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ABSTRACT

The effects of globalization have opened up marlkditover the world. As a result,
competition has increased a notch higher virtuailyall sectors of the economy. The
auditing sector has not been left behind. Small meedium sized audit firms are now
encroaching into lucrative sectors that were preslyp dominated by the big
multinational auditing firms by diversifying intoelated and unrelated markets. In
addition, some of the medium firms have soughfiafibon with big global audit firms
while others have merged. As a result, they haadest to build a brand name in the
market and at the same time, developing the humaitat required to compete in the
market. The objectives of this study were: to deire the extent of related
diversification in mid-tier audit firms in Kenya dnto determine the effect of
diversification on the growth of the aforementiorfedhs. A descriptive survey design
was used in this study. The population was all Z88 audit firms registered by the
ICPAK. A sample of 70 firms was selected for thedst using convenience sampling
method. Primary data was collected using semi-&trad questionnaires which were
administered to the managing partners through @mg pick later method. Data was
analysed using descriptive statistics with the @&icBPSS. The study found that all the
firms had adopted related diversification strate@yher than the audit business, all the
firms had diversified into taxation services. Thamk had diversified into offering
company secretarial services, consulting services accounting services. The results
also showed that most of the respondents agreedetlaged diversification lead to firm
growth. The study concludes that all the audit $irhad adopted related diversification
strategy where related non-audit services suclaeion services, company secretarial

services, consulting services and accounting sesweere provided as an SBU or as a
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non-strategic business unit. The study also comslutiat related diversification led to
growth of audit firms as majority of respondentseagl. The study recommends that
there is need for mid-tier audit firms to diversifiore into business advisory services to
complement the audit business as this is importastabilising the earnings from these
firms. The study also recommends that mid-tier @afidins should rigorously exploit
their potential in offering these non-audit sergide order to improve their contribution

to overall revenues of these firms.



CHAPTER ONE: INTRODUCTION

1.1 Background of the study

The audit industry in Kenya has about 700 audidirincluding the top four firms -
PWC, Ernst & Young, Deloitte & Touche and KPMG, ab@00 mid tier firms and the
rest being the small audit firms. This classifioatis based on the revenue, number of

partners and number of staff.

Though the industry has scant data on the marlaeshindustry players estimates that
the small and medium sized firms control only fpercent of the market by deal value
despite their huge numbers. The dominance of the fdur” has been contributed to
their growing brand power, unique capacity to hasnexpertise through global

professional network.

Medium-sized audit firms in Kenya are facing stiffmpetition and are operating under a
highly turbulent environment. The fact that the lddnas become a global village has
forced local firms across all industries to imprabeir efficiency and effectiveness in
order to survive in a dynamic environment. Playarghe financial service sector have
been pressured to adopt International Accountimgd&irds (IASs) crafted by the IFAC
in order to improve the quality of the serviceseoéid. Following the collapse of Enron in
the USA, the push to adopt the IFSs has been steppeand audit firms all over the
world have called to boost their quality controbt®ms by hiring top notch financial

experts as well as install quality IT systems teuea adherence to professional,



regulatory and legal standards. The high cost ahpiging with new accounting
benchmarks is driving local medium-sized audit rout of business.

To survive in the market and to have a cutting emlge competitors, the mid-sized audit
firms are adopting various strategies. Some of ftras have sought international
affiliation with global auditing firms such as HLBonsultants of Germany, RSM of UK,
SCI International of UK, PKF International of UK,ekia international of USA & UK,
Baker Tilly International, Grant Thorton Internated among others. Out of the top
fifteen global firms, eleven have formed partngushith local auditing firms. By gaining
international affiliation, the local audit firmseaable to enjoy professional expertise and

ability to compete with the “big four”.

The firms have also been forced by the prevailiognemic environment to merge in
order to get additional human resources and teahmmiscle to face competition. In

addition, medium-sized audit firms have expandeel $cope of their services and
ventured into related and unrelated market sectarshe past, mid-sized audit firms
concentrated on bookkeeping, accountancy, auditpaegaring tax returns for SMEs.

However, this has changed and the firms are novaging in the provision of other

financial services including tax consulting, finaicadvisory, advisory on mergers and
acquisition, IPOs advice, crisis management, perémce improvement, due diligence,
corporate restructuring, corporate finance, debisady, forensic services, independent
business review, IT & security risk services, hun@apital consultancy, government risk

& compliance services, real estate transactionsadyiservices, dispute services among



others. By doing so, the firms are able to compeéfectively, widen their market share,

and increase their turnover and more importanteese the shareholders’ value.

1.1.1 Diverdfication Strategy

Due to the vulnerability of the specialized firmtte fast and unexpected changes in the
environment, diversification has been an essehtals for growth and survival of firms
in the second half of the twentieth century (Pearb859, Marris, 1964). This increased
relevance of diversification in explaining the cbanrg profile of firms and industries led
to the development of a vast body of research rowua fields of socials social science
(Chandler, 1962). In business history, the semiv@k of Alfred Chandler in Strategy
and Structure: Chapter in the History of the Gretafenerican Enterprise (1962) created
interest in this topic. In international businedgdark Casson and Peter Buckley’'s
“Internalisation Theory” later developed by Cassora “System View” also explored
this issue of growth of diversified firms, thoughaging greater emphasis on the
determinant role of the global environment. Basedtloe statistical analysis of the
world’s largest multinationals in the early 198Bsbert Pearce introduced the concept of
double diversification.

Simply put, diversification refers to the incredse a firm in the kinds of businesses
which it operates, that diversity being either tetato products, geographical markets or
knowledge (Lopes, 1987). Diversification is onetloé twelve principal grand strategies
that a firm can adopt as a basis for achieving migong-term objectives of a single
business. Grand strategies, which are often caitedter or business strategies are

intended to provide basic direction for strategitiam. Thus, they are seen as basis of



coordinated and sustainable efforts directed towactieving long-term objectives
(Pearce 2002). According to Pearce (2002) stragegaicates how long-range objectives
will be achieved. Thus a grand strategy can benddfias a comprehensive general
approach that guides major action. Grand strateigigdving diversification represent
distinctive departures from a firm’s existing baseoperations, typically the acquisition
or internal generation (spin-off) of a separateirmess with synergetic possibilities

counterbalancing the two businesses’ strengthsvaadknesses.

1.1.2 Related Diversfication

Companies implements related diversification sgia® in order to achieve and exploit
economies of scope and build a competitive advanbgdouilding on existing resources,

capabilities, and core competencies.

For companies that operate in multiple industrieproduct markets, economies of scope
represent cost savings attributed to entering alitiadal business using capabilities and
core competencies developed in another businedsctra be transferred to a new
business without significant additional costs. thes words, companies that successfully
transfer core competencies from one business tthanevithout incurring significant

additional costs will realize economies of scope.

1.1.3 Auditing function

Auditing is as an independent examination of thekisoof accounts and vouchers of a
business, with a view of forming an opinion as teether these have been kept properly
according to the Companies Act and as to whetleestifitement drawn therefrom portray

a true and fair view of the company’s state ofiedfas at a given date (Manas’she 1993).



Audit is an evaluation of a person, organizatiorstesm, process, project or
product. Audits are performed to ascertain thedigliand reliability of information and
to provide an assessment of a system's internétatomhe goal of an audit is to express
an opinion on the person, organization, systemuestion, under evaluation based on
work done on a test basis. Due to practical comstraan audit seeks to provide only
reasonable assurance that the statements arerdraenfaterial error. Hence, statistical
sampling is often adopted in audits. In the casdir@ncial audits, a set of financial
statements are said to be true and fair when theyrae of material misstatements - a

concept influenced by both quantitative and quiaheafactors.

Audit can be classified into two categories namabcording to the nature of work done
and according to the method of approach to the wdwRke. Accordingly, we have

statutory audit, private audits, internal audithtbouous audit, interim audit, procedural
audits, management audit, standard audits, balgimeet audit and periodic audit. The
most common is the internal and external auditintgernal auditing is an independent
appraisal of activities within an organization atmat ensuring that the management
operates efficiently so as to manage the businetierb On the other hand, external
auditors are independent staff assigned by an iagditrm to assess and evaluate

financial statements of their clients or to perfasther agreed-upon evaluations.

1.1.4 Mid-tier Audit Firmsin Kenya

Professional services are becoming increasinglyitapt in the production of goods and

services. Thus, the fundamental transformatiorhefrhode of production involving the



substitution of service inputs for material inphtess seen world employment and output
in professional services grow faster than the ergconomy since the 1950s (Noyelle

1989).

Auditing is one of the largest professional sersiceKenya today. ICPAK estimates that
there are about 15,000 qualified professional is &inea with about a third of them being
registered with ICPAK. The distribution of the IER membership is as follows: private
practice 40%, commerce and industry 50%, and othersiding public sector and

academia, 10%. In addition, estimates show thatethee over 20,000 qualified

accounting technicians. It is further estimatedt tthee Kenyan auditing/accountancy
sector has more than 700 firms at the moment. Kéiagaa much larger pool of auditors
compared with Uganda and Tanzania whose register&uibers are around 300 and

1,200 respectively.

The Accountancy profession in Kenya is regulataduph the Accountants Act (Cap.
531) of the Laws of Kenya. The Act was enacted9id7land brought into being three
bodies, namely: ICPAK, KASNEB and RAB. ICPAK sene&s the umbrella body that
oversees the activities of qualified and registeZedified Public Accounts in Kenya. On
the other hand, KASNEB administers qualifying exaaions for both accountants and
company secretaries while RAB deals with registratand licensing of persons who

have qualified to become CPAs after completiorheféxaminations of KASNEB.



In Kenya, it is a legal requirement of the Companket (Cap. 486) for all limited
companies to appoint an auditor who oversees thmpany’s financial affairs for a given
financial period. The appointment, duties, quadifion, remuneration, rights and removal
of auditors is regulated by Section 159 (1)-(6)h&f Companies Act (Cap. 486).

The demand for the accounting and auditing senhesscontinued to rise in the last four

decade as seen here below:

Table1: Audit Services. Number of establishments and employees

Y ear No. of Audit Firms Number of Employees
1970 30 723

1980 195 2085

1990 258 4330

1995 304 7,234

2000 490 9,462

2009 700 12,345

Sour ce: Government of Kenya, Statistical Abstract, (various years)

Audit firms in Kenya can be classified into thresegories: The “Big four” firms, mid-
sized (tier) firms and the small local audit firniie top-four include multinational firms
of PWC, Deloitte & Touché - a member of the globaloitte Touché Tohmatsu, Ernst &
Young and KPMG. In addition to the big four firntee number of home-grown audit
firms has grown from 450 firms to 601 in the lamtifyears. In terms of revenue, number
of partners and staff, 100 out of the 700 firmg) ba grouped as mid-tier audit firms.
Some of the prominent firms in this group includB&F Kenya, DCDM Associates,
Nexia Carr Stanyer Gitau, RSM Ashivir, SCI Koimbdmcker & Co., Grant Thorton
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among others. Some of these firms have borroweklstfrom the old book in the global
accounting scene by either buying a franchise $eeso as to be associated with the

world's biggest and most prestigious firms or biirgpa sizeable stake.

These partnerships are not only giving mid-sizehdiinstant name recognition, but are
getting them into the lucrative and small club ofdiéng and consulting for global
multinationals. In recent years, eleven of the fifieen firms, excluding the big four,
have formed partnerships with local accounting $iras they seek to spread their

foothold across the globe with the emerging markie¢sKenya being their focus.

1.2 Research Problem

The effects of globalization have opened up marlkditover the world. As a result,
competition has increased a notch higher virtuailyall sectors of the economy. The
auditing sector has not been left behind. Small mediium sized audit firms are now
encroaching into lucrative sectors that were preslyp dominated by the big
multinational auditing firms by diversifying intoelated and unrelated markets. In
addition, some of the medium firms have soughfiafibon with big global audit firms
while others have merged. As a result, they haadest to build a brand name in the
market and at the same time, they developing tmeahucapital required to compete in

the market.

However, much remains to be understood about ta¢iaeship among diversification

strategy, industry, and performance. It is worthinw that even more remains to be



understood about why firms diversify and the prapanagement of different patterns of
diversity. Research examining diversification amchfperformance has been ongoing for
over three decades and has intensified in thetéastyears. Yet there is no common
accepted theoretical framework that explains anfents of diversification and the
relationship between diversification and firm pemi@nce. Reed and Luffman (1986)
indicated that confusion has grown concerning tlaune of the diversification-

performance relationship. Hoskisson and Hitt (198mined relationship by focusing

on three theoretical perspectives (economic, gfi@management and agency theory).

However, confusion regarding empirical or measurgnigsues remains. Venkatraman
and Grant (1986) suggested that measurement prslassrcontributing to the confusion.
In recent studies, on market structure and firnfgperance, Montgomery (1985) and
Montgomery and Wernerfert (1988) suggest that gified firms may not have a higher
market share in their respective markets thandesssified firms and that the strategy of

diversification does not contribute to firms’ perftance.

In Kenya, a number of studies have been done,xample Thuo (2003) in his study on
Diversification Strategy: Case for Nation Media Gop Munga (2006) in his study;
Building Competitive Strategies: A Case Study ofnikKobil Oil Corporation and
Mushati (2003) on his study; A Study of Related ésification within East Africa
Building Society. However, none of these was abléutly conclude on whether or not
there is a relationship between diversificatiomvgh and performance. In addition, none

of these focused on the audit industry.



Thus, the research study specifically focused @natidit industry and the aim was to
establish the relationship between related divieedibn and performance by finding
solutions to the following questions: What was kel of related diversification in the
mid-tier audit firms? What was the relationship westn related diversification and

growth? How was related diversification influencigigwth of mid-tier audit firms?

1.3 Research Objectives

I. To establish the extent of related diversificatimmid-tier audit firms in Kenya.
ii. To determine whether related diversification leadgtowth of mid-tier audit

firms in Kenya.

1.4 Valueof the Study

This study will be useful to scholars and reseaxcisence the research finding will be
used as points of reference and a basis for fustoelies in the research area. In addition,
audit practitioners will get an insight into thetun@ of the industry and use the research
findings to improve their businesses. The goverrimgh use the finding to formulate
statutory framework to control and develop the stdu The study will be of benefit to
the regulatory bodies in putting place the reguiaftamework necessary to regulate and

develop the sector.
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CHAPTER TWO: LITERATURE REVIEW
2.1 Introduction

The growth of any firm is critical for its survivahccording to Pearce (1991) strategies
in single-business or dominant-business firms faahoice of grand strategies as they

seek strategy alternatives that offer a strongevith a firm’s overall growth situation.

In an attempt to analyse the strategic fit, varibiesature - theories and models have
come up. Some of the popular models are the BCGvtArshare matrix, the GE Nine-
cell planning Grid among others. Literature by GHan Wringley and Rumelt have
further expounded on the issue. Chandler (1962)efample observed that firms
changed their growth strategies in response tor@emwviental changes. He further
observed that there was a common sequence of mvolut strategy adopted by firms.
The sequence reflected the increasing scope offiitost firms began by adopting
volume expansion, then geographical expansion jceérintegration and finally, the
product diversification. Wringley built on Chandgemwork and identified four growth
strategies namely; single-product businesses, esiryiminated businesses, related
diversified business and unrelated diversificatimsiness. Rumelt extended the work of
Chandler and Wringley in later years. More reseanchecent years has extended the

understanding of strategy and growth.

While attempting to explore the various issues thast in literature of diversification
and growth, it is necessary to understand the garafestrategy as a contemporary and
dynamic issue. Secondly, it is important to demm@tst the relationship that exists

between strategic management and related divesdic And finally, it is necessary to
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look at the concept of diversification in broad mars and its relevance in the growth of

firms.

2.2 The Concept of Strategy

Strategy is the pattern of organizational moves arahagerial approaches used to
achieve organizational objectives and to pursueotanization’s mission. Organization
needs strategy to guide how to achieve objectimelsheow to pursue the organization’s
mission. Strategy making is all about heWwow to reach performance target, how to out
compete rivals, how to seek and maintain competitilvantage, how to strengthen the

enterprises long-term business position (Thomps@ti&kland, 1970).

Strategy in an organization is shaped by variotisasonal factors, both internal and
external. External factors include the societalitigal, regulatory, industry attractiveness
and the company’s opportunity and threats. Whitermal factors include organizational
strengths and weaknesses, business philosophiesaleprincipals of key executives,
shared values and company culture among otherate§y making, implementation,
evaluation and the follow up task is not a prerivgadf the senior executive. Rather, it is
a process that involves all and sundry. Consequend have strategies for the company
and all its business as a whole (corporate stred@gihere is strategy for each business
the company has diversified into (business strate@iien there is strategy for each
specific functional unit within a business (funci@ strategy) and finally there is strategy

for basic operating units (operating strategies).
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Corporate strategy is the overall managerial gada® for a diversified company
Thompson & Stickland (1970). It consists of the e®wmade to establish a business
position in different industries and the approachesd to manage the company’s group
of businesses. Corporate strategy is concernedthétioverall purpose and scope of the
organization to meet the expectation of the owmenajor stakeholders and add value to
the different parts of enterprises (Johnson, 1984)the other hand, business strategy’s
central thrust is on how to build and strengthem ¢bmpany’s long-term competitive
position in the market. Functional strategies comcihe managerial game plan for
running a major functional activity within a bussse- R&D, production, marketing,
customer service, distribution, human resource gmmther major functions within a
business. Finally, the operating strategy concéhnesgame plan for managerial key

organizational units within a business (plantsgesaegions, distribution centres).

Once organizations diversify their product or sesvline, they tend to create distinct
structure divisions to deal with each distinct bess. This relationship was perhaps
carefully documented in the classic study by AlfiedChandler, Strategy and structure:
Chapter in the history of the greatest AmericaneEtse (1962)Chandler traced the
origins of diversification in Du Point and Genefdbtors in the 1920s which were

followed later by other major firms.

As diversification become popular strategy amongdacorporations in thel960s and
1970s, a number of techniques were developed ttyznatrategies at the corporate

level. Among these were the “Portfolio” analyseslsas the “growth-share Matrix”
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2.3 Strategic Management and Diversification Strategy

Strategic management is a systematic approachn@ajar and increasingly important
responsibility of general management: to positiod eelate the firm to its environment
in a way which will ensure its continued succesd amake it secure from surprises

(Ansoff, 1990).

Generally, a company has a general plan of majwrecor statement of means - through
which a firm intends to achieve its long-term olijEs in a dynamic environment.
There are various approaches which a firm can msarder to achieve its objectives.
Among these approaches is the diversification exgsat There are two approaches to
diversification strategy namely: related and unezla diversification. Unrelated
diversification involves acquiring or generatingeimally a business that is unrelated to
the core business of a firm. Occasionally, firmguie a business that represents the
most promising investment opportunity availablehwtthe sole principle being the profit
pattern of the acquired business. The main consarsually to create a financial synergy
rather than creating a product a product-marketuwren This type of diversification is
based principally on profit consideration. On thier hand, related diversification
involves acquisition of businesses that are relatedhe acquiring firm in terms of
technology, markets or products. The new businetscted usually possesses a high
degree of compatibility with the firm’s current sss. The ideal related diversification
occurs when the combined company profits increassngths and opportunities and

decreases weaknesses and exposure to risk.
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However, regardless of the approach taken, thevatain for diversification is generally
to increase the growth rate of a firm, improve sitgbof earning, balance the product

line, and acquire resources, increase efficienay @aofitability especially if there is

synergy.

2.3.1 Diverdfication Strategies

Most companies begin as small single business miges serving a local or regional
market. During a company’s early years, its prodine tends to be limited, its capital
base thin and its competitive position vulnerableually, a young company’s strategic
emphasis is on increasing sales volume, boostinkehahare, and cultivating loyal
clientele. Profits are reinvested and new debaken on to grow the business as fast as
conditions permit. Prices, quality service and poton are tailored more precisely to
customer needs. As soon as practical, the prothecid broadened to meet variations in

customer want and end-use applications (Thomp<$x8)1

Opportunities for geographical markets expansiores reormally pursued next. The
option is to expand to the local market first, therhe regional markets, the international
market before finally going global. Somewhere aldimg way, the potential for vertical
integration, diversification into related and uateld markets, need to merge and acquire

firms in the same or different markets may arise.

A decision to diversify raises the question of “wkismd and how much to diversify?” A

company can diversify in to closely related or Hgtaunrelated businesses. It can
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diversify to a small extent, it can move into onetwo large businesses or a greater
number of small ones. Over time, once diversifaraiis achieved, the management may
consider divesting or liquidating business that moelonger attractive. The underlying
purpose of diversification is to build shareholdatue. However, diversification as a
strategy doesn’t create shareholder value unlgssup of business performs better under
a single corporate umbrella than they would perfaperating as independent stand-

alone business.

There are two fundamental approaches to diversifica into related business and into
unrelated business. The rational for related bgsimversification is strategic: diversify
into businesses with strategic fit, capitalize ¢we strategic fit relationships to gain
competitive advantage to achieve the desired impacthe shareholder value. On the
other hand, the reasons for diversifying into wed businesses hinges almost
exclusively on opportunities for attractive finaalcgain- there is nothing strategic about

unrelated diversification.

There are various diversification options that nfimay choose. One, it may opt to
acquire company in the target industry, form atjaienture with another company to
enter the target industry, or alternatively, startew company/division internally and to
try grow it from the ground up. Consequently we énaarious diversification strategies.
Some of these strategies are: acquisition, startamgl joint ventures, related
diversification strategies, unrelated diversifioatistrategies, divesture and liquidation

strategies among others.
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The chosen strategy for the firm will depend uploree factors namely; the goal which
the organization is pursuing the current perforneared the firm relative to its
performance expectation, the balance of threats gpmbrtunities in any individual
product-market area and finally, the overall sftbror weakness of the business in the

market.

There are various reasons why firms diversify. Adowgg to Ansoff, firms diversify when
they can not achieve their current objectives bytiooing to operate in their existing
market, secondly where a business has excess i@haesources beyond those necessary
to satisfy its expansion plan its existing mark#tien rather than retain these resources in
liquid form, the business may invest them in newketareas and thirdly, if greater
opportunities are presented to the firm in new rebgkea than it accrue from its existing

activities, then a diversification programme maybeéertaken to benefit from these.

The major reason for a business adopting a stratediyersification is therefore to allow
it to reduce its dependence upon a single marlest By avoiding undue dependence
upon a small number of customers and maintainingdaguate supply of liquid financial
resources. When a firm adopts the diversificatimategy various issues may arise as a
result. Some of these problems may due to lackdifersification guideline and lack of

sufficient preparation in handling different recgrrent for different business
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2.3.2 Related Diverdfication asa Strategic Orientation

Also known as concentric diversification, is ongpotsible reaction to the major problem
attaching to horizontal expansion - that is, thféalilty of securing continued expansion
in a market which itself is not growing rapidly where competitors are also following a
strategy of horizontal growth. The problem of growinder these conditions arises from
the need to expand by way of price or product cditipe - a problem which may not be

overcome by acquiring competitors.

Concentric diversification occurs when a firm adelated products or markets. The goal
of such diversification is to achieve strategic 8trategic fit allows an organization to
achieve synergy. In essence, synergy is the abilitwo or more parts of an organization
to achieve greater total effectiveness togethar thauld be experienced if the efforts of
the independent parts were summed. Synergy maglievad by combining firms with

complementary marketing, financial, operating, @nagement efforts.

Related diversification involves the acquisitionbafsinesses that are related in terms of
technology, markets, or products. The new busisebsted possesses a high degree of
compatibility with the firm’s current business. Tiaeal related diversification occurs

when the combined firm’s profit increases the gitks and opportunities and decreases
weaknesses and exposure to risk. The acquiringusually searches for new businesses
whose products, markets, distribution channeldjrtelogies and resources required are
similar to but not identical with its own, whosegadsition results in synergies and not

complete interdependence.
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Related diversification allows a business to esdape a possible war with existing
competitors while minimizing product market adjustrh costs in terms of having to
adopt new technologies among others. Firms mayeliyeincrease rates of return by
moving into related markets offering better prospeican existing ones, and also achieve
a greater spread of interest and reduce exposurprasitability to the fortune of
individual market. Firms pursuing this type of s&égy may broadly exploit their existing
technology in new products, market areas, seek mavkets for existing products, or
capitalize upon existing distribution system tor@ase their range of products with the
aim of increasing sales, achieving growth, redusgeddence upon a single product area

and entry into a new market.
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CHAPTER THREE: RESEARCH METHODOLOGY
3.1 Introduction

The objective of this study as outlined in Chaftevas twofold. The first objective was
to determine the extent of related diversificationmid-tier audit firms in Kenya and the
second objective was to determine the effect obmdiication on the growth of the

aforementioned firms.

A number of studies have been done in the pasemy¥, for example Thuo (2003) in his
study on Diversification Strategy: Case for Natiedia Group, Munga (2006) in his
study; Building Competitive Strategies: A Case $tadl Kenol/Kobil Oil Corporation
and Mushati (2003) on his study; A Study of Reldbadersification within East Africa

Building Society.

3.2 Research Design

The descriptive survey design was used to find that relationship between related
diversification and performance of the mid-tier &doims. Kerlinger (1969) points out

that descriptive studies are not only restrictethts findings but may often result in the
formulation of important principles of knowledgedasolutions to significant problems.
They are more than just a collection of data. Tileplve measurement, classification,

analysis, comparison and interpretation of data.

3.3 Target Population

The population of interest for this study consistédll audit firms in Kenya that are duly

registered with ICPAK. According to the ICPAK wdls there are approximately 700
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audit firms that are duly registered. These firrmesist of the big four - PWC, Ernest &
Young, KPMG and Deloitte & Touché, the mid-sizedliadirms and the small audit
firms. A list of the registered audit firms was aiped from the website of ICPAK-

www.icpak.com

3.4 Sampling

A sample of 10% of the firms was obtained througimvenience sampling method
because of time and resource constrains and thabgig that some of the decision
makers would not be available and information migbt be forthcoming. Cooper and
Schindler (1998) concur that a sample of 30 and@lmconsidered representative of the

population for the purpose of data analysis anckggisation.

3.5 DataCoallection

Primary data collection using semi-structured qoasiaires method was used. The
respondents in each of the audit firms were the ddang Partner of each firm. The
Managing Partners are responsible for strategiésec making and have access to
resourceful information. The questionnaires wergppded and picked later. Follow up

calls and visits were made to ensure that the resprate is high.

In the past, there has been little research infiglid specifically focusing on audit firms
and therefore, secondary data that is availabheingmal and not conclusive. The issues
that are raised in the questionnaires were deffinaed the objectives of the study and the

literature that had been reviewed.
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3.6 DataAnalyss

Before the responses were processed, data obtaomadhe questionnaires was edited
for completeness and consistency. The responses sudjected to preliminary data
presentation stages in order to establish reldtipnsThe data was analysed using
descriptive statistics. Data was presented by tisgbtes, percentages and frequencies to
display a visual presentation of the data, for eafsanderstanding and analysis. The

analysis was done using SPSS.

22



CHAPTER FOUR: DATA ANALYSISAND INTERPRATION
4.1 Introduction

This chapter presents the results of the analysista collected through questionnaires.
The questionnaires were distributed to 70 audidirA total of 23 questionnaires were
returned. The response rate was therefore 32.99&nGat this is a qualitative study, the

response rate is considered satisfactory.

This chapter is organised as follows: section 4ea@nts the results of the study; section
4.3 presents the discussion of findings while secti.4 is a summary of the chapter. The

results are presented in terms of frequencies anmeptages.

4.2 Resaultsof the Study

The respondents were asked to state whether somautit services were offered by

their firms. The results are shown in Table 2.

Table 2: Provision of Non-audit Services

Non-audit services Freguency Per cent
Taxation 23 100
Company secretarial 20 87
Consulting 20 87
Accounting 21 91

The results show that all the firms surveyed offetaxation, 87% offered company
secretarial services while another 87% offered walbing services. The results also

showed that 91% of the firms surveyed offered anting services. It was noted that all
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the respondents perceived that there was a linkaggeen non-audit services and the

core business of the firms — audit.

The respondents were asked whether the non-ausiites were offered as Strategic
Business Units (SBUs). For those who agreed thatsthvices were offered as SBUSs,
they were asked to state whether such SBUs opematisgpendently. The results are

shown in Table 3.

Table 3: Provision and I ndependence of Non-audit services as SBUs

I ndependent Not | ndependent Total

Frequency Percent Frequency Percent Frequency Percent
Yes 8 73 3 27 11 48
No - - - - 12 52
Total 8 73 3 27 23 100

The results show that 48% of the firms offered aadit services as SBUs while 52% did
not offer them as SBUs. Of the 11 firms that often®n-audit services as SBUs, 73% of

such SBUs were operated independently while 27% wet.

The respondents were also asked to score the mefmonifering non-audit services. The

results are shown in Table 4.
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Table4: Reasonsfor Offering Non-audit Services

Reason Very important Important  Not important
(%) (%) (%)

To enter profitable markets 74 26 0

To stabilise profits 22 70 8

For growth 43 30 17

Increase customer convenience 30 57 13

In reaction to competition 26 30 44

The results show that the most important reasorofi@ring non-audit services was to

enter profitable markets. The second most impomaason was to stabilise profits. The

third reason was to increase customer convenietnde the fourth reason was to grow

the business. The last reason was to react to dgropeThus it is clear that the audit

firms were doing related diversification in order énter other markets as well as to

stabilise their profits in the audit industry.

The study sought to determine the overall turnadethe audit firms. The results are

shown in Table 5.

Table5: Turnover

Frequency Per cent
5 — 10 million 10 44
11 — 20 million 12 52
Above 20 million 1 4
Total 23 100
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The results reveal that 44% of the firms had aduen of Ksh 5-10 million, 52% of the
firms had a turnover of Ksh 11-20 million while 4B&d a turnover of over Ksh 20

million.

The study sought to find out the contribution ohraudit services to the overall turnover

of the audit firms. The results are shown in Tdble

Table6: Contribution of Non-audit Servicesto Turnover
Turnover <Sh 2 Sh 2- Sh 34 > Sh
M 3M M 4M
510 M Coun 4 3 2 0
% within Turnove 44 4% 33.3% 22.2% 0.0%
11-20 M  Coun 2 0 0 2
% within Turnove 50.0% 0.0% 0.0% 50.0%

The results show that for firms that had a turnafe8h 5-10 million, non-audit services
contributed less than Sh 2 million in 44.4% of stioms, Sh 2-3 million in 33.3% of the
firms and 3-4 million in 22.2% of the firms. Foretirms with turnover of Sh 11-20
million, non-audit services contributed less thdn ZSmillion in 50% of the firms and

over Sh 4 million in another 50% of the firms.

Table 7 shows the results on whether the contohutif non-audit services to overall

turnover of the firms was satisfactory or not.
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Table7: Level of Satisfaction with Contribution of Non-audit Services

Frequency Percent
Excellent 0 0
Very good 3 13
Good 18 78
Satisfactory 2 9
Unsatisfactory 0 0
Total 23 100

The results show that 13% of the firms considetes ¢ontribution very good, 78%
considered them good while 9% considered themfaettsy. Thus the firms were of the

opinion that the contribution of non-audit servieess good.

Table 8 shows the results on the comparison ofsthbility of firms with non-audit

services to those with audit services.

Table8: Stability of Firmswith Non-audit Services
Fregquency Per cent

Excellent 0 0
Very good 4 17
Good 15 65
Satisfactory 4 17
Unsatisfactory 0 0
Total 23 100

The study found that 17% of the firms noted that skability was very good, 65% noted

that it was good, and 17% noted that it was satisfg.
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Table 9 shows the results for whether the audmdimwould wish to diversify outside

related business areas.

Table9: M otivation to Diversify Outside Related Areas
Frequency Per cent

Yes 23 100

No 0 0

Total 23 100

The results show that all the firms were in agredntbat they were interested in
diversifying outside the related areas. The reasandoing the same are shown in Table

10.

Table 10: Reasonsfor Further Unrelated Diver sification

Reason Very important Important Not important
(%) (%) (%)

Increase revenue 65 35 0

Increased customers’ loyalty 14 59 27

Increased customers’ convenience 36 32 32

Improved profitability 64 23 14

The study found that 65% of the firms consideremléased revenue very important while
35% considered it important. Increased customessllty was considered very important
by 14% of the firms, important by 59% if the resgdents and not important by 27% of

the respondents. Increased customer convenienceomaglered very important by 14%
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of the respondents, important by 32% of the respotgdand not important by 32% of the
respondents. Improved profitability was consideresty important by 64% of the

respondents, important by 23% and not importarit49 of the respondents.

4.3 Discussion of Findings

The study sought to establish the extent of reldtedrsification in mid-tier audit firms
in Kenya. From the results in the study, it cannbéed that all the firms had adopted
related diversification strategy. Other than thdilusiness, all the firms had diversified
into taxation services, 87% had diversified intbenhg company secretarial services,
87% were offering consulting services while 91% tbé firms were also offering
accounting services. The study also revealed Bt df the firms operated the non-audit

services as strategic business units.

The study sought to determine whether related slifieation lead to growth of mid-tier
audit firms in Kenya. The results showed that 77#%he respondents agreed that related
diversification lead to firm growth. Thus relatetvetsification in the audit firms was
meant to help the firms growth into other profimbiarkets and this was also

instrumental in enhancing stability of the firms.

The study received responses from 23 mid-tier dirdits in Nairobi. This represented
33% response rate. Data was entered into SPSSnaihybed using descriptive analysis

where frequencies and cross-tabulations were masdyl.
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The results show that audit firms have diversiftedprovide other non-audit services
such as taxation, company secretarial, consuling, accounting. It was revealed that
48% of these non-audit services were operated &k SBf these, 73% were independent

SBUSs.

The most important reasons for offering non-aueitviees were to enter profitable
markets and to stabilise profits. Non-audit serwicentributed more to the turnover of
firms with a turnover between Sh 11-20 million wdhehey contributes up to Sh 4
million. This contribution was seen as good by 78f4he firms. Further, 65% of the
firms that offered non-audit services regarded #eues as more stable than the ones

that did not offer such services.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS
5.1 Introduction

This chapter presents the summary of the studgétian 5.2, conclusions in section 5.3,
recommendations in section 5.4, limitations of thteidy in section 5.5, and the

suggestions for further research in section 5.6.

5.2 Summary of Findings

The objectives of this study were: to determine élxeent of related diversification in
mid-tier audit firms in Kenya and to determine #ftect of diversification on the growth
of the aforementioned firms. A descriptive surveasidn was used in this study. The
population was all the 700 audit firms registergdhe ICPAK. A sample of 10% (or 70
firms) was selected for the study using conveniesasapling method. Primary data was
collected using semi-structured questionnaires lkiere administered to the managing
partners through drop and pick later method. Of t@dirms sampled, 23 firms finally
responded to the questionnaires (response rate3%f).3Data was analysed using

descriptive statistics with the aid of SPSS.

The results show that audit firms have diversiftedprovide other non-audit services
such as taxation, company secretarial, consulang, accounting. It was revealed that
48% of these non-audit services were operated &fs SBiile 52% were not. Of these,
73% were independent SBUs while 27% were not. Thstnmportant reasons for
offering non-audit services were to enter profiaiiarkets and to stabilise profits. Non-
audit services contributed more to the turnovedirofs with a turnover between Sh 11-20
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million where they contributes up to Sh 4 millidrhis contribution was seen as good by
78% of the firms. Further, 65% of the firms thafeofd non-audit services regarded

themselves as more stable than the ones that tioffieo such services.

5.3 Conclusons

The study sought to establish the extent of reldtedrsification in mid-tier audit firms

in Kenya. The study concludes that all the audmdi had adopted related diversification
strategy where related non-audit services suclaesion services, company secretarial
services, consulting services and accounting sesweere provided either as SBUs or

not.

The study sought to determine whether related slifieation lead to growth of mid-tier
audit firms in Kenya. The study concludes thattesgladiversification led to growth of
audit firms as majority of respondents agreed. tedldiversification in the audit firms

was therefore meant to help the audit firms grow other profitable markets.

5.4 Recommendations

The study recommends that there is need for midatiéit firms to diversify more into
business advisory services to complement the dudiiness as this is important in

stabilising the earnings from these firms.
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The study also recommends that mid-tier audit fish®uld rigorously exploit their
potential in offering these non-audit services mep to improve their contribution to

overall revenues of these firms.

5.5 Limitationsof the Study

The study only focused on mid-tier audit firms ieria. Thus, as far as application of
these results is concerned, such attempts shouttblde within the confines of the scope
of the study. The results of this study are theeefonited to the audit firms in general

and to the mid-tier audit firms specifically.

5.6 Suggestionsfor Further Research

There’s need to undertake a similar study but eretfitire audit industry and not specific
to mid-tier audit firms. A similar study should al®e carried out in other industries.
Further, there is need to do a correlational stwidly the use of performance data from
secondary sources to study whether a relationstigpsebetween performance and related

diversification strategy.

5.7 Implication on Policy, Theory and Practice

From the conclusion it can be observed that reldiegrsification strategy lead to growth
of firms more specifically in the audit industryhére is need therefore that the strategies
be inculcated in the policy framework and espegialh the rules and regulations that
govern the operations and performance of the filmsddition, there is a need for the
firms and the regulators to implement the strate@eorder to enhance vibrant growth of

the firms.
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APPENDICES

APPENDIX 1: QUESTIONNAIRE

To be completed by the Managing Partner or hisvedemt. Please answer the following
questions by placing a tidd where provided and/or giving the required details
Section A:

Date:

Name of Company:

Name of respondent (optional):

Position held in the organization:

Section B:
1. Which year was your organization established?
2. Which of the following non-audit services do yotieo?
O Taxation
O Company Secretarial
O Consulting
O Accounting

Others (specify)

3. Do you perceive there to be any linkage betweenntireaudit services and you core
business (audit).
Yes ()

No ()
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4. Are the above services offered as SBUs?
Yes ()

No ()

5. If yes, do the SBUs operate independently?
Yes ()

No ()

6. Please score the following reasons for the decigioaffer the above services to their
level of importance.

Very important Important Not Important

To enter profitable markets O
To stabilize profits O
For growth O

Increase customer conveniehte

O O O O O
O O 0o O O

In reaction to competition O

Others (specify)

7. What challenges has your company encountered ipribeess of implementation of the

non-audit services in your firm? Name at leastdhfany:
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What is your company’s annual turnover? Pleaseagainst the appropriate range.
Below Ksh. 5 million
Between Kshs. 5 million and Kshs. 10 million

Between Kshs. 11 million and Kshs. 20 million

O o O O

Above 20 million

9. What is the contribution of the earnings of noniabdsinesses to the above turnover?

Kshs

10.1s the level of contribution in item 11above:
O Excellent

O Very good

O Good

O Satisfactory

O Unsatisfactory

11.How would you compare the stability of firms witbmaudit services to those with audit
services only? Please tick on the appropriatebatei

O Excellent

O Very good

O Good
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O Satisfactory
O Unsatisfactory
12.What are the key resources which are shared by sti#lr your sister companies? Name

at least three:

13.Do you wish to diversify outside the related areas?
Yes ()

No ()

14.1f yes please indicate the key linkages by tickimg appropriate attribute below.

Very important Important Not Important
Increase revenue O
Increased customers’ loyalty O

Increased customers’ conveniencdl

O Oo O O
O Oo O O

Improved profitability O

Others (specify)
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15. Give a general comment on the related diversificastrategy that you have taken:

Note: the above information shall be treated withhast confidence and shall not be

divulged to any other party without seeking priatherity form you.

Thank you for your co-operation
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APPENDIX 11: LETTER OF INTRODUCTION

James Mwando
P O Box 100778-00101
Nairobi

Dear Respondent,

REF: RESEARCH PROJECT QUESTIONNAIRE

I am a student at University of Nairobi undertakandylaster of Business Administration
degree and | am expected to conduct a researchcprdjherefore, | kindly request your
assistance in filing this questionnaire on Rel&ectrsification as a Strategic Orientation
in Mid-tier Audit firms in Kenya.

The information is confidential and will only be ags for educational purposes only.
Company name and/or contact information will notdigclosed in any way. After the
study is finished and properly approved by the ersity, the result will be shared with
the participants and public in general.

Your participation will be highly appreciated.

Yours faithfully,

Mwando James
MBA Student
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