efficiency; Cost of Goods Sold/Averageelmtories, Average Collection
Period, Sales/Average Fixed Assets, Sales/Averaijal Bissets, Gross Profit/Sales,
Marketing and Administrative Expenses/Sales. Ratibat measure Financial
Leverage: Earnings before Interest and Taxes/Interest Expmenséotal
Liabilities/Total Equity. Solvency ratios; CurreAssets/Current Liabilities, (Current
Assets-Inventories-Prepayments)/Current LiabilitiBatios that measure Valuation;
Price/Earnings, Net Asset Value, Market Value ofuiBgBook value of Equity,

divided per Share/Market Price per Share, Markpitabzation.

1.1.3 Foreign Exchange Rate Fluctuations and Financial Performance

Currency fluctuatiors ente directly into the impd price, poduce price and
Corsumea Price Index (CPIl). Exchangeaate movemenstare rarsmitted to domstic
prices through three channel (Hales, 2005).First is through pices of impaorted
corsumption good. Exchange rate movement feects domstic prices directly.
Second $ through pices of imported intemediate goosl In this case, exchange
rate movement feect poduction cat of domestically produced goosl Finally
is through pices of domestic goods priced inforeign curency. The extent to
which thee change are reflected in the cosume price index (CPI) depend on
the shae d impots in the cosumption baket. If depeciationresults in highe
prices for imported good, demandfor domestic goods that competewith imports

will increasse. As demandrises, thae will be upvard presuure on domstic



prices and nominalwages. Rising wages will exert further upwvard pressaure on

domestic prices (Bailliu and Bouakez, 2004

Passthrough cosists of two stages. In thefirst stage, changein exchangeates are
trarsmitted into the pces of imported good (McCarthy, 1999. A depeciation ¢ a
county's domestic curency b typically expected taesult in an ingcease in imyort
prices. If the dfect d the depeciation & fully reflected in impat prices, then
passthrough is said to befull or complete.lf only a pation o the depeciation s
reflected in impaot prices, then pasthroughis described a patial or incomplete.ln

the secondstage, change in impbprices is rarsmitted to cosume prices.

Exchangerate fluctuatiors may have implicationon the genal price level in ay
economy depending on tishae d impated good in oveaall corsumption (imports
penetation ratio). Open economy maceconomis theay postulates that asmall
open economysian intenational pice take. Thaefore in evey aspect d trade in
expats, the govenmentwill make delibeate dforts to encovage expds at all cats.

In this pursuit, the govenment will deflate the exchangeate (Barasa, 2013).
Mbungu (2013) adds that more often, exchange isitenill affect a company’s price
competitiveness in a product or service also offdrg a competitor whose costs are
incurred in a foreign currency. If the competitocsrrency weakens, its relative
competitive position improves because its costdikscenabling the competitor to

reduce its price and attract a larger share of tkehgHales, 2005).

Accading to Goldbeg and Knette (1997, only about 6@ of exchangerate

changs are pasd onto impd prices in the US. The main gplanationfor this



phenomenonsithat many impding and expding firms chocse to hold thei prices
corstant andsimply reduce oincrease the mak up d prices. When the exchangate
is changing, such behavios referred to @—pricing-to-maket. Mary firms might
choxse to make tempary losses on ther revenue not to ke maket shae to

competition.

1.1.4Motor Vehicle Firmsin Kenya

The Kenya Motor Vehicle Industry Association defimaotor or automotive industry
as a wide range of companies and organization wedbin design, development,
marketing and selling of motor vehicles. It is oolethe world’s most important
economic sectors by revenue. The Automotive ingudtres not include industries
dedicated to the maintenance of automobiles i.domepair shops and motor fuel

filling stations (Kenya Motor Industry Associatia?)12).

The Kenya Motor Industry Association reports shbattthe automobile industry in
Kenya is primarily involved in assembling, retagirand distribution of motor
vehicles. There are a number of motor vehicle dsalperating in the country with
the most established being Toyota Kenya Limited ()TkKCooper Motor Cooperation
(CMC), General Motor East Africa (GMEA), DT Dobi§jmba Colt, RMA Motors
(Kenya) Itd. Major assemblers include Kenya Vehitianufacturer (KVM), General
Motors East Africa, Honda Motor cycles Kenya, Asated Vehicle Assembly and

T.VS motors Kenya (KMIA Reports, 2013).

The K.M.L.A reports (2012) further explains thatteddished dealers face intense

competition from imported second hand vehicles igdiom Japan and united Arabs



emirates. Another issue that arises is that therenore demand for secondhand
vehicles rather than new one due to the fact treatyd is generally a low income
country. Experts in the Motor Sector argue that mehicle trade is characterized by
big businesses and substantial initial capital stwent as opposed to second hand car
dealership, which is dominated by small businessath low initial capital
requirements. This therefore implies that the djoesain the new vehicles sub-sector
will not be able to pull out whenever business mmunent changes due to the huge

potential losses of exit.

1.2 Research Problem

Exchange rate plays an increasingly significane riol motor vehicle industry in
Kenya as it directly affects domestic selling priegel, profitability, allocation of
resources and investment decision in the indu3img. fluctuation or volatility in the
exchange rate has attracted public attention esipedrom importers who have
argued that the strengthening shilling is erodihgirt competitiveness (Ndung'u,
2000). A good performing motor industry in Kenyaoisgreat importance to Kenya
industry as all other industries depend on thisusty to cater for transportation
needs. Transportation cost is a major componeringfproduced goods hence high
transportation cost will have a negative impactl@nentire economy. Motor industry
is also a major source of employment both direatig indirectly (K.M.l.A reports,

2012).

Kenya exchange rate policy has undergone variagimeeshifts over the year which
has led to introduction of various techniques witle view of finding the most

appropriate method for achieving acceptable exohaate for the Kenya Shilling.



Ndung'u (2000) explains that the shifts were dribgreconomic events especially the
balance of payment crisis in the 70’s. In the 1968hd the early 1970’s, a fixed
exchange rate was maintained. This was change@7d Wwhen the Kenyan Shilling
was pegged to the US dollar and after a numberisofete devaluations the peg was
changed from the US dollar to the Special DrawimghR Despite these policies, the
exchange rate of the Kenya Shilling has remainestalpte since the deregulation
period. The need to investigate the effect of trfatility of exchange rate on the
performance of motor vehicle firms in Kenya is impat for the economy. For a
country that is import dependent, the stabilityitsfexchange rate is important for

credit allocation (Adebiyi, 2006).

When a company with transactional foreign exchaegeosure suffers a business
interruption loss during an extended period and rwhelevant exchange rates
fluctuate, it is important to appreciate the impihett exchange rates can have on lost
sales, cost of sales and gross profit. Exchangefi@ttuations affect operating cash
flows and firm value through translation, transacti and economic effects of

exchange rate risk (Choi and Prasad, 1995).

Exchange rate movement in Kenya has been variabte periods of rapid
depreciation of the domestic currency Kenya Shylliwvhich adversely affect the
Kenyan economy (Abor, 2005). Ambunya (2012) studieel relationship between
exchange rate movement and stock market returradilityl at the Nairobi Securities
Exchange and concluded that there is a strongioesdtip between exchange rate
movement and stock market returns volatility. Heoramended development of

forward, futures and options markets to enablectirapanies to certainly forecast the



expected exchange rates in the future.

Even thogh studies have been conducted on the exchargferegimes and the
implicatiors for magoeconomic management and manadimigign exchangeisk
(Abor,2005), there is no evidence of local stud)enya conducted on the effect of
foreign exchange exposure on financial performapicenotor vehicle firms. Tis
study sought tofill the existing reseach gap by conducting study on the #ect d
foreign exchange expgore onfinancial peformance of firms in Kenya motor vehicle
industry. The study sought to fill the existingeasch gap by answering the following
research question: What is the effect of foreigehexge rate fluctuation on the

financial performance of motor vehicle firms in Kar?

1.3 Resear ch Objective
To determine the effect of foreign exchange ratectélation on the financial

performance of motor vehicle firms in Kenya.

1.4 Value of the Study

The study is significant in the fact that it adds to the body of emepirknowledge
and literature on exchange rate exposure of firmtké motor vehicle industry. \ill
enhance expb and impot terms to help buwinessesdealing with motor vehicle
importation and assemblingp remain competitive, reduce norcash flows risk
becawse d local curency devaluation, helforms undestand and lelan best practice

procedues to monito and manage tiserisks and thei impact on pofits.



The findings of the study ae d great impotance to helpreseaches, caporate
manages, shaeholdes and academician in thrift international financial
management. Théindings of this reseach will draw mae pesonal irsight in
undestanding foreign exchange risk management ande&e knavledge in ths
area Since ths study assesses the exsting capacity in the count for foreign

currencyrisk management,stfindings geneate mae knavledge in ths area.
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CHAPTER TWO:

LITERATURE REVIEW

2.1 Introduction

The dfect of foreign exchange raféuctuatiors are geneally undestood and general
methods of hedging agast them well documentedDespite this, an organization
need to do caeful analysis of these dfect on its opeations before making a desion
on hav to deal with them. This chapter highlights the theories asged with
international transactions and exchange rate sgstdimalso review empirical
evidence from other similar research work done teefo order to conceptualize and

operationalize the study.

2.2 Theoretical Framework

2.2.1 Classical International Trade Theory

According to the theory, international trade is ase of geographical speculation.
Different countries have different set of resourcesiith (1776) held that for two
nations to trade with each other voluntarily, bothtions must gain absolute
advantage theory. If one nation gained nothingst, lit would refuse it. According to
Smith, mutually beneficial trade takes place basedabsolute advantage. The
assumptions made by smith were trade is between dauantries only, two
commodities are traded, free trade exists betwertountries and the only element
of cost of production is labor. Although Smith’sab about absolute advantage were
crucial for the development of classical thoughtifdernational trade, it is generally
agreed that Ricardo (1817) is the creator of thssital theory of international trade
on comparative advantage, where he showed thaotleatial gains from trade are far

greater than Smith envisioned in the concept oblalbs advantage (Ingham, 2004).

11



The abundancef@ resource gives cost advantage in therpduction é a commodity.
The cat advantge is the baic of specialization and inteational tade. The
asuumption maded that th@ry of international tade & based on the labotheay of
value. With ths, value & any poduct can be explained term of laba units. The
theay assumes bater system d exchangelt is a cae d free tade without any
restriction from eithe county and no tarsport costs are involved while pefect
competition andfull employment andactas of production ae pefectly mobile
within a county and immobile beteen counies. The cladcal theay of
international tade & explained m three pats, alsolute cast advantage, equal
cost advantage and compdive cat advantge. Howeve, trade can take place
even in akence ¢ alsolute cat advantage anghen the domgic exchangeates are

different (Krugman and Obstfeld, 2009).

2.2.2 Purchasing Power Parity Theory

The Purchasing Power Parity (PPP) theorem expltues relationship between
relative prices of goods and exchange rates. ThetR&rem propounds that under a
floating exchange regime, a relative change inlpasig power parity for any pair of
currency calculated as a price ratio of traded goaoould tend to be approximated by
a change in the equilibrium rate of exchange betwtbese two currencies (Shapiro

and Rutenberg, 1976).

The relationship between relative interest ratesl &oreign exchange rates is
explained within the interest rate theory of exademate expectations. Nominal
interest rate differentials between two countriendt to reflect exchange rate

fluctuations. Giddy (1977) called this the inteional Fisher effect, a close

12



relationship to the Fisher effect, a phenomenoretes! by Irving Fisher (1896).
Therefore, foreign exchange rates take into accaillnéxpected interest rate and
purchasing power differentials. As such, criticfakign currency risk management,

argue, there is no exchange risk to justify riskhagement activity.

Unsystematic risk can be diversified away by ineesthemselves in accordance with
portfolio theory by adding low-risk, low- return@eities to the portfolio. Systematic
risk, on the other hand, is already discountedssef pricing. Therefore, if foreign
exchange pricing is in line with CAPM, then a figannot increase its value through
hedging. Movement of its share price will be aléhg Security Market Line (SML)

only, which takes account of the systematic riskgile and Oldfield, 1977).

2.2.3 Aliber Theory

Aliber (1970 found that multinational enfarises throughfinancial maket relatiors,
namely exchangask and the mekets preferences for holding a<ts denominated in
selected ctrencies. More specfically he hypothsized that it § the financial maket
which enable firms to have dvantags ove host county firms and applicable to all
firms whose asts and borowing ae baed in selected curencies. Aliber reasoned

that multinationad tend toflow from strong curency aeas to weak curency aeds.

Critics of Aliber argued thatwhile the viev is compatiblewith the ealy post-war
American domination, it gave no account the rise d Euwopean andlapanee
multinationas. In dderse, Aliber (1983 attributed the upurge d FDI from Japan
and Euope to the declinefanaket value of US firms relative to the miket value

of firms headqueered alboad. Anothe criticism pin-pointed an impdant saue that
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many intenational firms raise much & ther funds for investment in hat
counties and curencies where the invetmens take place anéinancial capitals not

the mat impartant componentfamultinationas.

2.2.4 Arbitrage Pricing Theory

The Arbitrage Pricing Theory (APT) was developeiinarily by Ross (1976). It is a
one-period model in which every investor believest tthe stochastic properties of
returns of capital assets are consistent with torfagtructure. The Arbitrage Pricing
Theory (APT) describes the price where a mispraceskt is expected to be. It is often
viewed as an alternative to the capital assetmyimodel (CAPM), since the APT has
more flexible assumption requirements. Whereas GA®M formula requires the
market's expected return, APT uses the risky assapected return and the risk

premium of a number of macro-economic factors.

The basis of arbitrage pricing theory is the idest the price of a security is driven by
a number of factors. These can be divided into tgmoups: macro factors, and
company specific factors. Ross (1976) formal prebbws that the linear pricing
relation is a necessary condition for equilibriumai market where agents maximize
certain types of utility. The subsequent work, vhis surveyed below, derives either
from the assumption of the preclusion of arbitragethe equilibrium of utility-
maximization. A linear relationship between the ented returns and the betas is
tantamount to an identification of the stochastgcaunt factor (SDF). The APT is a
substitute for the Capital Asset Pricing Model (@APin that both assert a linear
relationship between assets’ expected returnslaid dovariance with other random

variables (Ross, 1976).
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Ross (1976) further argues that the difference éetwCAPM and arbitrage pricing
theory is that CAPM has a single non-company faetod a single beta, whereas
arbitrage pricing theory separates out non-comgangors into as many as proves
necessary. The beta of each factor is the sengit¥ithe price of the security to that
factor. The implication to the study variableshattfirms can minimize currency risk
exposure by constantly analyzing the currenciet dha more affected by exchange
rate changes and apply financial instruments whahimize the risks. The arbitrage
model takes into consideration market risk and rothiernal risk. The relevance of
this is that currency risk, economic exposure amdréest rate risk are internal risk.

Hedging against this reduces operation cost.

2.2.5Interest Rate Parity Theorem

It was developed by Keynes in 1930 and appliedaiveof one price. To IPP, the law

of one price applies in the market of goods andices. In IPP, the law of one price
applies in securities markets. It holds when quated common currency, identical

securities in different countries should have thee price. This is irrespective of
interest rate prevailing in the different countriénder IPP, the forward markets
adjust the exchange rate such that any arbitrages gaade in investing in higher

interest rate countries are wiped out depreciadiolocal currency. Covered interest
rate parity (CIRP), holds a riskless arbitragetreteship exists where an investment
in a foreign money market instrument is completebdged against exchange rate
risks and should yield identical return to domestigney market investment. For this
to happen, a forward contract is executed to ti@n$areign currency to home

currency(Shapro and Rutenlrg, 1976.
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Empirically, using weekly observations from Janud962 to November 1967,
Frenkel and Levich (1975) confirmed that CIRP heldter in 1977 they extended
their studies into three periods: 1962-67, knowthas‘tranquil peg”; 1968-69, the
turbulent peg”; and 1973-1975, the managed flaad, sirengthened the findings of
their previous study that CIRP still holds durihgse periods even when the effect of
transaction costs is taken into account. They atdit that deviations from CIRP
might occur due to four major reasons: transaatiosts, political risk, potential tax

advantages, and liquidity preference.

Logue and Oldfield (1977) uncovered interest rad€ty (UCIRP); holds expected
return on unhedged foreign currency investment lshaqual the return on a
comparable domestic currency investment. It stteschange in spot rate over an
investment horizon should on average equal to ifierential interest rates between
two countries percentage change in spot rate siteage differential in two countries.
Very few empirical studies support UCIRP. For ex@mpsing a K-step-ahead
forecasting equation and overlapping techniguesweekly data of seven major
currencies. Hansen and Hodrick (1980) rejectechibeket efficiency hypothesis for

exchange.

2.3 Deter minants of Financial Perfor mance

2.3.1 Capital Structure

Capital structure, which is defined as total debttdtal assets at book value,
influences both the profitability and riskinesstloé firm (Bos and Fetherston, 1993).
There are several commonly used debt ratios inietudn capital structure. In

Muhammad (2003), the main issue of investigatiolaid out on the premise of the
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static trade off theory, which in simple terms ssathat some amount of debt is
desirable, but too much of it brings in financi@tess. In the present study debt-to-
equity ratio proved to have a negative impact om’8 profitability. In previous
studies, the financial indication has either a tiggaor a positive impact. According
to the theory, if high debt-to-equity ratio showeaer uncertainty then higher risk

may lead to higher profit margins.

2.3.2 Liquidity

Liquidity management is important in good times ainthkes further importance in
troubled times. The efficient management of workirapital is important for a
company’s profitability and wellbeing. In the words Fraser (1998), "there may be
no more financial discipline that is more importamore misunderstood, and more
often overlooked than cash management”. Accordingliuzar (2004), he found that

a significant negative relationship between proiltey and liquidity.

2.3.3Firm Size

The size of a firm plays an important role in detigiing the kind of relationship the
firm enjoys within and outside its operating enmimeent. The larger a firm is, the
greater the influence it has on its stakeholderBe Tgrowing influences of
conglomerates and multinational corporations irayosl global are indicative of what
role size plays within the corporate environmente@a, 2008). Punnose (2008)
shows positive relationship between firm size ardfifability. According to Nguyen
(1985), profitability is largely independent of iations in firm size, although large

foreign-owned firms generally earn higher profitant large domestic firms.
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2.3.4 Interest Rates

Increasing interest rate and capital flow volatiliare found to raise inflation

uncertainty and encourage financial investmentsendiscouraging fixed investments
by real sector firms (Felix, 1998). Furthermore, AfoBank (2000) estimates that
reducing consumption volatility may create welfgeens in the order of 4%-10% of
consumption in 20 Latin American countries (with averall mean of 20% and

median of 7.7%) though such gains would be 1.2%\@mnage in developed countries.
Persistent capital market imperfections and highl ieterest rates in developing

countries continue to hurt firm profitability.

2.3.5Cost of Production

McGlaphren (2003) cites that production costs aqeerses, such as materials and
labor that a company incurs in the course of produdhe product to sell to
consumers. In general, the lower the productiort,dbg higher the profit, or the
amount left over after subtracting expenses froressaevenue. However, low
production costs do not necessarily guarantee ka pigfit. A business may have
unsustainably high fixed costs, such as rent, or oo production costs of producing

an inferior product that nobody wants.

2.3.6 Bargaining Strength of Suppliersand Customers

If handful suppliers control essential raw matarighey tend to influence the market
price and quality and may even demand special téram customers which may
negatively affect profitability of their customemowerful buyers force prices to go

down, bargain for higher quality or more servicdstl@e expense of industry
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profitability. A buyer is powerful if they purchadarge volumes and faces few

switching costs (porter, 1980).

2.3.7 Pressure from Substitutes, New Entrants and Rivalry among Competitors

Substitutes limit potential returns of an indusry placing a ceiling on the prices
firms can charge. Substitutes pose threat on retifrrswitching costs from one
substitute to another are low (porter, 1980). Newramts to industry bring new
capacity and desire to gain market share. Priceg goadown and costs inflated
reducing profitability. Extent of rivalry among &ting competitors lead to price
competition, advertising battles and increasedornet service leading to high cost

and possible low prices hence reduce profitabipgrter,1980).

2.4 Empirical Review

Jorion (1997 estimates expaure wsing a wo-facta model that theedter became the
norm for estimating foreign exchange expare contolling for maket risk. For a
sample @ firms drawn from the Fortune 500, hdinds that the degee d expsure
varies directly with the degee d foreign involvement.Other studies have re-
corfirmed thee baic findings regading the foreign exchange expore faced by
internationally involved and multinational compag)i@nd exploed in geate detail

various isales that aise in the pocedues used for estimating such expaure.

Bodna and Genty (1993 using datafrom the US, Canada andapan ao find
indudry differences in foreign exchange expgore and note that that the exoee
direction and level r@ roadly comistent with economic thexy. Exchangerates

changs have impaotant inplications for financial deaion-making andfor the
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profitability of firms. One d the cental motivatiors for the geation @ the euo was
to eliminate exchangeate risk to enable Ewwpeanfirms to opeate free from the

uncetainties of change in relative picesresulting from exchangeate movemerst

Bartov and Bodna (19969 found an incease in equity volatility following the
breakdavn o the Bretton Wood ageement and imeased exchangerate
volatility but equityrisks incressed much mee for firms with a multinational
presence than it didor a contol sample & domestic firms. They also found that,
exchange rate exposure is asymmetric over diffemgppreciation depreciation
periods. These asymmetries are more pronounceleiffitancial and non-cyclical

sectors.

Using asample & firms in the automotive inddiry in the US andJapan, Willianson
(2001) found thatforeign sales are a majo deteminant d expcure but thee is
corsiderable time vaation in exchangerate expeaure. Howeva, Griffin and Stulz
(2001) find the dfect d exchangeaate shocks is minimal in explainingrelative US
indugry peformance andsi evensmaller in othe counties that ae mae open to
trade finding that indstry effects are mae significant than exchangeate dfeck.
While thee may besome differences in emprical findings, foreign exchange
expaure mast likely depend on the competitivetructure in an indstry. Additional
firm chaacteistics have ato been aes®d & to ther impact onforeign exchange

expaure.

Anothe iswue in developingforeign exchange expore estimates has to do with

portfolio size. Geneally, thee ae wo maja choices in this regad. Thefirst method
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is to estimate expaure on he firm level and the otliemethod $ to estimate the
expasure for portfolio groupings, formed eithe by size, indwstry, level d international
activity, a anothe criteria. Manystudies asessboth thefirm level and pdfolio level
expasures. As indicated edier, prior studies have focused on expsures of
internationally involved o multinational firms. Using a lage sample & firms from
many different counties, Doidge, Griffin and Willianson (2002 found that
foreign exchange expare is related ¢ the level 6 foreign activity. They ab find

that lagefirms exhibit mae foreign exchange exgore thansmaller firms.

Mutwiri (2013) conducted a study that sought toestigate the effect of foreign
exchange rate volatility on the financial perforroamf commercial banks in Kenya.
The study found that foreign exchange market inyeis not efficient in the weak
form which is attributed to seasonal patterns imeifgn exchange returns and
volatility. The volatility clusters arise from raooh shocks to the market and are
likely to persist in the market which suggests thesv information in the market is
not instantaneously incorporated into exchangesraghe recommended use of
information technology infrastructure to providdaommation on exchange rates to
public so has to improve information efficiency. wiver, her study relied on
secondary data which can be unreliable as they imeFaded for other purposes like

convincing external stakeholders that the busipesforms well.

Wanja (2013) conducted a study to investigate inzlahip between foreign exchange
hedging methods and financial performance of filisted at the NSE. He found that
there had been significant percentage change inrisipnd exports for firms listed in

the Nairobi Securities Exchange hence foreign exgédas an effect on import costs
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and accounts payables with the net effect on thé INeome of multinational

companies. He recommended use of a foreign exchasigenanagement framework
which clearly shows its currency risk assessmeatguure and implementation of
foreign exchange risk management strategies. Hawehlis study had some
weaknesses inherent in using questionnaires foa datlection purposes due to
possibility of misinterpretation of questions bgpendents. Sample findings from the

sample may not reflect the behavior of the entineyation.

Barasa (2013) in his study to investigate excharage volatility and balance of
payments in Kenya found that exchange rates affextprices at which a country
trades with the rest of the world and is integrabreomic analysis and policy
formulation. He found a direct relationship betwdereign exchange rates volatility
and balance of payments. It is through exports that country earns foreign
exchange. He recommended that the government thritsigelevant offices promote
the export industries like tourism which earn tberry foreign exchange which can
then be used to pay off imports to balance paymedis study was however
weakened by the fact that the data used was segogdaerated for other purposes.
The measures used may keep on varying from one tgeanother subject to the

prevailing condition.

Mbaya (2013) did a research to investigate effdcinterest rates in stabilizing

foreign exchange rate in Kenya economy. He condubat interest rate and money
supply have a significant impact on the exchange odUSD, EURO and GBP. For a
country to stabilize its foreign exchange rate, thierest rate and money supply

should be checked. The government through CBK shoame up with monetary
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policy that will have an impact on exchange rateregby making government
intervention significant in stabilizing the foreiggxchange rate. The research was
carried out when many western countries and theofethe world were in recession
or just from recession and soaring of oil pricegurgher research should be carried
out to period prior to recession and global soadhgil and petrol prices. The study
was limited to period of five years this is becadsga for earlier years were not
available from relevant website and getting theoved costly. A much longer period

will increase the accuracy of the findings.

Mbungu (2013) analyzed relationship between long simort run dynamic between
the stock prices and exchange rates in Kenya. Rhamfindings of the study, he
concluded that there is a one-way causality retahg running between stock market
prices and exchange rates. This means that thergreslue of exchange rate today is
the discounted sum of the expected future cashsfi@ividends and capital gain from
stocks). As such, today’s exchange rates therefefiect the expected future
dividends from stocks. In order to develop the Kamystock market further, he
recommended that the government should put in @aoetures and policies aimed at
stabilizing the Kenya Shilling against foreign amcy to be able to control not only
stock prices but the trade portfolio and potentélboth domestic and foreign

investors.

2.5 Summary of Literature Review
Overall, studies of foreign exchange exposure fimak multinational corporations
have significant foreign exchangepesure. Foreign exchange movements causes

unanticipated foreign exchange risks which tendawee an impact in the value of the
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firm. Firms can minimize currency risk exposure bgnstantly analyzing the
currencies that are more affected by exchange chssmges and apply financial
instruments and techniques which minimize the riskims commonly use
opeational hedge to manage long ten expaure, whereas foreign exchange

derivatives, financial hedge are dten wsed for managingshort term expaure.

Empirical literature review confirms that theree ararious contributions of several
authors as far as this research is concerned Hotialty and in Kenya. Foreign
exchange affects balance of payment and imporsc&stmewell documented and
applicable istrument & managing foreign rate exchangefluctuatiors risks in
developed mikets are undeutilized in Kenya. Empirical review concludes that no
study exists on the effect of foreign exchange radéatility on the financial
performance of motor vehicle firms in Kenya. Theghe gap the present study seeks

to bridge.
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CHAPTER THREE:

RESEARCH METHODOLOGY

3.1 Introduction
The chapter presents the research design, populatithe study, sample size, data

sources and data analysis procedure together dgtmbdel specification.

3.2 Research Design

The descriptive research design was employed énrésearch. This design generally
describes the characteristics of a particular sdoaevent or case. It suggests causal
linkages between variables by observing existingnpimena and then searching back
through available data in order to try to identifiausible causal relationships. This
research design was the best in explaining if teudables are related because its main
concern is to determine cause and effect relatipreaid to understand which variable
is dependent and which is independent. This isbkskeed by use of enough
information and data for testing cause and effeletionship. In this case, it explored
the cause and effect relationship between foreigrha&nge rate fluctuation and
financial performance of motor vehicle firms in Ken It also looked at the

characteristics of each variable and how they affeancial performance.

3.3 Target Population

The target population refers to the entire groujndfviduals or objects from which
the study sought generalize its findings (Coopet &chindler, 2008). The target
population was drawn from all the 12 firsthand nnotehicle dealers and assemblers
in Kenya (K.M.ILA, 2012) for 10 years period stagifrom year 2003 to year 2012.

The study period was selected since it is the twvhen there was so much internal
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borrowing and was characterized by rampant shifteoreign exchange rates due to
political and economic factors. Mugenda and Muge(@@®3), explain that the target
population should have some observable charagtstisio which the researcher
intends to generalize the results of the study.t#dl 12 firms in the population were
used in the study .This is because firms in thidaeare few and they have unique
characteristics in that some are assemblers witilere are retailers. They also differ
in terms of size and the type of vehicles they deabiving a comprehensive

representation of Kenya’'s motor vehicle industrheTstudy period was 10 year

period starting from 2003 to 20137

3.4 Data Collection Procedure

Secondary data from companies reports and finastagments was collected on the
study variables, they include: transaction expos@eonomic exposure , transalation
exposure and financial performance. The studyas#sct secondary data for the last

10 years starting year 2003 to 2012.

3.5 Data Analysis Techniques

Data analysis was done using SPSS Version 22 wphendbrential statistics was
applied whereby a multiple regression model willdmeployed. Analysis of Variance
(ANOVA)-According to Tredoux and Durrheim (2002)N®VA is used to test for
differences between the means of more than twopgrcand can be used in designs
with more than one independent variable. In thesgme study, ANOVA was used to
test the mean score differences between foreigrhasge rate fluctuation and
financial performance of motor vehicle firms in K@nand to test for significance at

95% confidence level and 5% level of significance.
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In line with past studies and to better analyze datérmine the effect of foreign
exchange rate fluctuation on the financial perfaroea of motor vehicle firms in
Kenya, the multivariate statistical model speciima used variables like transaction
exposure, economic exposure, translation exposuleeaonomic growth that have
been shown empirically to be robust determinantthis relationship. We therefore
proceeded by using a modified version of Adofu étdila (2010) Classical Linear
Normal Regression Model (CLRM) of the following ffor

Y = Bo + 1 Xat BoXot BaXz + Ba Xa + Ps Xs+PeXe+ f7X7 + Ut

Where:

Y = is the firm financial performance which was m&@ed using the Return on
Assets. Given by Operating Income/Average Totalefss

X1 = is a measure of translation exposure using saegfect of dollar fluctuation on
firm’s salesdue to conversion of income statement denominatefbreign
currency. Given by: Sales (Average Dollar exchafRgge — Actual Dollar
Exchange Rate)

X, = is a measure translation exposure using Rawriabtmst i.e. effect of Dollar
fluctuation on cost of raw material due to convamsof income statement
denominated in foreign currency. Given by: Raw mateCost (Average
Dollar exchange Rate — Actual Dollar exchange Rate)

X3 = is the transaction exposure measured througbigiorcurrency denominated
Accounts Receivable. Given by: Average Accounts éR@ble (Average
Dollar exchange Rate —Actual Dollar Exchange Rate).

X4 = is the transaction exposure measured througlouds Payable denominated in
foreign currency. was given by: Average Accountgaide (Average Dollar

Exchange Rate —Actual Dollar Exchange Rate).
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Xs= is the economic exposure (also known as operatipgsure). It was represented
by firm size. This was measured using Total Aseeised by the firm.

Xe= Is total machinery and equipment denominatedomeifjn currency. Effect of
dollar fluctuation is given by: Average M & E (Avedollar Rate —Actual
Dollar rate).

X7=Is marketable securities owned by the firm denat@d in foreign currency.
Dollar fluctuation was measured by: Average MarkktaSecurity (Actual
Dollar Rate —Average Dollar Rate).

U; = Stochastic variable (error term)

Actual Dollar rate is prevailing dollar exchanggerat the end of the year.

Average Dollar rate represents expected rate atetiek of the year. Given by
(Opening exchange rate + Closing exchange rate)/2

Average A/C receivable=(Opening A/C Receivable e#sig A/C Receivable) / 2
Average A/C Payable= (Opening A/C Payable + Clogifg Payable) / 2

Average Marketable securities=(Opening Mkt. Semsit-Closing Mkt. Securities) /2

Average Machinery and Equip.=(Opening M & E +ClagsM &E)/2

Analysis of Variance (ANOVA) was used to test thegression model level of
significance at 95% confidence level and 5 % lefeignificance. F test and-{Ests
were used to test for anignificance difference beken foreign exchange rate
fluctuation and financial performance of motor \@difirms in Kenya. Adjusted R
squared was used to determine the variation iépendent variable due to changes

in the independent variables.
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CHAPTER FOUR:

DATA ANALYSIS, RESULTSAND DISCUSSION

4.1 Introduction

This chapter presents the data findings to deteyrttie effect of foreign exchange
rate fluctuation on the financial performance oftanovehicle firms in Kenya.These
data were collected from the Companies FinancigiloReand Regression analysis
was done for the period to determine the effedbrdign exchange rate fluctuation on
the financial performance of motor vehicle firms Kenya. The study covered a

period of 10 years from year 2003 to 2012.

4.2 Response Rate

The study targeted a sample size of 12 companitdeiMotor Vehicle industry from
which secondary data was collected for 10 years, siudy obtained data for 12
companies for 10 years, this made a response f&t6086. This response rate was
satisfactory to make conclusions for the study ascted as a representative.
According to Mugenda and Mugenda (1999), a respoaseof 50% is adequate for
analysis and reporting; a rate of 60% is good anesponse rate of 70% and over is

excellent. Based on the assertion, the responseves excellent.
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4.3 Descriptive Statistics

Table 4.1: Descriptive Statistics

N Minimum | Maximum | Median| Mean Std.

Deviation

Y 1C | 42.6( 99.1( 71.32 69.410( 16.8141.

X1 (Usd ‘Millions’) 10 | 8962.00 14500.00 12.522 18580 2006.58016

X2 (Usd ‘Millions’) 1C | 2752.0( 4386.0( 3.32¢ 3525.900 594.8023

X3 (Usd ‘Millions’) 10 | 1290.00 1983.00 1.548 163809 272.84446

X4 (Usd ‘Millions’) 10 | 390.00 742.00 440.21 565.800 | 116.49802

X5 (Usd ‘Millions’) 10 | 671.00 1260.00 908.21 105400 195.74703

X6 (Usd ‘Millions’) 1C | 65.0C 164.0( 112.6: 118.800! 29.3704.

X7 (Usd ‘Millions’) 10 | 1890.00 3800.00 2925.0 278800 | 636.15166
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4.4 Correlation Analysis

Table 4.2: Correlations

Y

X1

X2

X3

X4

X5

X6

X7

Y

Return On Assets

X1

Sales Exposure

487

X2
Raw Material

Exposure

-.832"

.68E"

X3
Accounts Receivable

Exposure

- 574

490

.596

X4
Accounts  Payable

Exposure

-.284

577

.268

279

X5

Economic Exposure

-.08¢

427

-.07¢

642"

X6
Total Machinery and

Equip. Exposure

-.048

244

.290

-.184

271

422

X7
Marketable

Securities Exposure

.164

229

.210

.300

547

476

.218
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The study conducted a Pearson moment correlatodetermine the strength of the
relationship between the study variable. From thdiigs on the correlation analysis
between firm financial performance and variouseaspf foreign exchange exposure,
the study found out that there was negative sicguifi correlation between firm
financial performance and translation exposuregisales , translation exposure
using raw material cost and transaction exposwsiaguaccounts receivable, the
negative correlation between firm financial perfamoe and transaction exposure
using accounts payable , total machinery and ecemprand economic exposure , the
study also found a positive correlation betweem fifinancial performance and

marketable securities.

4.5 Regression Analysisand Hypothesis Testing

In this study, a multiple regression analysis warsdeicted to test the influence among
predictor variables. The research used statighaekage for social sciences (SPSS V
20) to code, enter and compute the measuremettie afiultiple regressions.

Table 4.3: Model Summary

D

Model R R Square| Adjusted R Square Std. Error ®f8ktimate

1 .969 .939 921 .0753

Adjusted R squared is coefficient of determinatidmich tells us the variation in the
dependent variable due to changes in the indepéndeable, from the findings the
value of adjusted R squared was 0.921 an indicatianthere was variation of 92.1%
on firm financial performance due to changes imdlation exposure using sales,

translation exposure using raw material cost, @iamsn exposure using accounts
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receivable, transaction exposure using accountsij@y economic exposure, total
machinery and equipment exposure, and marketaldarige exposure at 95%
confidence interval. This shows that 92.1% charigefirm financial performance
could be accounted for by translation exposuregusales, translation exposure using
raw material cost, transaction exposure using ausoueceivable, transaction
exposure using accounts payable, economic expdsiaé machinery and equipment
exposure, economic exposure and marketable seaxjitgsure. R is the correlation
coefficient which shows the relationship betweer #tudy variables, from the
findings there was a strong positive relationstgpaeen the study variables as shown
by 0.969.

Table 4.4: Analysis of Variance

Model Sum of Squares| Df Mean Square F Sig.
1 Regression | 3.142 7 0.449 3.869 014
Residual 12.992 112 0.116
Total 16.134 119

From the ANOVA statistics in table above, the pssm#l data, which is the
population parameters, had a significance levél.015 which shows that the data is
ideal for making a conclusions on the populatioparameter as the value of
significance (p-value ) is less than 5%, an indlicathat translation exposure using
sales, translation exposure using raw material,, coahsaction exposure using
accounts receivable, transaction exposure usingouats payable, economic
exposure, total machinery and equipment exposurecgnomic exposure and
marketable security exposure, significantly infloethe firm financial performance .

The significance value was less than 0.05 indigatwat the model was significant.
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Table 4.5; Coefficients

Model Unstandardized | Standardized| T Sig.

Coefficients Coefficients

B Std. Beta

Error

Constant .298 453 2.165 .006
Translation  Exposure-.231 126 -.245 -1.834 .001
Using Sales (X1)
Translation  Exposure-.281 114 -.031 -.246| .016
Using Raw Materia
Cost (X2)
Transaction Exposul| -.237 .16( -.19¢ -1.47¢ | .01Z
Using Accounts
Receivable (X3)
Transaction  Exposure-.239 .145 -.008 -.065| .023
Using Accounts Payable
(X4)
Total Machinery &|-.088 .104 -.104 -.844| .001
Equip. Exposure(X5)
Economic Exposu | -.05¢ | .10C -.07¢ -57: | .01¢
(X6)
Marketable Securi | .204 .24( .23C .85( .02¢
Exposure (X7)
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From the data, the established regression equatsn

Y =0.298 - 0.231 X 0.281 %-0.237 X%-0.239 X- 0.088 X% - 0.058 X% + 0.204 %
From this regression equation it was revealed libéding translation exposure using
sales, translation exposure using raw material,, coahsaction exposure using
accounts receivable, transaction exposure usinguatg payable, total machinery and
equipment exposure, economic exposure and matketdzurity exposure to a
constant zero, firm return on asset would be a®®).2 unit increase in translation
exposure using sales would lead to a decreasennréiturn on asset by a factor of
0.231, unit increase in translation exposure usawy material cost would lead to
decrease in firm return on asset by a factor 081.2 unit increase in transaction
exposure using accounts receivable would lead tde@nease in firm return on asset
by a factor of 0.237, unit increase in transacegxposure using accounts payable
would lead to decrease in firm return on asset bgctor of 0.239 , a unit increase in
Total Machinery And Equipment exposure would leadiécrease in firm return on
asset by a factors of 0.088, a unit increase imawic exposure would lead to
decrease in firm return on asset by a factors @&and unit increase in marketable
security exposure would lead to increase in fimaficial performance by a factor of

0.204. All the variables were significant (p<0.05).

4.6 Discussion of Research Findings

From the finding on the Adjusted R squared , theysfound that there was variation
of 92.1% on firm return on asset due to changdsaimslation exposure using sales,
translation exposure using raw material cost, @iamsn exposure using accounts
receivable, transaction exposure using accountsahpay total machinery and

equipment exposure , economic exposure and mat&esdzurity exposure, this
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cleary shows that major changes in firm financaffprmance could be accounted for
by translation exposure using sales, translatioposure using raw material cost,
transaction exposure using accounts receivablesdrion exposure using accounts
payable, economic exposure, total machinery andipewnt exposure, and

marketable security exposure. The study furthereatd that there was strong
negative relationship between translation exposyrsales, translation exposure by
raw material cost, transaction exposure by accowgusivable, transaction exposure
by accounts payable, economic exposure, total machiand equipment exposure,

marketable security exposure and firm financiafgrenance .

From the finding on the Anova statistic the studyealed that translation exposure
by sales, translation exposure by raw material, ¢catsaction exposure by accounts
receivable, transaction exposure by accounts payaddonomic exposure, total
machinery and equipment exposure , economic expoand marketable security

exposure, significantly influence the firm finaalcperformance .

These finding of the study concur with the findimigJorion (1991), who found that
the degree of exposure varies directly with therée@f foreign involvement. Bartov
and Bodnar (1996) found an increase in equity iafollowing the breakdown of
the Bretton Woods agreement and increased exclratgeolatility but equity risks
increased much more for firms with a multinatiope¢sence than it did for a control
sample of domestic firms. They also found thathexge rate exposure is asymmetric
over different appreciation depreciation periodhe§e asymmetries are more

pronounced in the financial and non-cyclical sextor
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Griffin and Stulz (2001) found that the effect ofchange rate shocks is minimal in
explaining relative US industry performance andgven smaller in other countries
that are more open to trade finding that industfgots are more significant than
exchange rate effects. Doidge, Griffin and Willson (2002) found that foreign
exchange exposure is related to the level of fareicfivity. They also find that large
firms exhibit more foreign exchange exposure tharalker firms. Mutwiri (2013)
found that foreign exchange market in Kenya isafbitient in the weak form which
is attributed to seasonal patterns in foreign emgkareturns and volatility. Wanja
(2013) found that there had been significant paeggnchange in imports and exports
for firms listed in the Nairobi Securities Exchanigence foreign exchange has an
effect on import costs and accounts payables \wgmet effect on the Net Income of

multinational companies.
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CHAPTER FIVE:

SUMMARY, CONCLUSIONSAND RECOMMENDATIONS

5.1 Introduction

This chapter presents summary of the results osthdy and the main conclusions
drawn from the analysis of the data in chapter .fdtnom the analysis and data
collected, the following discussions, conclusiord ascommendations were made.
The responses were based on the objectives ofutlg. SThe researcher had intended
to determine the effect of foreign exchange ratectflation on the financial

performance of motor vehicle firms in Kenya.

5.2 Summary of Findings

The study objective was to determine the effedioodign exchange rate fluctuation
on the financial performance of motor vehicle firmsKenya. Secondary data was
collected from the Companies Financial Report. Begipn analysis was done for the
period to determine the effect of foreign exchamge fluctuation on the financial
performance of motor vehicle firms in Kenya. Thedst covered a period of 10 years
from year 2003 to 2012. The study found that magbanges in firm financial
performance could be accounted for by translatisposure by sales, translation
exposure by raw material cost, transaction expodwye accounts receivable,
transaction exposure by accounts payable, econerposure, total machinery and
equipment exposure, and marketable security expodure study further revealed
that there was strong negative relationship betweamslation exposure by sales,
translation exposure by raw material cost, tramsactexposure by accounts

receivable, transaction exposure by accounts payaddonomic exposure, total
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machinery and equipment exposure, marketable isgexposure and firm financial

performance .

From the finding on the Anova statistic the studyealed that translation exposure
by sales, translation exposure by raw material ,ctrainsaction exposure using
accounts receivable, transaction exposure by ateqayable, economic exposure,
total machinery and equipment , economic exposuré amarketable security,

significantly influence the firm financial perfoemce . The study revealed that there
was a negative relationship between translationogx@ using sales, translation
exposure using raw material cost, transaction axjgosising accounts receivable,
transaction exposure using accounts payable, totathinery and equipment,

economic exposure and firm financial performande $tudy revealed that there was

negative relationship between marketable secunitifeim financial performance.

5.3 Conclusion

Several conclusions can be drawn from the findifdge study revealed that there
was negative relationship between translation axgoby sales, translation exposure
using raw material cost, transaction exposure hgoaats receivable, transaction
exposure by accounts payable, total machinery ajuipment exposure, economic
exposure and return on asset, this is an indicatimt foreign exchange rate
fluctuation negatively affect the firm financialff@mance , thus the study concludes
that foreign exchange rate fluctuation negativetiea financial performance of

motor vehicle firms in Kenya.
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The study further revealed that a unit increasé&ranslation exposure by sales and
translation exposure using raw material cost amomgor vehicle companies in
Kenya would lead to decrease in their return oretaghis is an indication that
translation exposure by sales and raw material epgbsure negatively affects the

return on asset meaning that it has a negativetedfefirm financial performance.

The study found that a unit increase in transactimposure by accounts receivable
and transaction exposure by accounts payable weald to decrease in return on
asset of companies in the motor vehicle industritémya, thus the study concludes
that transaction exposure by accounts receivalnldransaction exposure by accounts
payable negatively affect the financial performanecompanies in motor vehicle

industry in Kenya.

The study established that an increase in totalhimaty and equipment exposure
among companies in motor vehicle industry wouldlleadecrease in return on asset
of companies in the motor vehicle industry in Kengfaus the study concludes that
total machinery and equipment exposure negativifgciathe financial performance

of companies in the motor vehicle industry in Kenlggaonomic exposure was found

to negatively affect the firm financial performance

5.4 Recommendations

From the findings and conclusion, it is evident tleseign exchange rate fluctuations
pose a real risk to profitability of firms dealingith motor vehicles in Kenya.
Consequently, the study recommends that compamie®ior vehicle industry should

develop a robust foreign exchange risk managemmanieiwork which clearly shows
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its currency risk assessment procedures and impletnen of foreign exchange risk
management strategy. These strategies should béomsahand adjusted regularly.
The company should emphasize the use of curreskytransfer strategies through
hedging, insurance and diversification of foreignrency. Some of commonly used
hedging techniques include use of currency futuagkets, forward markets and

currency swaps.

The study further recommends that firms dealindpwibtor vehicles in Kenya should
explore avenues to enhance capacities for mandgmeggn currency risk through
organizing regular trainings on currency risk mamagnt. This can be done through
short term training to senior finance managers agsof identifying, measuring and
handling of foreign exchange risk. The trainingddonot only cover exchange risk
management but should also handle practical clgdenfacing multinational

corporations and firms with international undentejs.

The study further recommends that the governmewtuth its policy makers like
C.B.K should come up with measures and policies Wi help to control and
stabilize foreign exchange rate fluctuations. Tlegnment fiscal and monetary
policies have a significant impact on demand ammpblkyuof foreign currency which in
turn affect exchange fluctuation hence the govemntroan use its policies to regulate

foreign exchange movements.

5.5 Limitations of the Study
The study encountered various limitations that mudsct its finding. For instance, the

study relied on secondary data source which mayreliable and limited to the
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degree of precision. This is because the data naae lbeen intended for other
purposes which could include convincing other stdi@ders that the firm is

performing well. To curb this, the study used aedlifinancial statements.The study
was also limited by the availability of data refatito foreign exchange exposure.
These data is not reported as a line item in theniial statements of motor vehicle

firms and was thus difficult to get the data.

The study was also limited to 12 firms in motor ied industry which are either
assemblers or retailers dealing with first handialeb. This left out second hand
vehicle dealers which hold a sizeable share of etark Kenya motor vehicle
industry. The study was based on 10 years permu fyear 2003 t02012 years. A
longer duration of the study would have capturediopge of various economic
significances such as booms and recessions. Thishange probably given a longer

time focus hence given a broader dimension to thklem.

The study was limited to determine the effect akfgn exchange rate fluctuation on
the financial performance of motor vehicle firms Kenya. This is because the
financial performance of motor vehicle firms in Kenis also influenced by other
factors other than exchange rate fluctuation. Thestablishing the relationship
between the variables under this study and finapegormance may be erroneous.
To mitigate against this, the study tested the iSogmce of the relationship

established.
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5.6 Suggestions for Further Research

The study sought to determine the effect of foregnhange rate fluctuation on the
financial performance of motor vehicle firms in K@nand focused on major retailers
and assemblers. There is need for a study to beucted to establish the effect of
foreign exchange exposure on financial performasiceecond hand motor vehicle
dealers in Kenya has they command a sizeable msainkeé of Kenya motor vehicle

industry.

The study opens a way for an in-depth study onatiea of foreign exchange risk
management for other sectors of Kenyan economy diggculture, tourism and
energy sectors. This is because a particular studye sector may not directly apply
to other sectors of the economy. In addition, imdtef researchers focusing on effect
of exchange rate on financial performance, they a#iempt to determine the
effectiveness of the already established hedgingnigues in mitigating exchange

exposure.

This study used dollar fluctuation as measure doeifjn exchange exposure. Similar
studies can be done using other currencies lik&the, Sterling pound, Japanese yen
among other currencies vis a vis the Kenya shilliflgis will allow a comparison
with other currency markets enabling one to makgemeral statement concerning
foreign currency fluctuation. This is because fhations of this other currencies also
contribute to exchange exposure has they are a@sd hy this firms in their daily

operations.

43



REFERENCES

Abuzar, S. (2004). Do Innovating Firms OutperfornorNnnovators?,Business

Strategy ReviewSummer, 3(10); 79-90.

Adofu, D. & Abula, N. (2010). Case study reseamdlesign and methods (1st ed.).

Journal of Economics and Busingd3(12), 457-472.

Aliber, A. (1970). Exchange risk sensitivity and determinants: A firm and industry
analysis of U.S. multinational&inancial Managemeng4(2), 77-88.

Allayannis, H. & Weston, M. (2001).The Role of foreign direct investment in
Economic Development: A Study of Nigeria.” World udal of
Entrepreneurship, Management and Sustainable Dpwadof 6(1), 203-251.

Allen, S. L. (2003). Financial Risk ManagemehtPractitioner’'s Guide to Managing
Market and Credit Risk, HobokeNew Jersey: Wiley.

Ambunya, C. (2012). The relationship between exgbarmate movement and Stock
market returns volatilityUnpublished MBA ProjectJniversity of Nairobi.

Bailliu, G. & Bouakez, L. S. (2004). Exchange rasesl investment in United States
Industry,Review of Economics and Statisticz(10); 234-567.

Bailliu, J. & Bouakez, H. (2004. Exchange Raté’assThrough in Induwstrialized
Counties, Bank ¢ Canada Revig, Bank ¢ Canadaspring 75(2), 575-589.

Barasa, B. (2013). Relationship between exchange valatility and balance of
payments in KenydJnpublished MBA Project, University of Nairobi

Bartov, G. & Bodna, E. K. (1996). Exchange rate volatility and foreigirect
investment in Sub-Saharan Africa: evidence fromeNayand South Africa,

African Center for Economic Transformation, Ghath& (2), 178-198.

44



BCBS (1996). Basel Committee on Banking Supervisieramework for Internal
Control Systems in Banking Organizations, GermaleyR

Bodna, G. M. & Genty, W. M. (1993. Exchangerate expeure and indstry
chaacteistics:. Evidence from Canada,Japan and theUSA.

Bos, R. M. & Fetherston, B. C. (1993). Financialnsiaints and corporate

investmentBrooking Papers on Economic Actiyity, 141-206.
Combs, M. (2005). Financial Management and thermatéonal Economy, New
York, 159-184.
Choi, H, & Prasad, M. (1995)Exchange rate and Foreign Direct Investment
Evidence from Pakistan and Sri Lanka, South Caadiitate University.
Cooper, D. R. & Schindler, P. S. (200Business Research Metho®" edn)
McGraw-Hill: New York.
Doidge, F. & Willianson, J. (2002). The effect of exchange rate andxtioth on
foreign direct investment and its relationship weitonomic growth in South
Africa. MBA Project. University of Pretoria.
Dooley, H. (2007). Business Research Methods. Nevk:YMcGraw Hill Irwin.
Ezeoha, P. A. (2008). Learning and the Sourcesoop@ate Growth|ndustrial and
Corporate Changell. 623-644.

Felix, J. (1998). Dynamics of growth and profitéliin banking,Journal of Money,
Credit & Banking 36(1); 1069-1091.

Fisher, 1. (1930). The theory of interest. Oxfordikgrsity Press, New York.

Fraser, P. A. (1998). The Growth of Firms in Theawyd in Practice CEPR
Discussion Paper2092.

Frenkel, P. & Levich, M. (1975). International ecomics: theory and policy. Boston:

Pearson Addison-Wesley.

45



Giddy, |. H. & Dufey, G. (1992). The Management fo Foreign Exchange Rk
New York University andUniversity of Michigan,7(1)6-17.

Goldbag, G. & Knette, O. A. (1997). Foreign direct investment and iteef on the
Nigerian economyBusiness Intelligence Journa(2), 253-261.

Griffin, G. & Stulz D. (2001). Asymmetic Exchange Rate Expare: Journal of
internationalMoney and-inance 24,(5) 255374

Hales, K. (2005). Exchange Rate and Foreign Dilegestment: An Imperfect
Capital Markets ApproachQuarterly Journal of Economicsl9(9), 1191-
1217.

Hansen, B. & Hodrick, R.(1980. Exchange rates and financial fragility;
proceeding, Fedeal Reserve Bank & Karnsas City. 8(1), 329487.

Ingham, J. (2004. Deteminants of international poduction, Oxford Economic
Papes 25(2) 485-502.

Jorion, S. G. (1991)Foreign direct investment in industrial R&D and baage rate
uncertainty in the UK works paper, Leverhulme Centre, University of
Nottingham, 6(1), 34-67.

Krugman, H. & Obstfeld, B. (2009). Internationaloeomics: A European focus.
London: Prentice Hall-Financial Times.

Logue, K. & Oldfield, J.(1977. Fundamenta of corporate finance. U.S.A:Gary
Burke publshers.

Mathur, V. (1982). Foreign Direct Investment Thesrian overview of the main FDI
theories, European Journal of Interdisciplinary Studie$5 (2), 178-198.

Mbaya, W. (2013)Effect of interest rates in stabilizing foreign baoge rates in

Kenya,Unpublished MBA Project, University of Nairobi.

46



Mbungu, S. (2013)Long run and Short run dynamics in relationshipwesn the
stock prices and exchange rates in Kenyipublished MBA Project,
University of Nairobi.

McCathy, J. (1999. Passthrough ¢ exchangeates and impot prices to dometic
inflation in some indtrialized economig BIS Waking Papeas 79, Bank
for International Settlemensd, 9(10), 6-31.

McGlaphren, V. (2003). Minimum efficient scale adederminant of concentration: A
reappraisalThe Manchester Schqal9 (1). 153-164.

Mugenda, O. (2003). Research Methods. Quantitaived Qualitative Approaches.
Nairobi, Kenya: ACTS Press.

Muhammad, M. (2003). The methodology of positivereamics, Essays in positive
economicspPniversity of Chicago Pres€hicago.

Mutwiri, G. (2013). Effects of foreign exchange rate volatility on fical
performance of commercial banks in Kenydnpublished MBA Project,
University of Nairobi

Ndungu, B. D. (2000)A study on the causal relationship between inftatand
exchange rates in Kenydnpublished MBA Project, University of Nairobi.

Nguyen, K. (1985). Determinants of growth and pgadfility in small entrepreneurial
firms, International Journal of Entrepreneurial Behavio&irResearch4 (1);
18-27.

Porter, H. (1980). On the growth of micro and snfiaths: evidence from Sweden,
Small Business Economids/ (3); 213-228.

Porter, M. E. (1980). Competitive Strategy, Techeis for analyzing Industries and

Competitors, 7 (12); 213-265.

47



Punnose, N. (2008). Factors that Affect Potentiaiv@h of Canadian Firmslournal
of Applied Finance & BankindL (4); 107-123.

Ricado, A. C. (1817). Exchange Rate Changes, inflagma the value of the
multinational corporationJournal of Finance30 (2) 485-502.

Richard, F. M. (2009). Financial Management, ThebiPractice, UK, 188-963.

Ross S. A. & Jdffe, J. (1996. Caporate Finance Bshon, London: Prentice Hall-

Financial Times

Shapiro, H. & Rutenberg, E. (1976). Locational Deti@ants of Foreign Direct
Investment in an emerging market econonfvidence from Turkey.
Multinational Business Revied0(1), 20-42.

Smith, I. (1776. Managingforeign exchangeisk profitably. Colombia Journal of
Wald Business winter, 7(1): 23-30.

Stephen, R& Hall, S. (1998). “Foreign direct investment andclange rate
uncertainty in imperfectly competitive industridsurnal of Applied Finance &
Banking 4 (7), 78-93.

Thomas, D. O. (2006). “Exchange Rate Uncertainty Boreign Direct Investment in
the United StatestVeltwirt schaftliches Archive (Review of World Emoicy
124(2), 322—-334.

Tredoux, K. & Durrheim, H. (2002). Research Methiody: Methods and
Techniques.2nd Ed. New Age International (P) LiahitedK, 454-758.

Wanja, M. (2013). Relationship between foreign exaye hedging methods and
financial performance of firms listed at Nairobi cBeties Exchange,

Unpublished MBA Project, University of Nairobi

48



Williamson, K.N. (2001). The Endogeneity of the ExchangeeRa a Determinant of
FDI: A Model of Entry and Multinational Firms, Wsersity of Carlifonia,

Dauvis.

49



8.

9.

APPENDICES
Appendix I: Motor Vehicle Firmsin Kenya
Toyota (East Africa)/ Toyota Kenya Ltd (TKL)
Cooper Motor Corporation,
General Motors East Africa (GMEA)
Simba Colt
DT Dobie.
RMA Motors (Kenya) Limited
Kenya Vehicle Manufacturers (KVM) - Also Assembfes Hyundai Motor Corp
General Motors East Africa (GMEA)

Honda Motorcycle Kenya Ltd

10. Associated Vehicle Assemblers Ltd (AVA).

11.TVS Motors Kenya

12. Tata Motors

Appendix I1: Data Collection Variables
Transaction Exposure using Sales

Translation Exposure using Raw Material Cost
Transaction Exposure using Accounts Receivable
Transaction Exposure using Accounts Payable
Economic Exposure

Marketable Security Exposure

. Machinery and Equipment Exposure
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