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ABSTRACT

The study sought to determine the impact of comgogovernance practices on the
operating performance of the unlisted insurance paones and banks in Kenya. The
study had five objectives. The first objective sautp determine the extent of corporate
governance adoption by unlisted insurance compameésbanks in Kenya. The second
objective sought to determine levels of adoption fofeign countries corporate
governance codes by the unlisted insurance conmpamd banks in Kenya. The third
objective sought to determine the extent of vacuniithhe Kenya Corporate Governance
provisions in the unlisted and private companiebe Tourth objective sought to
determine the impact of corporate governance mexton the corporate investment
decisions of the unlisted insurance companies amétsin Kenya. In the fifth objective
the study sought to determine the impact of comgogovernance practices on the

corporate performance of the unlisted insurancepamies and banks in Kenya.

To achieve the objectives a descriptive researslgdevas adopted. The study conducted
a census of all unlisted insurance companies anlisbaperating in Kenya. Primary data
was collected from senior managers in these firgnsgua structured questionnaire which
aided in construction of corporate governance iglicsed in the analysis. The study used
descriptive statistics, ANOVA and pooled multivaeiaegression analysis. The findings
were presented in figures, tables and were begfday @ narrative explanation.

The study found that none of the unlisted firms hadieved 100% compliance with the
governance mechanisms. The study found that firth thie lowest corporate governance
index had an index of 30% while the highest had 96Be study further found that mean
index was 68% with a deviation of 14% indicatingttimost of the firms had just above
average compliance rates with the governance meshanThe study found that the
unlisted firm had adopted most of the corporateego&nce requirements of the CMA as
these are regulatory requirements in Kenya whiteestirms had also adopted the foreign
ones. The study also found that governance didsigstificantly influence corporate

investment decisions as the relationship was peshiut insignificant at 5%. The study
found that the effect on firm value as well as dfiect on firm performance, corporate

governance index did not have a significant eféeceither Tobin’s Q or on ROA.



The study makes a number of recommendations. kindisted firms should strive to
adopt more corporate governance codes as the dévedioption is still relatively low
compared to their listed peers. It is therefore antgnt that the boards of financial
institutions adopt stringent corporate governancechanisms. The study also
recommends that the Central Bank of Kenya and tiserdance Regulatory Authority
should find other ways of ensuring that the firregform to the minimum requirements
of the governance codes in Kenya arising from i@guy lapse. More stringent
regulations should be adopted to ensure strictradbe to the guidelines. In as much as
corporate governance was not found to influencen fiperformance, the study
recommends that firms keep adopting more of theeg@ance guidelines as this has been

found to positively impact on firm performance.
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CHAPTER ONE
INTRODUCTION
1.1 Background of the Study

The term corporate governance since 1970s has fea&uring in public and academic
debates. N.R. Narayana Murthy, the Chairman, Coteeibn Corporate Governance,
Securities and Exchange Board of India, 2003 gav@oad definition of corporate
governance. He noted that the term corporate gawemis susceptible both to broad and
narrow definitions. In fact, many of the codes di aven attempt to articulate what is
encompassed by the term. The important point isdbigporate governance is a concept,
rather than an individual instrument. It include=bdte on the appropriate management
and control structures of a company. Furtheratudes the rules relating to the power
relations between owners, the Board of Directo@nagement and, last but not least, the
stakeholders such as employees, suppliers, custoared the public at large (N.R.

Narayana Murthy Committee, 2003).

As the names of several top corporations have becsymonymous with corporate
misconduct and financial scandal, a call for mdfective corporate governance has been
raised worldwide from financial reporting and imak controls to how a corporation
selects, trains, and evaluates its board of direct®his has also inspired a close look at a
range of issues associated with corporate goveenamcd how some companies are
responding to those issues and using complianceteffo build greater business value
(PWC, 2010). Corporate governance involves a setlafionships between a company’s
management, its board, its shareholders and othkel®lders. Corporate governance
also provides the structure through which the dhbjes of the company are set, and the
means of attaining those objectives and monitopagormance are determined OECD
(2004). These are the structures and processésefalirection and control of companies.
Finance executives are looking carefully at tha-besefit of compliance to determine if
sound corporate governance can reduce market litglagncourage investment and
promote sustainable productivity and growth, inodgd a combination of internal
controls, explicit businesses processes and grawthyding a combination of internal
control, explicit businesses processes and sysientorporate governance that can also
build business value (Bhagat and Black, 2002).
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Although corporate governance has largely beernrgp@tl as an issue of compliance,
analysts and business leaders increasingly aragsgeod governance as good business
(Cadbury, 1992). Uddin and Choudhury (2008) corfgorgovernance provides the
structure through which the company objectives sindtegy are set, and the means of
attaining those objectives and monitoring perforogan Corporate governance is
concerned with holding the balance between econ@nit social goals and between
individual and common goals. The corporate gouaraaframework is there to
encourage efficient use of resources and equallyetpire accountability for the
stewardship of those resources. The aim is tmagnearly as possible the interests of

individuals, corporations and society.

OECD (2005) defines a non listed company as clobelgd companies whose shares
unlike those of publicly held companies, do notiérdreely in impersonal markets, either
because shares are held by a small number of geosdhey are subject to restriction that
limit their transferability. Non listed firms emplodifferent legal business forms to
structure their organization, varying from partmgpsfirms, to limited liability companies
and joint stock companies. Uddin and Choudhury §2@0dgues that in some instance the
choice of legal business firm allows for a govew®astructure in which the owners have
joint management and control rights without a bodrdus, the large varieties of non

listed companies with the preponderance of noadisbmpanies are being family owned.

In most countries round the world including Kenyalblisted and non listed companies
operate as closely held companies with concentratatership. Therefore the need to
consider the relevance of OECD principles of CoapmrGovernance in countries like
Kenya where non listed and often family / founderned companies play a pivotal
economic & social role (OECD, 2005). Most nonddstcompanies rely on family and
bank financing for expansion and growth. Howewase that are unable to obtain bank
finance, usually attract private equity to develbgir plans (venture capital). There are
many challenges and opportunities for non listeshganies in search of external capital
(Kula, 2005). The best way to ensure effectiveeasdo external capital is to decrease
the risks posed to creditors and providers of eserequity by enacting investor
protection laws and enforcing them, and also tadice effective corporate governance.
Banks & financial institutions should consider imyping their monitoring of Corporate
Governance in non listed companies (IFC, 2008).



The controlling shareholders close levels of mamg and cheaper intervention in the
event of management failure, seem to entail bpteiormance in non listed companies.
The financing structure of non listed companies beng benefits. Large controlling
shareholders in non listed companies prefer tac@dmusiness development with internal
funds and tend to use bank fiancé for expansion grawth. The repayment
requirements give managers a strong incentive tsurenthe company’s success
(Cadbury, 1992). Any default can deprive the mama@nd shareholders interest. The
policy implication is stronger creditor right. Ben& credit rating agencies can help to
implement good governance practices by demandiagrtbn listed companies comply

with best practice norms as part of risk assessprecess (Zaheer, 2006).

Zaheer (2006) is critical that having separate G@ie Governance codes or guidelines
for non listed companies could have a possible woproductive effect on the
development of a good Corporate Governance systérhey further argue that to
improve corporate Governance non listed companiesuld address improving
transparency of decision making process, as welltraging for managers and
shareholders. IFC (2008) maintains that an effectompany law framework for non
listed companies is the most important source ofp@ate Governance. The most
pressing matter involves the abuse of minority reges by controlling shareholders.
McCahery and Vermeulen (2008) there interests @amprbtected by rules that restrict
managers’ power to act in response to directiomssgby controlling shareholders. There
effective lock in rules, squeeze out regulatioms, laghly important for promoting share
transfers and investment in these companies. KR@DY) argues that to achieve
continued investment and minority protection, idesirable to devise clear and precise
valuation method and procedures that are not cuisnbes. He further points out that
although the importance of clear and simple comgdamyrules is desirable, one legal
framework suitable for non listed companies acthesboard will be difficult to achieve.
Company rules need to be flexible to enable thesapanies to contract into the desired

organizational structure.

Zaheer (2006) the OECD principles of Corporate Guanece primarily meant for listed
companies provide guidelines in the non listed camypcontext but optional guidelines
inform of advice could be implemented to supplentbetexisting legal framework, that

are a must for adoption by all firms. These gurtkdi to preferably contain



recommendation on different ownership & controustures of non listed companies,
composition of the board of management, transpgreeguirements, accessing outside
capital and strategies for succession planning @mdlict resolution. McCahery and

Vermeulen (2008) maintains that the central reasmn analyzing the corporate

governance of non-listed companies is that theestijegin to play a pivotal role in

policy discussions around the world on the noretistompanies that receive less
attention than their public counterparts. Muell@0d6) they have encouraged an
analytical approach and future orientation to coap® governance, notably by bringing
into proper focus the realm of the non-listed conypaas a legitimate and important
perspective for policy makers and lawmakers tokilsibout when undertaking legislative

reforms.

1.1.1 The Corporate Governance Characteristics of dh-Listed Companies

McCahery and Vermeulen (2008) it's important toateeeffective internal and external
mechanisms for non-listed companies and the neeidhfroved institutions to stimulate
social welfare and economic growth. The governdeatures and mechanisms that are
characteristic of non-listed companies include: emship and control; the role of
professional management; transparency; and edocatmal awareness. Naturally,
corporate governance issues vary not only fromnass to business, but also across
countries (Cadbury, 1992). For example, in th&lfaf enforcement, some participants
identified in itself is a good opportunity to imme corporate governance, this point will
not be taken up in this synthesis note as it is oh¢he central issues of OECD’s

programme on privatization and corporate governahsgate-owned enterprises.

1.1.2 Significance of Corporate Governance

Berglof and Claessens (2004) policymakers arouadvitrld acknowledge that corporate
governance reform is vital for developing countrgeseking to attract investment and
thereby strengthen their economies. The World B@0K?2) in a report on deliberations
by heads of state from the developed and developiogds observed that private
international capital flows are vital complements hational and international
development efforts. The report further noted ttmatattract and enhance inflows of
productive capital, countries need to continuertbforts to achieve a transparent, stable
and predictable investment climate (Claessens, )20®gecial efforts are required in

priority areas such as corporate governance. Cat@governance is not just about board
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structure and interests alignments for its own ertlis very much about perceived
benefits in terms of attraction of capital andrégention (IFC, 2008). Thus, for financial
sector (insurance companies and banks) it could mweln enhanced company image
before investors who expect shareholder rights,rdbazf directors, accountability,

transparency and disclosure.

According to the Wajeeh and Muneeza (2012), recerorate governance scandals in
the United States and Europe — some of which haygetred the largest insolvencies in
history — have caused a crisis of confidence ircthrporate sector. As a result, corporate
governance has entered the vocabulary not onlynah€ial economists but also of day
traders, pension fund beneficiaries, employeedlohaks, chief executive officers, and
prime ministers, during the wave of financial gisf 1997 — 98 in Asia, Russia and Latin
America, the behaviour of the corporate sectorcédfd entire economies. Deficiencies in
corporate governance endangered the stabilityeftbbal financial system. Improving
corporate governance is now recognized in mosttdesrand policy circles to have first
— order macroeconomic consequences and have bexananstream concern. Beyond
the scandals and crises, the World Bank points otlter several structural reasons
explaining why corporate governance has become niangortant for economic
development and well-being. The private, marketeblanvestment process is now much
more important for most economies than it usedetd/Manyama et al (2009) that process
is underpinned by better corporate governance.h Wi size of firms increasing and the
role of financial intermediaries and institutionaivestors growing, decisions about
mobilizing capital are now one step removed fromghncipal/owner. At the same time,
the opening up and liberalization of financial aedl markets have broadened investment
choices and made decisions about the allocatieamtal more complex.

Berglof and Claessens (2004) argues that struatefaims, including price deregulation
and increased competition, have increased compaexgmsure to risk from market
forces. These developments have made monitoriagi$le of capital more complex in
certain ways, enhancing the need for good corpg@ternance.

1.1.3 Corporate Governance and Unlisted Companies

Unlisted companies make a major contribution tonecaic growth and employment in
all EU member states. However, the corporate g@rere needs of such companies have

hitherto been relatively neglected by governangeeds and policy-makers alike (Foley

5



and Lardner 2006). IFC, (2006) argues that theamsbon corporate governance has
mostly focused on listed companies particularlycountries with developed capital
markets and companies with dispersed sharehold@§D (2004) points out that
leading corporate governance issue concerns theopte design of a legal,
institutional and regulatory framework that helpsatign the interests of shareholders and
managers. Policy makers worldwide have looked tasadan effective framework that
supplies proper incentive for the board and managéno act in the interest of the
company and its shareholders; and furnish investoith sufficient monitoring
information. Foley and Lardner (2006) one of thé@nary risks that non-controlling
shareholder face- in both private and publiclyelistompanies-is that will end up in a
situation where the controlling shareholders ofuefice over major decisions; and/ or
any significant distribution of the business eagsinMany jurisdictions have legislation
that can prevent abuse of non-controlling shareslth both circumstance, and typically
these measures apply to both non-listed companggablic companies (McCahery and
Vermeulen, 2008)

OECD (2005) observes that in most countries ardghedvorld, both listed and non-listed
firms typically operate as a closely held companthwoncentrated ownership. While
there are substantial similarities in the probleand solutions devised for both types of
companies, the typical organizational structureai-listed companies seems to demand,
in some instances, an approach different from the wsed for listed firms. OECD
(2004) points out that shareholders in publiclydhedbmpanies unlike those in unlisted
firms are protected by mechanisms to constrairelattareholders, due to presence of a
market for transferable shares and by reputati@mtggaccountants, rating agencies, and
stock exchange watchdogs) who play an importarég molboth reducing information
asymmetries and detecting fraud. In the absendbeofibove external mechanism an

alternate framework is needed to improve the perémice of unlisted companies.

Foley and Lardner (2006) argues that active investdearly value good corporate
practices, as a better expectation of developmewk the creation of value and,
accordingly, are prepared to pay a premium forligtimg of securities of better governed
companies. Mainstream corporate governance appwarfiave little concern in

understanding the organization and structure oflist&d companies and the conflicts
arising within such firms. McCahery and Vermeul@0(8) the non-listed category of



companies represents a broad church of organizatamivities and ownership patterns.
The non-listed sector includes family-controlleddagovernment-owned but profit
focused companies which have remained prominenmamy economic sectors and
countries and for such organizations. They quest@applicability of the traditional
principal-agent theory. McCahery and VermeulerO@Qargue that there is a three-way
conflict between majority shareholders, managers mamnority shareholders and that
principal-agent mechanisms used to address oppstitibehaviours by management is
less useful in such circumstances. However, saflvstudies and studies on the
development of family businesses exist, whose pootsts believe that Good
Governance practices are a determining factor @ir tthareholding stability and long
term success, and positively contribute, in casexcess to capital, towards alliances or
purchase or merger operations. OECD (2005) arduwasirt this type of companies, the
shareholders are frequently specific individualsthwsignificant holdings, and it is
possible to explicitly ascertain their expectation¥heir good management and the
transparency of governance and management arenafstiimportance. The necessary
initiative and impulse by owners and directors, wheplementing good governance
practices are, if possible, even greater thangtedi companies, because, in these, the

presence and demands of regulatory entities arerlow

Zaheer (2006) points out that the universe of tedi€ompanies covers a wide spectrum,
with vast differences regarding size, shareholditmicture, management model and,
obviously, corporate governance practices, in perahe concept of “Good Governance”
include diverse aspects, whose application fredyemiplies significant changes in the
behaviour of companies. The adaptation process$ beuapproached stringently, but also
with realism, bearing in mind that the startingmidor these aspects will condition both

priorities and the rhythm of changes to be made.

In most non listed companies controlling sharehsldetain the power to appoint and
dismiss both the Board and the management of thgaoy. In such cases where, the
board remains exposed to the controlling sharel®lddluence, the effectiveness of
adopting independence rules or independent Diredsorikely to yield few benefits.

Corporate Governance problems could be minimizeddppintment of competent rather
than independent professional outside directorsGadhery and Vermeulen, 2008). A

way to foster professionalism and competency ipravide training and support to



incumbent Directors. Professionalized companiesyhich communication channels
between shareholders are clear, need to creataldyptian of professional training in
Corporate Governance (Cadbury, 1992). Zaheer (200@1ts out that there is need to
build up on knowhow on corporate governance indberts. Giving non-controlling
shareholders full and timely access to informagohances the governance of both listed
and unlisted companies. The controlling shareholdenerally has much better
information than the non-controlling investors. Mad@ry and Vermeulen (2008) unlisted
companies are of particular importance in countwéh less developed capital markets,
where the vast majority of companies are not lisiada stock exchange or regulated
market. But even in more developed economies, nsosall and medium-sized
enterprises are not publicly listed on regulateditggmarkets. Furthermore, there exist
many notable large corporations that have chosea ¥ariety of reasons to forego public
listing. Gonencer (2008) is critical that mandataligclosure for non listed companies
generates more costs than benefits due to losersbpal privacy, loss of competitive
position, undermining of private property rightsredt compliance and administrative
costs. He also adds that the usefulness of detlogormation often depends on the

experience and quality of auditors.

1.1.4 Corporate Governance and Financial Performare

A properly defined and functioning corporate gowerce system helps a company to
attract investor funding, investment and strengttinenfoundation for company financial
performance. Good corporate governance shieldsmgpany from vulnerability to future
financial distress (Demsetz and Villalonga, 200Zhe argument has been advanced time
and time again that the governance structure otanyorate entity affects the company’s
ability to respond to external factors that haveedearing on its financial performance
(Donaldson, 2003). In this regard, it has beeredhdhat well governed firms largely
perform better and that good corporate governanic# essence to company’s financial

performance and performance.

Corporate governance has dominated the policy agandeveloped market economies
for sometime especially among very large firms.isTif gradually warming up, to the top
of policy agenda in the African continent. It islieved that good governance generates
investor goodwill and confidence. Again, poorlywgmed firms are expected to be less
profitable (Berglof and von Thadden, 1999). Claesset al (2002) points out that better



corporate framework benefits firms through greaecess to financing, lower cost of
capital, better financial performance and more fta&ble treatment of all stakeholders.
They observe that weak corporate governance doeomly lead to poor company
financial performance and risky financing patterisjt are also conducive for
macroeconomic crises like the 1997 East Asia cri3iker researchers contend that good
corporate governance is important for increasimgstor confidence and market liquidity
(Donaldson, 2003). Roe (2003) argues that a cgsnpolitical framework forms the
basis for its corporate governance practices.

1.1.5 Unlisted Financial Institutions in Kenya

According to OECD, non-listed entities (Appendixt) lencompass a wide variety of
corporate ownership, financing and management tstex which renders the
applicability of a standard code intricate. Thigdy examines how non-listed insurance
companies and banks in Kenya respond to the putbiicaof a code of corporate
governance in the context of developing economye dAaw on annual report disclosures
to measure the extent of adoption local code ot pesctice (CMA Code 2002) in
relation to foreign ones since its inception. OEDO05) proves that evidence shows
that all requirements are being ignored by at lba#ft of the surveyed companies in the

UK (representing developed economies).

Studies argue that a “borrowed” code is not alwayited to non-listed companies of an
emerging nation. This study will bring empiricaligence to support the development of
more appropriate mechanisms of corporate governfmmaeon-listed companies. It may
propose possibilities for research in corporate egoance among an untraditional
category of companies: the unlisted. This study aldo offer insights to policy makers to
enhance codes of corporate governance to accomendhdat specifics of non-listed
entities. Moreover, the findings could be usetuinternational bodies and agencies who

advocate the adoption of borrowed corporate govemanodels for emerging nations.

1.1.6 Corporate Governance and Code of Practice

The most famous definition of corporate governanas provided in 1992 by Sir Adrian
Cadbury in the Report on Financial aspects of QatpoGovernance in the United
Kingdom. Adrian defined corporate governance asststem by which companies are

directed and controlled. Here corporate governasaefined as a set of mechanisms



through which firms operate when ownership is ssjgar from management. However,
one definition does not fit all, and other defioits of corporate governance may be used.
But whether a broad or a narrow definition of cogte governance is chosen, it is
important that the fundamental values of transparemccountability, fairness, and
responsibility be respected in order for firms toild and sustain the confidence of
investors, stakeholders, and society as a whol€DHefines corporate governance as
involving a set of relationships between a compsngianagement, its board, its
shareholders and other stakeholders. Corporatermgavee also provides the structure
through which the objectives of the company areaset the means of attaining those

objectives and monitoring performance are deterch(@ECD, 2004).

Commonwealth defines corporate governance as edeabout leadership: - leadership
for efficiency; leadership for probity; leadershipth responsibility; leadership which
is transparent and which is accountable (Commoniwed$sociation for Corporate
Governance, Guidelines, 1999). In Kenya corporateegnance can be defined as the
manner in which the power of a corporation is esext in the stewardship of the
corporation's total portfolio of assets and resesirwith the objective of maintaining
and increasing shareholder value with the satigfacof other stakeholders in the
context of its corporate mission (Private SectorpBmate Governance Trust, 2002).
While for India, corporate governance is the ace by management of the inalienable
rights of shareholders as the true owners of thhpacation and of their own role as
trustees on behalf of the shareholders. It is alsoatmitment to values, about ethical
business conduct and about making a distinctiowdst personal and corporate funds in

the management of a company (Securities and Exehaogrd of India, 2003).

1.2 Statement of the Problem

Corporate governance based on the Anglo-Americatheintmas received much attention
in the accounting literature, with studies focusargthe impact of corporate governance
and the financial performance of entities. Howean, assertion is that the Anglo-
American model does not appear to be suited for-listed entities in developing
countries (Berglof and Claessens, 2004; Singh aacdhrdit, 2006; McCahery and
Vermeulen, 2008). Non-listed entities encompassaaety of corporate ownership,
financing and management structures which do rilectea situation that is symptomatic

of the principal-agent problem. At the same timer¢his increasing awareness that
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specific corporate governance practices could Wectdfe in regulating contractual
arrangements between parties e.g. between joiritinerpartners, family factions or
between venture capitalists and entrepreneursoriger term, a non-listed entity that
adopts better corporate governance structures argtoves its transparency and
disclosure of information could become a more dtiva investment for a merger or
takeover. Countries have slowly started to ackndgéethe need for a separate code for
non-listed entities (4 countries as reported by K€y and Vermeulen, 2008, p. 212-
213). Furthermore, there is scant empirical evideoichow non-listed companies have
adopted corporate governance codes (e.g. Kula,; 2888y and Lardner, 2006). They
propose that the adoption of a borrowed model is well suited for non-listed

companies of a developing economy.

Kula (2005) finds evidence that the resource rdlehe board is positively related to
performance rather than the service and contresradlensen and Meckling (1976) prove
that better-governed firms might have more effitieperations, resulting in a higher
expected future cash flow stream. Klapper and L@@393) that use return on assets as
measure for performance found evidence that firmk etter governance have higher
operating performance. Contrast results are se€&@omperset al (2003) who found no
significant relationship between firm's governaaoé operating performance, fisenberg
et al(1998) also find negative correlation betwbeard size and profitability when using
sample of small and midsize Finnish firms. Mak a&hdinto (2003) supports the above
findings in firms listed in Singapore and Malaysiden they found that company
valuation is highest when a board has five diragtarnumber considered relatively small
in those markets. Even though corporate governagnawiples have always been
important for getting good rating scores for laggel publicly held firms, they are also
becoming much more important for investors, po&ninvestors, creditors and
governments (Gomperset al, 2003). Because of all of these factors, corporate
governance receives high priority on the agenda poficymakers, financial
institutions, investors, firms and academics (Hie@as, 2001).

Locally, Mbola (2005); Kihara (2006); Nambiro (200&lanyuru (2005); Maina (2002);
Okin (2006); Ngugi (2007); Malulu (2005); Maina (Z0; Njuguna (2006); Ng'ang’a
(2007); Mutisya (2006); Maina (2011) and Mwangi @@Pin Appendix IV conducted a
study on the relationship between corporate govemamechanisms on the Kenyan
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companies. They all focused on separation of ov@rand control, agency problem,
control of shareholders opportunism and creatingnitives for listed companies which
are a characteristic corporate governance probtentisted companies - None of these
scholars focused on the three-way conflict of majoaire holders, managers and minor
shareholders which is a corporate governance profde non listed companies as argued
by Doidge et al, 2004; Clacher et al, 2005 and #ah@006). Furthermore, they
established conflicting findings on the relatiopshetween different corporate governance
mechanisms and corporate performance of quoted aaes on NSE. However, they
established that the responsibility placed on theted companies by law, compelled
them to follow the laid down rules and proceduresrt@ning to corporate
governance. For example, while Maina (2005); Many{(#005) and Okin (2006) finds
evidence that the role of the board is positivellated to corporate performance Mbola
(2005) and Ng'ang’a (2007) finds no evidence tlm&t tole of the board is positively

related to performance but rather to control roles.

Manyuru (2005); Gatauwa (2008) and Tokei (2007)verthat better-governed firms
might have more efficient operations, resultingairhigher expected future cash flow
stream. Gatauwa (2008) by use of return on assetsemsure for performance found
evidence that firms with better governance havédrngperating performance. Contrast
results are seen in Mugwang'a (2008) who found igaifscant relationship between
firm's governance and operating performance. Maf@@02) also find negative
correlation between board size and profitabilityewhusing sample of quoted companies
in Kenya. Their methodology focused on separatioommership and control and agency
problem without addressing other corporate goveragsrinciples like internal control
environment, transparency and disclosure; treatnwniminority shareholders and
control of shareholders opportunism. Malulu (208&pports the above findings. He did a
study on the relationship between board activity fm performance: the case of firms
listed on NSE. The methodology focused on separatioownership and control and
agency problem. He found out that those firms wilike highest level of corporate
governance reported high performance and was ntaldescompared to those with

weak corporate governance.

From the literature reviewed above, it is clear tinere exists a gap in the non listed
entities in Kenya. Mukiiri (2008); Wasike (2006)jld€t (2008); Ngumi (2008); Owuor

12



(2008); Gitari (2008) and Gathika (2006) in AppendV did a study on corporate
governance practices in state corporations in Kenyheir focus was state
corporations with a corporate governance frameviiaged on the social and economic
needs. They found out that in state corporatiorsd ttonformed to high corporate
governance measures reported high performance aitvation to their employees
compared to those corporations that reported lowparate governance. However, a
comparative sector with a more different and digessvnership structure like family
owned enterprises while focusing on the three-waynflct between majority
shareholders, managers and the minority sharefsotdat is a characteristic of corporate
governance problem for non listed companies in lbgueg and emerging economies like

Kenya was not considered.

This study therefore sought to fill this researep dpy; first, determining the extent of
corporate governance codes from foreign countragspton like the Combined Code

(2003) of UK and SOX Code (2002) of US by the uslisfinancial institutions in Kenya;

and two, apply a study methodology that focuseshenthree way conflict between

majority shareholders, managers and the minoriyesdiolders that is a characteristic of
corporate governance problem for non listed congsam developing and emerging
economies like Kenya (Doidge et al2004; Clachel2005 and Zaheer (2006). The study
findings will be invariable to the entire unlisteghtities in particular to insurance
companies and banks in Kenya, as it will provideeachmark on the effect of good
corporate governance on the corporate performarmgorate valuation and corporate

investment decisions.
1.3 Objectives of the study
The study was guided by broad and specific objestiv

1.3.1 General Objectives

The broad objective of this study was to deternimree impact of corporate governance
practices on the operating performance of the tedli;msurance companies and banks in
Kenya.

1.3.2 Specific Objectives of the Study

The specific objectives of this study were;
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I.  To determine the extent of corporate governancetamo by unlisted insurance
companies and banks in Kenya.
ii.  To determine levels of adoption of foreign coustr®rporate governance codes by
the unlisted insurance companies and banks in Kenya
iii.  To find out whether there are differences in adwopdf corporate governance codes
between unlisted banks and unlisted insurance fiirkgnya
Iv.  To determine the impact of corporate governancetipes on the firm value of the
unlisted insurance companies and banks in Kenya.
v. To determine the impact of corporate governancetipes on the firm performance of
the unlisted insurance companies and banks in Kenya
vi. To determine the impact of corporate governancetipes on the institutional
shareholding of the unlisted insurance companig$anks in Kenya.
vi. ~ To determine the impact of corporate governancectipes on the corporate

investment decisions of the unlisted insurance emies and banks in Kenya.

1.4 Justification of the study

This study presents seven major contributions écettisting corporate governance literature
that are aimed at addressing the identified gapenprevious local studies in corporate
governance (Appendix 1V). The gaps were in termgresented study methodology (such as
focus and analysis), scope of respondent, targstudfy, and findings (such as conflict in

findings).

First, the study develops a broad firm level caa®governance index for a sample of large
Kenyan unlisted financial institutions (insuran@@npanies and banks). Second, the study
index was based on whether the firm complied viighgrovisions set out in the CMA Code
(2002) or foreign codes like the Combined Code 8200 UK and SOX Code (2002) of US.
This was followed by an empirical examination o tielationship between governance and

firm value, performance and investment decisions.

Third, this study provides a critical analysis bétaggregate and disaggregates impact
of different governance mechanisms on firm valuatiand performance. Using a
combination of several internal and external gogene mechanisms; we examined the

interaction between internal and external goveream@chanisms and whether they
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add value to the firm. This area of research hadived little attention in prior studies

that analysed Kenyan corporate governance.

Fourth, the study extends the current literatureotwiding an analysis of the ability
of large andexternal shareholders, and in particular institugioto influence the level
of governance in firms under the prevailing legadl aegulatory framework in Kenya.
The function of institutions in Kenya corporate gavance has received much attention
since existing governance codes actively emphabizerole of institutions in ensuring

good governance.

Fifth, the study of corporate governance framewadnsidered the social and
economic needs of the non listed companies sinearthjority of firms are family

owned that are characterized by the three-way icomifetween majority shareholders,
managers and the minority shareholders — a copg@ternance problem for non listed

companies in developing and emerging economieKléeya.

Sixth, this study also targeted employees who nrak@r contributions in corporate
governance today, as part of the study target sgardents. This respondent target has

received little attention in previous studies rexee by the researcher.

Seventh, the study assessed whether the qualityirmis' corporate governance

determines the investment decisions within thesiad corporate in Kenya.

1.5 Importance of the Study

This study is important as it provides an empir@atience to support the development of
more appropriate mechanisms of corporate govern&mceaion-listed companies. It
proposes possibilities for research in corporateegance among an untraditional
category of companies: the unlisted. This studyersffinsights to policy makers to
enhance codes of corporate governance to accomentitatspecificities of non-listed
entities. Moreover, the findings could be usefuirti@rnational bodies and agencies who

advocate the adoption of borrowed corporate govemanodels for emerging nations.

The industry regulator will also find the result§ this study very invaluable, as it

ascertains the corporate governance practicesetifance financial performance to
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an individual company and as so determines whesheh practices adopted in the

industry conform to the guidelines provided for theustry by the government.

The researchers and academic community could usestiidy as a stepping stone for
further studies on corporate governance in Kenyhasound the world. The students and

academics will use this study as a basis for dsons on corporate governance and
financial performance.
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CHAPTER TWO
LITERATURE REVIEW
2.1 Introduction

This chapter summarizes the information from otfesearchers who have carried out
their research in the same field of study. Theciijgeareas covered here are corporate
governance, determinants of good corporate goveeamportance of good corporate
governance, corporate governance and company perfae, corporate governance and

financial performance and the empirical review.

2.2 Theoretical Review
2.2.1 Corporate Governance Models

There are a number of models which have been ugedHhwlar and practitioners to help
explain various issues related to corporate govemaGonencer, (2008) noted that
reporting requirements for large private compamesy widely across the major

industrial economies. The two largest industrialiszonomies, USA and Japan, do not
require large private companies to disclose puptietir financial accounts. On the other
hand, the three other members of the G5 GermaiaycErand the UK, do require large
private companies to disclose publicly their acdsunin those countries that require
disclosure by private companies, alternative legfalictures are often available that
permit enterprises or their owners to avoid pubhancial disclosure, albeit at a cost in

terms of the compliance or restructuring costsriremi(Gonencer, 2008, p. 13).

The study discussed two corporate governance mog®eisone hand, the so-called
shareholder-oriented "outsider model” (2.2.1.1),ctvhprevails mostly in Anglo-Saxon
countries, and on the other hand, the stakeholiented "insider model" (2.2.1.2), that can
be found in most of the other countries in the doflhe latter is sub-categorized into the
Germanic model (2.2.1.2.1), the family/state-basediel (2.2.1.2.2) and the Japan-based
model (2.2.1.2.3).

2.2.1.1 The Outsider Model

This is also known as “Anglo-American model”, “shklaolder model” or “dispersed

ownership model.” The idea behind this model ig #ie@reholder wealth maximization is
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the dominant and sole function of corporations,abse shareholders (principal) are the
rightful owners of a company. Consequently the afléehe managers, as the agents of
shareholders, is to serve the interests of theekblters and to maximize the market price
of the shares of the company. This model, mostgnsa UK, Ireland and the US, is
characterized by a widely dispersed shareholdeewstip structure with shareholders not
being affiliated with the corporation (called asitside shareholders” or “outsiders”) and by
a well-developed legal framework defining the rggand responsibilities of the three key
players (management, directors and shareholdetsd Model provides the following
features: Recognized primacy of shareholders si®erin the company law; dispersed
equity ownership; most of the shares are in thedeaof dispersed groups of the
individuals and especially institutional investosgparation of owners and management;
strong emphasis on the protection of minority rsghtn securities regulations; preference
for the use of public capital and high disclostamdards (Gonencer, 2008, p.15).

“....The separation of owners and managers and gpeded ownership, providing that
no single shareholder owns more than a small podiathe firm's shares, causes the so-
called “principle-agent problem”. Because of thasexce of asymmetric information,
managers may pursue objectives and strategies whitithem the most and maybe not in
favour of the “principle”. For instance managersynpaefer to have goals such as over-
investment or unsustainable growth in pursuit dirtipower and prestige, rather than
maximizing the profit of the company leading to anftict of interest (Abor and Adjasi
2007). Yeoh (2007) notes that to reduce the effettdhe principle-agent-problem, the
model provides mechanisms such as incentive-basaangnt and stock-option
remuneration for the board members and the thré&dsiile takeovers in case of poor
management. This model is based on strong andl licgypital markets with high market
transparency and low debt/equity ratios, as ihésdase in the New York Stock Exchange
(NYSE) and the London Stock exchange (LSE) and damhving an arm's length
relationships with corporations due to the restms of the legislation of Anglo-American
countries. The highly dispersed ownership structagelires that the shareholders receive
adequate and on-time information in order to mak#domal investment decisions.
Gonencer, 2008) further argues that the disclosempirements of publicly listed
companies and the related liability of the boardmipers are high in Anglo-American
countries. This is due to the characteristics & ttommon law” legal system, which

generally provides a higher degree of shareholdseption compared to the “civil law”
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system of Continental Europe. This has been uneerlby the US “Sarbanes-Oxley Act’
providing civil and criminal penalties for filing isleading financial reports, regulating the
oversight of the accounting profession and detezntite roles and duties of the audit
committee and auditors, as well as of directorslugiing even foreign companies with
300 or more individual shareholders based in theabd® foreign public accounting firms

preparing audit report for US companies.

Another feature of the outsider model is the domaeaof institutional investors such as
insurance companies and pension funds among theehslhders. These institutional
investors, whose number is increasing in the UK thiedUS, are seen as the key actors of
corporate governance and have an active role tering corporate governance standards.
The National Association of Pension Funds (NAFT}he UK and the California Public
Employees’ Retirement System (CalPERS) in US ammipent examples of active
investors, who as a result of their fiduciary respbilities closely monitor the
management of the corporations that they investnd also list their own governance
requirements (Yeoh, 2008).

Discrepancies between UK and US

Although UK and US share many common features gbarate governance structures,
there are divergence areas as well. The most isgmiifdivergence is that while the US has a
rules-base approach, rigidly defining exact pravisithat must be adhered to, the UK has a
principles-based approach in the sense that itigegevgeneral guidelines of best practice
and is founded on self-regulation backed by codesauidelines. The first recognized set
of corporate governance principles in UK the Caglifode based on the Cadbury Report
were developed in 1992 and resulted in the Comliwete and are used as a benchmark for
many countries, especially in Continental Eurogee Tombined Code firstly introduced that
public listed companies should disclose if theyehesmplied with the code, and provide a
reason if they have not applied the code, the Bedc&comply or explain” approach.
Although the compliance to the code is voluntahg disclosure of the statement of
compliance to be included in each annual repaeasiired by the Listing Rules under the
UK Financial Services and Market Act of 2000. Thiasgontrast to the statuary regime of
the US Sarbanes-Oxley Act, UK approach consideas$ ithis the best to leave some
flexibility to the companies (Bhasa, 2004; Abor audjasi, 2007).
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Other differences lie in the role of the CEO and thairman of board. While in US

companies the CEO is usually the full time managén a seat on the board and at the
same time also its chairman. However, in UK, thacfions of CEO and member or

Chairman of the Board are separated. Besides,lslidegs in the UK, to the contrary of

US shareholders, have extensive rights and careXample demand an extraordinary
general meeting or vote on the dividend proposethéyoard. This leads UK to stronger
institutional investors and more active takeoverrkaea (Dewing, 2003; Denis and

McConnell, 2003; Young, 2009)

2.2.1.2 Insider Model

Gonencer (2008) equates the insider model to stdéteh model or social model of
corporate governance. The basic idea behind #igeinmodel is that the corporation must
be run not only in the interest of the shareholdeus for all stakeholders of the company
(e.g. creditors, employees, unions, and governimdgsause the stakeholders participate in
the production or the finance of the company arel dbmpany therefore has a social
responsibility towards them. The insider model igvalent mainly in Continental
Europe and in Japan as well as in many developmagti@nsition countries. This model
has three sub-categories: the Germanic model lmsadbank-centred system (prevalent in
Germany, Austria, Switzerland, Netherlands andlyarnt France, Belgium and some
Scandinavian countries as well as in Korea and di@iwthe Japanese Model which is also
bank-centred, but control is provided through adtsu structure; and the family-based
(prevalent in Sweden, Denmark, Greece, ltaly, Tyfktate-based (prevailing in France)
model. This model provides the following feature€oncentrated ownership; a
“relationship-based” system; interlocking networdssd committees; different form of
pyramidal structures; weak securities markets; famsparency and disclosure standards;
and high debt/equity ratios, with a higher ratdafk credits. Groups of “insiders” include
family and industry interests, as well as banks holding companies. Contrary to the
outsider model, corporations can also play a kéyirocorporate governance, because they
can have shares in other corporations and henceng-térm relation with that
corporation. Because of the better communicationw fbetween “insiders”, they are
considered to ensure the monitoring of the corparanagement. Therefore agency costs
are reduced in this model (OECD, 2005).
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Contrary to the outsider model; due to the coneginin of ownership in the hands of a
family, the state, banks, other industrial firms arfew shareholders; block holders
(controlling shareholder) control the company artdtl®e same time monitor the
management. A conflict of interest between dominahareholders and minority
shareholders is therefore possible and is reféoexs the “expropriation problem” by the
means of pyramidal ownership structures, multipéssses of shares and or shareholders.
The most frequently used indicator for comparingc@fporate governance systems is the
“minority shareholders protection index” (MSP Ingdxecause high levels of MSP correlate
with shareholder concentration. If minority shaieleo rights are protected, which means a
higher level of MPS, shareholder diffusion will accinvestment will be higher and capital
markets will be deeper. Finally, the capital maskaft countries using the insider model are
relatively less developed and less liquid with lowearket capitalization compared to
Anglo-American countries (Yeoh, 2008). Gonencel0@urther points out that for each
type of ownership structure and its representedema certain type of remedies and
disciplinary mechanisms are suggested for therdiffeproblems arising for each specific
pattern. Suehireo (1993) dispersed shareholderrshipeas a feature of the outsider model
implies a weak shareholders’ voice when importaettisions are taken by the managers.
Allowing voting by mail or electronic means, ane frovision of proxy voting are effective
tools to deal with this problem. For the problemuatountable boards and CEO carrying
out visionary projects such as massive acquisipoograms, the standard remedies
suggested for the outsider model are: increasia@titonomy of the board from the CEO ,
appointment of independent and non-executive direct increasing ,increasing directors
liability, establishing committees consisting ofl@pendent directors for the remuneration ,
audit and nomination of the board members, acdelgrhostile takeovers and introducing a
market for corporate control. On the other hand,itisider model faces the problem of the
block holding shareholders using their power atekpense of minority shareholders. For
this the OECD principles recommend the appointnoérihe independent directors. One-
share-one vote rules or voting right ceilings tbgewith minority shareholder approval for

the removing of directors are the possible distgply devises (OECD, 2005).
2.2.1.2.1 Germanic Model

Germanic model is a bank-based, as the banks pkay aole in this type of corporate
governance model. The Germanic corporate governaystem deals with the firm as
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an autonomous economic entity which may benefitstiereholders and stakeholders in
the firm. Countries which implement this system adeo board system consisting of a
supervisory board and managing board. A supervibmard appoints the managing
dismissal board and evaluates management perfoenaAic Germanic corporate
governance system considers the bank as the mamtesof finance. Therefore, the
bank has a significant voting right in the shareleok assembly as well as representing
the shareholders' interest in a supervisory bo&rdefiius, 2008). Contrary to the
Anglo-American model which has a “single board”tsys, the Germanic model has a
“two-tiered board” structure, used in Germany atg&ban Austria, the Netherlands,
Switzerland and France: supervisory board and neanagt board. The management
board is responsible for daily management of thepa@tion and composed of
“insiders”, while the supervisory board consistslwectors elected by shareholders and
representatives of employees and unions as wélleabanks, similar to the “outsiders”
in Anglo-American boards. Supervisory board memlaesresponsible for appointing
and dismissing the management board, as well asoapg major decisions such as
dividend proposals, company’s accounts and maj@italainvestment decisions,
including decisions on acquisitions and major cpihvestment decisions, including

decisions on acquisitions and plant closings (Batiat, 2004).

Suehireo (1993) points out the following furtheatigres for Germanic model: co-
deterministic approach providing that in corporaiovith 2,000 or more employees,
representatives of the shareholders and employess imve (held of the total number)
equal seats; interests of employees are seen awtamp as the ones of shareholders
cross-shareholdings between companies are commogck and bond markets are not
well developed and non-financial enterprises sush ogher corporations are an
important group of shareholders and shareholdétsiguch as the right of proposal or

Counter-proposal are common.

Within the last decade, a number of reforms has bettoduced in Germany including
the modernization of the corporate law in 1998, tdieover law in 2001 and finally the
introduction of the German corporate governanceedod2002, with the aim to make
Germany’s corporate governance rules transparenbdth national and international
investors, thus strengthening confidence in the agament of German corporations
(Gonecher, 2008).
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2.2.1.2.2 Family/State Based Model

The family based model mainly prevails in East Asiad many emerging and
developing countries including turkey. This modio dominates the Latin American
countries such as Mexico, Brazil, Argentina, and ba found in some EU countries
such as Italy, Spain and France (to a certain €x(@guilera and Ermoli, 2005). Family
business is defined by Suehireo (1993) as “a forfmemterprise in which both

management and ownership are controlled by a fakmighip group, either nuclear or
extended and the fruits that which remain insics tjroup, being distributed in some

way among its members.

Lieu et al (2008) notes that this system can beacherized by several features such as
relationship-based institutions, concentration @fnership (pyramid structures and
cross-holdings), dominant shareholdings by familiesnflict of interest between
dominant shareholders, managers and minority sbltets; multiple voting rights and
lack of transparency. Gonecher (2008) noted thamdong families and their affiliates
usually control the network of listed and non-lsteompanies. Le Breton-Miller and
Miller (2008) argued that family-owned business alsu lacks a separation of
ownership and management as well as a separatidimemftors and managers so that a
real system of checks and balances does not eklghvthe corporation. As the family
as a block holder controls the managing and thedoaad dismiss board members or
managers, the concept of independent directorgheefore not be applied efficiently.
Further disadvantages are the high risk of expabjomn, related-party transactions on
non-commercial terms, the possible transfer ofcthpany’s assets to other companies

owned by the family and finally the succession peatatic

However, Amran and Ahmad (2009) noted that theilfaowned system is considered
to also have some advantages, such as a stableshimea long-term commitment of
the shareholders, high degree of re-investmentaafiegs, from-specific investments

by stakeholders contributing to high rates of gtoamd lower agency costs.
2.2.1.2.3 Japan Based Model

According to Gonencer (2008) Japan has a banked@nsystem and stakeholder
oriented corporate governance framework and ressnlthe Germanic model,

nevertheless there are also some unique elemdfeasedi than both the Germanic and
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the Anglo-American model. In the Japanese modegrasts of stakeholders such as
employees and clients tend to come before the aster of shareholders. Key
characteristics of the Japanese system are: Uthi&kéAnglo-American model, several
companies are linked together though interlockingeatorships. These intertwined
groups of firms are called keiretsu. A main baskweell as several other banks or
financial institutions hold shares of the group eamies, creating a network of

financial and industrial firms.

The board of directors in Japanese system compaidesard of directors, an office of
representative directors and an office of auditaree president is the rarely the
chairman of the board. Banks have high influencetlo® decision making of the

management in the Japanese system (Allen and 2083).

Suehireo (1993) the main bank and/or other findngrestitutions also have
representatives on the supervisory board of thesepanies and the main bank is
usually the major shareholder in the corporatiohus Japanese keiretsu provides a
multidirectional control and the average board aors up to 50 members. On contrary
to the Anglo-American model, non-affiliated sharkeless are weak to have an effect on
board and company decisions and there are almostoatsiders” in the board.
Governmental ministries traditionally have a stroegulatory control in Japan, thus the
main bank, the management and the government hstsoager relationship which
characterizes the Japanese model. Unlike the Gecragstem, Japan has a single board
of directors dominated by managers. Consequetiibre is a tendency of conflict
between shareholders and management, and board erentan hardly protect

shareholder rights.

2.2.2 Is There A Convergence In Corporate GovernamcModels?

Debate is still on the two main models of corporgdeernance whether one of them
prevail the other or if there will be a convergemtéehe future. Most of the debates are
focused on as Albert (1993) and Hall and Saskid)12 discussed in their studies
whether the changes and developments of EU regakin the scope of the corporate
law and corporate governance implies a convergaicBRhenish capitalism on the
Anglo-Saxon model, or as Cernat (2004) and Reberi@002) discussed in their
studies whether it is true that we are witnesss@ inew “hybrid” form of European

corporate governance. Due to the globalizationenegal and recent corporate scandals
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and the pressure coming from the institutional dstmeand foreign investors in
particular, convergence seems to be a reactionefeiess, both the two models have
weaknesses and strengths and according to théutrmtial and legal structure of the
regions or national countries and nature of theisifess, each model has its own
precedence over the other together with its ungpeernance mechanism and tools. On
the hand, it is important to say that convergencestrmot be perceived as it means a
victory of one system over another. It must notpgesgceived as unification of the
national legislation, either. What is importanttie possibility and flexibility of the
firms to move from one regime to another as theeds and constituencies change.
Convergence means also the positive reception afnamon understanding regarding

policy direction (Gonencer, 2008).

There are some commentators and researchers whdactpee shift of European and
Asian countries towards the Anglo-American corpergbvernance model, due to the
stronger capital markets, higher disclosure andciefit mode of finance and
governance (Hansmann and Kraakerman 2001; Mc Caltexly2002). Nevertheless, it
can be stated that there is a tendency of conveeg@nmany aspects manly focusing on
increasing the shareholder rights and transpardaeyo the globalization of the capital
and product market. Preliminary data and anecdetallence also suggests that
European corporate governance has been shiftingrtsathe outsider model during the
last decade. Some significant reforms and chaageslso examined in national level
such as Germany, France and Sweden. The amendmh@&drman corporate law in
1998 included the protection of shareholder valsieaaorporate objective. Germany
also look important steps to facilitate takeovarsy eliminated voting right restrictions
and some cross-shareholdings involving banks.tdly,IDraghi Law of 1997 increased
the shareholder rights. In Spain and France, thafization process has accelerated
the decline of the state control. The reform a #rench company law based on the
Marini Report of 1997 gave firms more liberties ceming the way they shape their
financial structures. Sweden which is an exampletraditionally family-based
ownership system started to contain some elemdntiseooutsider model besides the

existing insider model through evolution over time.

Denis and McConnell (2003) note that there is alsovergence area in corporate

governance concerns the International FinancialoRem Standards (IFRS). IFRS
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have already been enacted by the EU and oblig&@dllCompanies listed on EU
Exchanges to prepare their financial reports utiderprincipal based IFRS as of 2005.
The EU has made considerable progress in harmgniaccounting, auditing and
corporate governance within the context of EC’safrial Service Action Plan (FSAP).
Some non European countries also converge theionat standards partially or
completely with IFRS such as Australia, Hong Kolsgael, Canada, New Zealand and
Turkey...However, US apply its own US GAAP which isognded on rules based
approach and has chosen not to recognize IFRS lwer anternational standards
equivalent to its own standards in US listing reguoients. Nevertheless, according to
Gonencer (2008) international accounting standdrdard (ISBE) of the EU and
Financial Accounting Standards Board (FASB) of @S, the enforcement bodies of
these financial reporting standards, announced @marendum of understanding- the
Norwalk Agreement- pledging their best efforts tdvlake their existing financial
reporting standards fully compatible as soon as fracticable and to coordinate their

future work, programmes to ensure that once acties@mpatibility is maintained.

2.3 Principles of Good Corporate Governance Practes

In Kenya, Capital Markets Authority (CMA), 2002 mecognition of the role of good
governance in corporate performance, capital faonand maximization of shareholders
value as well as protection of investors' rightd1AC developed guidelines for good
corporate governance practices for public listeshmanies in Kenya. This is in response to
the growing importance of governance issues bottmerging and developing economies
and for promoting growth in domestic and regiorsgdital markets and to help shareholders
realize long-term value while taking into accoune tinterest of other stakeholders. The
guidelines have been developed taking into accthentwork which had been undertaken
extensively by several jurisdictions through maasktforces and committees including but
not limited to the United Kingdom, Malaysia, Sowfrica, Organization for Economic
Cooperation and Development (OECD) and the Commaltiwéssociation for Corporate
Governance. CMA has also supported developmentcofda of best practice for corporate
governance in Kenya issued by the Private Sectopdfate Governance Trust, Kenya,
whose efforts have also been useful in the devedopnof these guidelines and are
supplementary thereto. Whilst the guidelines haeenbdeveloped for public listed

companies and issuers of fixed income securitiesdaibt instruments in Kenya's capital

26



market, companies in the private sector are alsmwaged to practice good corporate
governance (CMA, 2002).

According to CMA (2002), Combined Code (2003) ardXSCode (2002) there are a
number of principles that are essential for goagp@@te governance practices of which the
following have been identified as representingiaait foundation and virtues of good
corporate governance practices as discussed below:

Directors

Every public listed company should be headed byeféective board to offer strategic
guidance, lead and control the company and be atable to its shareholders. This does
not compel unlisted companies to comply with tleesporate governance requirements.

The Board and Board Committees

The board should establish relevant committees deldgate specific mandates to such
committees as may be necessary. The board shalifisplly establish an audit and
nominating committee to ensure independence ionpeirig their functions.

Directors Remuneration

The directors' remuneration should be sufficienatvact and retain directors to run
the company effectively and should be approvedhayeholders. The executive director’s
remuneration should be competitively structured éinked to performance. The non-
executive directors' remunerations should be cativeein line with remuneration for other
directors in competing sectors and companies shesidblish a formal and transparent
procedure for remuneration of directors, which &htwe approved by the shareholders.
Supply and Disclosure of Information

The board should be supplied with relevant, acewaat timely information to enable the
board discharge its duties. Every board should ahndisclose in its annual report, its
policies for remuneration including incentives fttre board and senior management,
particularly the following: First, quantum and coomgnt of remuneration for directors
including non executive directors on a consolidabegis in the following categories;
executive director’s fees; executive director's kments; non executive director's fees and
non executive director’'s emoluments. Second, aolisten major shareholders of the
company, third; share options and other forms acetive compensation that has to be
made or have been made during the course of thecial year; and last, aggregate directors'

loans.
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Board Balance

The board should compose of a balance of exedliteetors and non-executive directors
(including at least one third independent and neoetive directors) of diverse skills or
expertise in order to ensure that no individuasimall group of individuals can dominate
the boards' decision-making processes.

Independent director

This refers to a director who has not been emplohgdthe company in an executive
capacity within the last five years; is not assde to an adviser or consultant to the
company or a member of the company's senior mareageaon a significant customer or
supplier of the company or with a not-for-profitignthat receives significant contributions
from the company; or within the last five yearss lmot had any business relationship
with the company (other than service as a direcfor) which the company has been
required to make disclosure; has no personal sergantract(s) with the company,
or a member of the company's senior managemengtiemployed by a public listed
company at which an executive officer of the compa®erves as a director; is not a
member of the immediate family of any person dbsdiabove; or has not had any
of the relationships described above with anyiafélof the company.

Non-Executive Director

This refers to a director who is not involved ire tadministrative or managerial
operations of the company.

Appointments to the Board

There should be a formal and transparent proceddlhe appointment of directors to the
board and all persons offering themselves fappointment, as, directors should
disclose any potential area of conflicht may undermine their position or B®&vas
director.

Multiple Directorships

Every person save a corporate director who isracdttir of a listed company shall not hold
such position in more than five public listed compa at any one time to ensure effective
participation in the board and in the case wheeectbrporate director has appointed an
alternate director, the appointment of such alterishall be restricted to three public
listed companies, at any one time, subject to dugglirements under the Capital Markets
(Securities) (Public Offers, Listing and Disclog)rRegulations, 2002.
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Re-election of Directors

All directors except the managing diresimould be required to submit themselves for
re-election at regular intervals or at least evilwrge years. Executive directors should
have a fixed service contract not exceeding fivargavith a provision to renew subject
to: Regular performance appraisal; and shareholdpmoval. Disclosure should be made
to the shareholders at the annual general meatithgnathe annual reports of all directors
approaching their seventieth {J®irthday that respective year.

Resignation of Directors

Resignation by a serving director should be disgdas the annual report together with the
details of the circumstances necessitating thgrrason.

Role of Chairman and Chief Executive

There should be a clear separation of the rolerasponsibilities of the chairman and
chief executive, which will ensure a balance of powf authority and provide for checks
and balances such that no one individual has enéettpowers of decision making.
Where such roles are combined a rationale for #raesshould be disclosed to the
shareholders in the annual report of the CompawgryEperson who is a Chairperson of a
public listed company shall not hold such position more than two public listed
companies at any one time, in order to ensureteféeparticipation in the board, subject
to the requirements under the Capital Markets (8®x) (Public Offers, Listing and
Disclosures) Regulations, 2002.

Shareholders

Approval of Major Decisions by Shareholders

There should be shareholders participation in malecisions of the Company. The board
should therefore provide the shareholders withrmétion on matters that include but are
not limited to major disposal of the Company's @ssestructuring, takeovers, mergers,
acquisitions or reorganization.

Annual General Meetings

The board should provide to all its shareholdefficgnt and timely information concerning
the date, location and agenda of the genenaleeting as well as full and timely
information regarding issues to be decided durirg deneral meeting; The board should
make shareholders expenses and convenienemarpr criteria when selecting venue
and location of annual general meetings; and tleetdirs should provide sufficient time for
shareholders questions on matters pertaining tcCtiapany's performance and seek to

explain to the shareholders their concern.
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Accountability and Audit

Annual Reports and Accounts

The board should present an objective and undedatade assessment of the
Company's operating position and prospects. Thedlglzould ensure that accounts are
presented in line with International Accountingrigiards.

Internal Control

The board should maintain a sound system of inteorarol to safeguard the shareholders
investments and assets.

Independent Auditors

The board should establish a formal and transparesnigement for shareholders to effect the
appointment of independent auditors at each anyeratral meeting.

Relationship with Auditors

The board should establish a formal and transpaaemingement for maintaining a
professional interaction with the Company's auslitor

General

Public disclosure

There shall be public disclosure in respect of maypagement or business agreements entered
into between the Company and its related compami@sh may result in a conflict of interest.
Chief Financial Officers of Public Listed Companies

The Chief Financial Officers and persons headiegatttounting department of every issuer
shall be members of the Institute of Certified Rullccountants established under the
Accountants Act. Where the persons referred to dragraph (i) are members of other
internationally recognized professional bodies aralyet to register as the members of the
Institute of Certified Public Accountants such pess shall register as members of the
Institute within a period of twelve months from tHate of appointment to such position,
subject to requirements under the Capital Mark8tcifrities) (Public Offers, Listing and
Disclosures) Regulations, 2002.

Company Secretaries of Public Listed Companies

The Company Secretary of every public listed comrall be a member of the Institute of
Certified Public Secretaries of Kenya establishedeu the Certified Public Secretaries of

Kenya Act.
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Auditors of Public Listed Companies

The auditor of a public listed company shall beeartber of the Institute of Certified Public
Accountants and shall comply with the Internatiohadliting Standards.

2.4 Empirical Review

According to Clacher et al (2007) a number of réctndies have found a link between
corporate governance measures adoption and firfiorpence. These studies showed
that governance quality was higher when firm penfance was stronger. Both the legal
and governance systems in Kenya place a high degfeemphasis protecting

shareholders' interests. We would therefore exfmattfirms with higher governance
quality to have higher performance. In this caseftds governance acts as a

disciplining mechanism on managers with poor pentmce.

Further, as noted in the Combined Code (2003),'¢beply or explain' approach
results in considerable variation in governanceosrfirms, making it difficult to

identify a specific set of governance structured aractices within firms that are related
to improved performance. Most empirical researcls facused on links between
specific governance mechanisms, such as corpooateldy with performance. Yermack
(1996) and Eisenberg, Sundgren and Wells (1998) firat board size is inversely
related to firm performance and value. Board contjmrs measured as the ratio of
outsiders to insiders, and board independence, bese found to be positively related

to firm performance (Rosenstein and Wyatt, 1990).

A number of empirical studies provided the nexusvben corporate governance and
firm financial performance (Gompers et al2003; Rlat al2003 and Sanda et al (2003)
with inconclusive results). Other scholars like Beltk and Cohen (2004) have shown
that well-governed firms have higher firm perforrnan The main characteristic of

corporate governance identified in these studiekid® board size, board composition,
and whether the CEO is also the board chairmarthénrecent past, some empirical
papers appear to focuses on the relationship batwesorate governance ratings and
firm financial performance: Gompers et al (2003jpwn and Caylor (2004), for the

USA; Drobetz et al (2003) and Bauer et al (2004)Barope; Forester and huen (2004)

for Canada.
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Ricart et al (2005) considered the relationshipvieen corporate governance systems and
sustainable development of DJSI leading compailaser et al (2004) argued whether
good corporate governance leads to higher comnomk séturns, firm value or operating
performance using a sample of 269 firms from th&ETEurotop 300 over the period
2000-2001. The authors used Deminor's corporatergawnce ratings in order to measure
the firms' quality of corporate governance. Demigaeating can be attributed to four
categories: shareholder rights, takeover defertsslosure on corporate governance and
board structure and functioning. They point outt thaod corporate governance will
increase investor trust and subsequently loweraratp risk and a lower expected rate of
return; furthermore a lower expected rate of retiads to a higher firm valuation.
However, they found an insignificant relationshgivleeen corporate governance and firm
valuation. Finally, the relationship between cogtergovernance and firm performance is

statistically negative.

Empirical evidence on the association between deitéidependent directors and firm
financial performance is mixed. Studies have fotlrad having more outside independent
directors on the board improves financial perforoga(Daily and Dalton, 1994), while
other studies have not found a link between indépen NEDs and improved firm
financial performance (Hermalin and Weisbach, 199hg point that can be made from
these studies is that there is no clear benefiirto financial performance provided by
independent NEDs. Petra (2005) argues that the dnigsults may be reflective of a
corporate culture wherein corporate boards areralbed by management and the
presence of independent NEDs has no discernablacingm management decisions. As
for the association between role duality and fimanperformance, Abdul and Haniffa
(2003) documented that Malaysian companies with dalality seem not to perform as
well as their counterparts with separate board desddp based on accounting

performance measurement.

According to Cho and Kim (2003), company would emd&their corporate governance
when the company's performance is poor becausegebaim corporate governance
structure are expected to bring out positive resaltheir performance. Claessens et al
(2003) believes that good governance generatestimvgoodwill and confidence. Again,

poorly governed firms are expected to be less fata.) also posits that better corporate

framework benefits firms through greater accedtmamcing, lower cost of capital, better
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financial performance and more favourable treatnoématl stakeholders. They argue that
weak corporate governance does not only lead to fioo financial performance and
risky financing patterns, but are also conduciverfacroeconomic crises like the 1997

East Asia crisis.

Freeman (1984) reveals that greater disclosureneeastock market liquidity, thereby
reducing the cost of capital. The commitment of aggament teams to increase the level
of disclosure should lower the information asymmetretween managers and
shareholders and lower the cost of capital. Assaltef a reduced cost of capital, firm
valuation will increase. If these relationships dholgreater disclosure of financial
information and corporate governance topics willuee information asymmetry and
thereby lowering uncertainty and reducing the aafstapital. The main idea behind
disclosure of corporate information and corporavegnance is that it reduces
information asymmetries between managers and shidess and lowers its risk.
Conventional wisdom on corporate governance predi@t good corporate governance
increases firm valuation and firm performance aerduces the cost of capital and

financial fraud.

Locally several studies have been done on theteffemrporate governance on financial
performance. For example Muriithi (2004) studiee tielationship between corporate
governance mechanisms and performance of firmsedum the NSE and found that the
size and the composition of the board of directogether with the separation of the
control and the management have the greatest effetihe performance. Ngugi (2007)
did a study on the relationship between corporateemance structures and the
performance of insurance companies in Kenya andddbat inside directors are more
familiar with the firm's activities and they cantams monitors to top management
especially if they perceive the opportunity to attv@into positions held by incompetent
executives. The study also found that the effenees of a board depends on the optimal
mix of inside and outside directors concluding thatoptimal board composition lead to

better performance of the companies.

Gatauwa (2008) studies the relationship betweepocate governance practices and
stock market liquidity for firms listed on the Nalm Stock Exchange. The study found

that greater disclosure enhances stock marketdityuithereby reducing the cost of
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capital. The commitment of management teams tcease the level of disclosure also
lower the information asymmetry between managedsséyareholders and lower the cost
of capital. Matengo (2008) also conducted a studyhe relationship between corporate
governance practices and performance the casen&ingaindustries in Kenya. The study
found that good corporate governance will leadoteer firm risk and subsequently to a
lower cost of capital. The study also found thabmobn of corporate governance
measures increases firm performance and attraofiéinancial resources from potential
investors. Lang‘at (2006) conducted a study on @@ig governance practices and
performance in firms quoted at the NSE. The stuwdwné that good corporate governance
will lead to lower company risk and subsequentlyatower cost of capital. The study

also found that separation of ownership and comigtimizes shareholders wealth.

2.5 Importance of Good Corporate Governance

IFC (2005)corporate governance is a priority because it pitssgpportunities to manage
risks and add value to clients. In addition to bremefits to individual client companies,
working to improve corporate governance it conti@sumore broadly to the company’s
mission to promote sustainable public private geicteestment in developing countries.
It is also in the company’s interest to reduce risk of investments by improving the
governance of investee companies. In the worstocatp governance environments, poor
standards and weak enforcement continue to bergebé&r investment even for firms
with its mandate to work in frontier markets. Thimproving the corporate governance
of investee companies allows the firm to work ighar risk environments. It should also
bring an increase in the market valuation of comgsmand attract more investors, which
together increase the opportunities for a firm (&urer, 2008).

In recent years, IFC has worked with some of oghést-profile clients to improve their
governance and to better communicate the qualitythefr governance to markets.
Establishing best practices among high-profilentBenas a positive demonstration effect
that benefits other companies. By working with uidisal clients, a company helps to
increase the investment flows to developing coastriHowever, if the company does not
work to improve the corporate governance of cliemmnpanies, then the company takes
on not only investment risk, but also a reputatiorsk for involvement with companies
with poor governance or, in the worst cases, cafgoscandals. This reputational risk is

particularly serious where stakeholders in additmmequity investors stand to lose from
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governance abuses, such as, banks and insurancgeames, where depositors and

policyholders are vulnerable (IFC, 2008).

Gonecher (2008) in addition, improving corporateveyoance contributes to the
development of the public and private capital mexkBoor governance undermines the
integrity of publicly traded securities and discages the use of public markets as a
means to intermediate savings. Poor standards\argance, particularly in the area of
transparency and disclosure have been a majorrfaetand instability in the financial
markets across the globe. This was seen in theafase East Asian financial crisis of
1997, where so called "crony capitalism” combinathwnacroeconomic imbalances to
interrupt decades of outstanding economic growthostMrecently, poor corporate
governance contributed to the spread of corrupéiod fraud that led to the dramatic

corporate failures in United States and Westermagir

2.6 Corporate Governance and Firm Performance

According to Clacher et al (2007) a number of réstandies have found a link between
corporate governance and firm performance. Thegdiest showed that governance
quality was higher when firm performance was stesn@oth the legal and governance
systems in Kenya place a high degree of emphasteging shareholders' interests.
We would therefore expect that firms with highevgmance quality to have higher
performance. In this case, better governance axts aisciplining mechanism on
managers with poor performance. Further, as natddeé Combined Code (2003), the
‘comply or explain' approach results in consideralriation in governance across
firms, making it difficult to identify a specifices of governance structures and practices
within firms that are related to improved perforroan Most empirical research has
focused on links between specific governance meshme such as corporate boards,
with performance. Yermack (1996) and Eisenbergd§ten and Wells (1998) find that
board size is inversely related to firm performarase value. Board composition
measured as the ratio of outsiders to insidersbaadd independence, have been found

to be positively related to firm performance, (Rogein and Wyatt (1990)).

According to Clacher et al (2007) the relationshgiween corporate governance and
firm valuation has also been examined in many wiodies; the findings of these studies

however are mixed. An important factor in whetheveynance impacts upon firm value
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is the relation between internal and external guaece mechanisms. If corporate
governance is important in firm valuation we wouwdgpect that firms with higher
guality governance to receive a higher valuatioanthhose with lower governance

guality holding all else constant.

Despite the consensus on the relationship betwesergance and firm value, the
interaction between internal and external gover@anechanisms is still subject to much
debate. Black, Jang and Kim (2006) suggest thaketsamcorporate information on good
governance by valuing firms with reference to thealgy of internal and external

governance mechanisms. Cremers and Nair (2005) thiadl internal and external

governance mechanisms are complementary and dssgosigh higher long term abnormal
returns and profitability. However, Weir, Laing akttNight (2002) noted that despite the
emphasis UK governance codes place on internalrgamee structures, there is little

empirical evidence to support performance improvese

A number of other papers have found no relationdl@fween corporate boards and
performance. Using accounting performance measttesnalin and Weisbach (1991),

Aggrawal and Knoeber (1996) and Bhagat and BlaG®QR report no link between the

proportion of outside directors and Tobin's Q. ket Bhagat and Black (2000) examine the
effect of board composition on long-term stock reaerformance and report no relation
between board composition and firm performanceréfbie, the empirical evidence on the
effectiveness of the board of directors is rathey\mixed. We therefore follow a broader
approach to proxy the relationship between govemand firm value allowing us to assess

internal and external governance together accotdir@acher et al (2007).

2.7 Corporate Governance and Investment Expenditure

According to Clucher et al (2007) empire buildirsgane of the most common forms of
agency problems within firms. Management may umdterprojects that are not necessarily
in the interest of shareholders in order to achgreevth in the size of the firm and their own
personal power. Consequently, management can beemtnenched. As a result of
investment decisions within the firm being takenrbgnagement, where there are weaker
governance structures there is greater potentiatrfgire building to occur. Jensen (1986)
proposed that executives in well governed firms ld/@hoose investments that add value to
the firm i.e. shareholder wealth maximising. Thetation has been shown to hold in prior

studies. From the investors' point of view, cor@igovernance is a way of minimising the
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level of risk on their investment and provides theans to safeguard returns (Shleifer and
Vishny, 1997). We therefore expect firms with higlggiality governance to make better

decisions regarding capital expenditure and inuestareholder wealth maximising projects.

2.8 Challenges of Corporate Governance in UnlisteGompanies in Kenya

OECD points out several comparative studies onctielenges and opportunities for
corporate governance of non-listed companies, astthguishes a variety of non-listed
companies, such as family-owned companies, statee@wcompanies, group-owned
companies, private investor- owned companies, jo@mtures, and mass-privatised
companies. The most peculiar of non-listed commaisidamily-owned; these businesses
attract the most attention in the discussions. &Hems are characterised by a smaller
number of shareholders, no free market for the @mgs shares, and substantial
majority shareholder participation in the managemelirection and operation of the

company. Nevertheless, they do not fit into a €ngbuld.

According to OECD, it is clear that non-listed canpes avail themselves of different
internal and external corporate governance mectmsnidNon-listed firms employ, for
example, different legal business forms to strigttiveir organisation, varying from
partnership forms to limited liability companiesdajoint stock companies. They also
note that the choice of organisation defines artdrdenes to a large extent the internal
corporate governance mechanisms. In some instatiteesshosen legal business form
allows for a governance structure in which the awreave joint management and control
rights without a board. Other business forms regooampanies of a certain size to have a
two-tiered system, consisting of a management baadda supervisory board. Again, this
varies from country to country, as does the retetop between the two boards. It is also
argued that effect of internal mechanisms, sucbvasership and compensation regimes,
also depend on how the business is financed. Mmstlisted companies rely on family
and bank financing for expansion and growth. Howegempanies that are unable to
obtain bank finance because of the high risk theasgnt, must usually attract private
equity to develop their plans. Venture capital fsiage a very important source of private
equity capital. OECD maintains that the legal awth-fegal mechanisms that venture
capitalists usually employ align the interests aivestors, fund managers and
entrepreneurs (OECD, 2005).
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2.9 Chapter Summary

The subject matter of corporate governance retethg manner in which the power of a
company is exercised in the stewardship of the eoiylp total portfolio and resources with a
view of obtaining increasing stakeholders value @sd to satisfy other stakeholders within
an individual company's corporate mission and wisibhe main corporate governance
themes that are currently receiving attention degjaately separating management from the
board to ensure that the board is the top mossidaanaking organ and the management of a
three-way conflict between major shareholders, arsaand minor share holders to
enhance firm growth and attract more capital. leas and supervises management,
including separating the chairperson and chief @xex roles. Thus, this is enhanced by
ensuring that the board has an effective mix oépethdent and non-independent directors
or board members; and establishing the independehtlee auditor and therefore the
integrity of financial reporting, including estadiling an audit committee of the board.
Good Corporate Governance aims at increasing fiahrmerformance, profitability,
sound investment decision making of firms. It atetances the ability to create wealth for
shareholders, increased employment opportunitigh Wetter terms for workers and

benefits to the stakeholders.

The research conducted on company level data glocate governance ratings reveals
that better corporate governance is correlated Wwétier operating performance and
market valuation. Corporate governance mechanissesra investors in corporations

that they will receive adequate returns on thewregiments evidence suggests that
corporate governance has a positive influence owgyorate performance. The literature
also establishes that good corporate governancdtsas a lower cost of funds. One

explanation is that good corporate governance ledld to lower company risk and

subsequently to a lower cost of funds. Good govwecrais a signal or symptom of

lower agency costs; an indicator not properly ipooated in firm's visibility and

market prices.

Several mechanisms can be used to overcome thiepr®lassociated with separation of
ownership and control. These include alignment eimbers' or shareholders' interest
with managerial interests, board monitoring by stees, large shareholders, lenders and
legal protection of minority investors and shareleos from managerial expropriation

through members or shareholder rights and the comimwr market for corporate
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control respectively. The number board of direcisrassumed to have an influence on
performance. The board is vested with responsyditit managing the company and its
activities. The studies cited in the literature thosoncentrate on the developed
countries whose strategic approach and corporatergance systems are not similar to

that of Kenya.

The studies have also been done on other firmg dtla@ the insurance and banks. To
the best of the researchers' knowledge, no studybe®n done on the impact of
corporate governance adoption on non listed estiheKenya. This study seeks to fill

this gap by investigating the impact of corporateegnance on non listed entities in

Kenya while comparing insurance industry to banknuyistry.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction

In this chapter the research methodology is presemt the following order, research
design, target population, sampling procedure, datkection methods, instruments of

data collection and finally the pilot study.

3.2 Research Design

In this study, the researcher applied a descriptgearch design. A descriptive study is
concerned with determining the frequency with whisbmething occurs or the
relationship between variables. According to Coagraat Schindler (2003), a descriptive
study is one that finds out the what, where and dba phenomenon. Thus, this approach
is appropriate for this study, since the researaitended to collect detailed information

through descriptions and is useful for identifyiragiables and hypothetical constructs.

3.3 Target Population

The study focused generally on all insurance comesaand banks that are by choice
unlisted but have financial stakeholders besidesdbntrolling shareholders. All the
managers in the thirty seven unlisted insurancepamies and the thirty three unlisted
banks of the financial industry in Kenya formed theget population. This is because
managers are the people directly responsible fgplamenting corporate policies
formulated by their respective board of directorsl also understand the effects of
corporate governance. Therefore, they are betseedlto provide information pertaining
to corporate governance practices which they hal@ptad to manage and achieve
financial performance and competitiveness in therket. The study conducted a census
as the sample was small and accessible. All thigyttwo unlisted insurance companies
and the thirty three unlisted banks of the unlidiedncial institutions in Kenya formed
the study sample population. To get the corporatices one respondent (senior
management level) was purposively selected frorh eaganization to participate in the

study.
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3.4 Data Collection

The study used both primary and secondary datarddearcher collected primary data
to determine a corporate governance index througgmna structured questionnaire with
a “Yes” and “No” questions. Secondary data on fieiah reports and financial

Statements were obtained from the financial ingitg’ industry regulators - Central Bank of

Kenya (CBK) and Insurance Regulatory Authority ()RA

3.5.1 Data Analysis and Presentation

The study analysis considered the interdependdngevernance mechanisms. Therefore, in
addition to the study corporate governance index,analysis also considered institutional
block holdings, board size and composition, andrimye. To analyse the impact of corporate
governance mechanisms on various dependent varitideresearcher applied a pooled
multivariate regression analysis in a model spmtibn as shown below:
y=a+)pitV+>BIC+e
Where; y = dependant variable (firm’s performance),

a= the constant term for the Governaresables,

V = Governance Variables; Board sizea®l Composition, Audit Independence,

Independent Committees),

C = Controls and

e = Error Term.
This model is in line with Gompers, Ishii and Mekri(2003), and Clucher et al (2007)
where the relationship between the corporate gewes index, institutional
shareholdings, Tobin’'s Q, ROA and investment expgarelis analysed. The dependent
variables were measured at titpavhereas the independent variables were usedeas th
average over the 2007 to 2011 sample period. Thellation of the average value over
the sample period was applied to reduce the proldeshort term fluctuations in our
sample years. Tobin’'s Q was applied to measureetfext of corporate governance
mechanisms on firm value. To measure the impacbgiorate governance mechanisms
on firm performance, the researcher calculateddgusted return on assets (ROA) in the

same way industry adjusted Tobin’s Q was calculated
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3.5.2 Developing the Corporate Governance Index

To construct the study index, the researcher askeidt of seventy questions (see
Appendix Ill) relating to the level of complianca ithe firm with the corporate
governance provisions outlined in the CMA Code @Q0SOX (2002) and the
Combined Code (2003). These are grouped under air gategories namely; board
structure, Disclosure, Accountability & Audit, owsaip structure, shareholders & their
voting rights, compensation policy and general @olssues. To construct the index, 1
point is awarded where compliance with the spifitttee CMA Code (2002), SOX
(2002) or the Combined Code (2003) is observedGafat non-compliance or absence

of satisfactory procedure(s) relating to the spedigovernance mechanism.

The study basis for the construction of the indexsiders full acceptance of the
recommendations of the CMA Code to reflect highliqpi@overnance. The higher the
score awarded to a firm then the higher the le¥gJovernance in the firm. The study
final index is calculated as the average total {gogtaled by the number of questions.
This avoids overweighting one specific componentthe study index. Here, the
researcher records 1 for firms which adhere togineernance provision set out in the
CMA Code and 0 for those that did not adhere octeteto explain instead of comply.
For example, where a company fails to split thesaf Chairman and CEO but elects to
explain the researcher will record a zero. Lashg study changed its index into
percentages and so 0% indicates a lower level béramce or non-adherence to the
code.

A corporate governance index as developed by Ganpéetrick and Ishii (2003) and
Gonecher (2008) was constructed to proxy for thwellef shareholder rights within
Kenyan unlisted firms. The study developed this hodblogy to jointly analyse the
relationship between firm level governance and miaskalue, operating performance
and investment on a sample of Kenyan financialosdeins.

3.5.3 Data Analysis and Models

The study analysis considered the interdependerfcegovernance mechanisms.
Therefore, in addition to the study corporate gog@ece index, the analysis also

considered institutional block holdings, board sarel composition, and leverage. To
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analyse the impact of corporate governance meainanis various dependent variables
the study applied a pooled multivariate regresamshown below:

Yit =—a +ZBiVit + ZBiC +si

Where; Y=Dependable Variable,

a= Constant Term for the Governance Variables,

V= Governance Variables,

C=Controls such as Transparency, Accountability Risglosures,

B= Regression coefficient of the Independent Vaaabl

e=Error Term which is usually equated to 0 valuedonvenience computation purposes

and values in parenthesis are t-statistics.

This was applied following Gompers, Ishii and Mekr{2003); Cremers and Nair (2005)
and Gonecher (2008) the study that analysed tregiaeship between the corporate
governance index, institutional shareholdings, h@hiQ, ROA and investment
expenditure in UK and US applying the Combined Cadd SOX Code respectively.
The dependent variables were measured at imehereas the independent variables
were used as the average over the 2007 to 2011llesgnapod. The calculation of the
average value over the sample period was applieddoce the problem of short term

fluctuations in the study sample years.

Tobin’s Q: Firm Valuation

Tobin’s Q was applied to measure the effect of cafe governance mechanisms on
firm value as shown below:

Tobin's Q=a +[31I + ijlﬁj Sij + [37T+ BSU+ BQV + BlOW te

Where; a= Constant Term for the Governance Vargble

|I= Governance Index,

S= Other Governance Mechanism such as board siatsiders, leverage and
institutional ownership,

T= Firm’s Total Assets Employed,

U= Firm’s Age,

V=Growth,

W= Industry Dummy which relates to the dummy vaeabn the industries according to

NSE industrial classification,
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e = Error Term which is equated to 0 value for cotapian purposes and values in
parenthesis are t-statistics.

To take account of industry effects the study agaphn industry adjusted Q subtracting
the industry median Tobin’s Q from our initial maes of Tobin’s Q.

Adjusted ROA: Firm Performance

To measure the impact of corporate governance mesha on firm performance, the
study calculated an adjusted return on assetsd@ns#ime way an industry adjusted
Tobin’s Q was calculated as shown below:

Y= a+BlI +Ej=1BjSij +B7T+ BSU+ BQV+B10W+8it

Where; Y=ROA (Return on Assets),

a= Constant Term for the Governance Variables,

I= Governance Index,

S=0ther Governance Mechanism such as board siders, leverage and institutional
ownership,

T= Firm’s Total Assets Employed,

U= Firm’s Age,

V=Growth,

W= Industry Dummy which relates to the dummy vaeabn the industries according to
NSE industrial classification,

e=Error Term which is equated to 0 value for compatapurposes and values in

parenthesis are t-statistics.

Institutional Shareholding Measurement

For the percentage of institutional shareholdihg, average institutional shareholdings
for the period 2007-2011 were used. The ownershipctsire was assumed to be
relatively stable in most of the study sample firniercentage of Institutional
Shareholding is the percentage of ownership bytutisins based on common equity
shares held under voting control as shown below:

Y:a-|-[31I +Zj=1BjSij +B7T+B8U+B9V+[310W+8it

Where; Y= Percentage of Institutional Shareholding,

a= Constant Term for the Governance Variables,

= Governance Index,
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S=0ther Governance Mechanism such as board sizders, leverage and institutional
ownership,

T= Firm’s Total Assets Employed,

U= Firm’s Age,

V=Growth,

W= Industry Dummy which relates to the dummy vaeabn the industries according to
NSE industrial classification,

e=Error Term which is equated to O value for compatapurposes and values in

parenthesis are t-statistics.

Level of Investment Measurement

To measure the level of investment within the ficapital expenditure was scaled by
total assets employed (Richardson, 2004) as sheVowb

Y=a +Bll + lenverse Q +B3U+ B4T+ B5L + BGCa +B7W+ £,

Where; Y= Investment Expenditure,

a= Constant Term,

I= Governance Indexnverse Qs the inverse of Tobin’s Q,

U= Firm’s Age,

T= Firm’s Total Assets Employed,

L=Firm’s Leverage,

W= Industry Dummy which relates to the dummy vaeabn the industries according to
NSE industrial classification,

¢ = Error Term which is equated to O value for canigace computation purposes and

values in parenthesis are t-statistics.
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CHAPTER FOUR
DATA ANALYSIS, RESULTS AND DISCUSSION
4.1 Introduction

This chapter presents the results of the studya Das collected from a number of
sources as outlined in chapter three on all théstaal financial institutions. Of the 65

firms, 33 were commercial banks while 32 were iasge firms. Secondary data was
obtained from filled up the questionnaires whichrevéhen coded into the SPSS and

analysed using both descriptive and multiple regiogsanalysis.

Data on all the dependent and independent variablég® study were found from various
secondary sources. These were Tobin’s Q, totaltsassaployed, ROA, Board size,

outsiders, institutional shareholders, leverage, ggowth, and industry. Only the data for
free cash flow as a percentage of shares was aotlffor all the firms hence the variable
was dropped from model 4 of the study.

This chapter is organized as follows: section 4ieg) the characteristics of the
respondents who filled the questionnaires. Secli@presents the descriptive analysis
results where minimum, maximum, mean, and standavihtions are shown in a table.
This section also presents the results of the reifftees in adoption levels of banks and
insurance firms on various indices. The sectiothimr presents an ANOVA analysis to
establish whether such differences are signific&®ction 4.4 presents the multiple
regression results where results for specific no@as were outlined in chapter 3 are
presented in tables under sections 4.4.1, 4.4423 4and 4.4.4. Section 4.5 then presents
the discussion of results where the results ofstiely are compared with the previous

results from the literature review.

4.2 Characteristic of the Respondents

The study had sought first sought to find out tharacteristics and general information
of the respondents to ensure credibility of theadattained and used in the study. The
information sought included designation, gendevgelleof education and duration of

service.

Figure 1 below, shows the gender distribution efrispondents.
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Fig 4.1: Respondents Gender

29 (45%) 36(55%)
= Male
’ o

Source: Author (2012)

The results show that the respondents were faislyiloduted across both genders with
55% being male while 45% being female. This shdwas there is no gender bias.

The study also sought to find out the highest leokleducation attained by the
respondents. Figure 2 shows the results obtained.

Fig 4.2: Education Attainment

51(78%)

12(18%)
2(3%)
Masters University College
Degree Diploma

Source: Author (2012)

The results show that 78% of the respondents WMdsters degree; 18% had a university
degree while 3% had college diplomas. These reshtiw that the respondents were well
informed on the subject of study and thus appropifar the study.

The study also asked the respondents the depasrtiesyt were working in. Table 4.1
shows the results.

47



Table 4.1: Departments where respondents were based

Department Frequency| Percent
Administration and HR 34 52
Finance and Accounting 12 18
Legal 8 12
Marketing 4 6
Communications 3 5
Corporate Affairs 2 3
Credit Management 2 3
Total 65 100

The results show that the majority (52%) of theposslents were drawn from the
Administration and HR department. Other respondevese drawn from finance and
accounting, legal, marketing, communications, caaf affairs and credit management

departments.

The study also sought to find out the designatibthe respondents and the results are

shown in table 4.2.

Table 4.2: Respondents’ designation

Department Frequency Percent
Chief Executive Officers 4 6
Chief Operation Officers 6 9
Deputy CEOs 9 14
Credit, Marketing, Finance and Accounting Managers 15 25
Administration and HR directors 15 23
Communications/Corporate Affairs Directors 5 8
Legal and Corporate Affairs Directors 10 15
Total 65 100

The results show that the respondents held vaseo®r management positions and thus
were qualified and appropriate for the subject urstledy and their responses would lead

to credible results.

The study then sought to find out the number ofyeéich the respondents had worked
in their respective firms. The results are showfigare 3,
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6(9%)

Fig 4.3: Work Experience

15(23%)

Below 5 Years

5-10 years

44(68%)

Over 10 years

Source: Author (2012)

The results show that 68% had worked in their retspe firms for over 10 years; 23%
had worked for between 5 and 10 years while theQ®shad worked less than 5 years.
The results show that the respondents had a propkarstanding of the firms operations

and issues related to corporate governance and itiieisnation they provided were

reliable and credible in calculating the corporgternance indices for use in the

analysis models.

4.3 Descriptive Analysis Results

Table 4.3 presents the results of the descriptivalyais on all the dependent and
independent variables in the study.

Table 4.3: Descriptive results on dependent and irgbendent variables

Variables Minimum Maximum Mean Std. Dev
Governance Index .30 .96 .6815 .14405
Tobin's Q 41 .96 7254 .13669
Inverse Q 1.04 2.44 1.4368 .32530
ROA .01 40 1371 .08021
Board Size 5.00 12.00 9.1692 1.77279
Outsiders 1.00 4.00 1.9385 .96626
Instit. Shareholders .00 5.00 1.7231 1.09698
Leverage .09 .26 .1389 .04150
Age 4.00 52.00 29.4923 12.88546
Total Assets 1,023,546 14,445,821 5,364,707 2,984,0

Source: Author (2012)
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The results in table 4.3 show that the firm with tbwest corporate governance index had
an index of 30% while the highest had 96%. Thismsdhat no firm had achieved 100%
compliance with the corporate governance standdrds.mean index was 68% with a
deviation of 14% indicating that the firms had jastove average compliance rates with

the governance mechanisms.

On other corporate governance issues, it was nibiedthe firm with the least board
members had 5 members while the highest numbefi@/asth a mean of 9 members and
a standard deviation of 2 members. This meansftreréhat all firms met the minimum
requirements for board memberships. The least numibeutsiders in the board was 1
member while the highest was 4 members. The meisidets were 2 members. Thus all
firms had at least one outsider on the board. Sofmé¢he firms did not have an
institutional shareholder while the highest numbemstitutional shareholders in a firm

was 5 with a mean of 2.

The results also show that the firm with the |dast value as measured by Tobin’s Q
had a value of 41% while the highest had 96%. Tleamfirm value was 72% with a
standard deviation of 13%. These results showntteet firms had higher firm values and

were therefore performing well above the industrgrage.

Another performance variable, ROA, shows that thma fvith the least performance had
an ROA of 1% while the highest ROA was 40%. The m&DA was 13% with a
standard deviation of 8%. This means that mostsfiimthe financial sector have very
low ROAs.

Table 4.4 shows the results of the analysis onctnporate governance codes adoption

levels among the financial firms surveyed. The mesduoes are shown.

Table 4.4: Corporate Governance Adoption Levels ifKenya

Indices Banks (%) Insurance (%) All (%)

Board sub-index 0.78 0.76 0.77
Disclosure sub-index 0.57 0.50 0.54
Ownership sub-index 0.72 0.75 0.74
Shareholder rights sub-index 0.67 0.65 0.66
Compensation sub-index 0.60 0.61 0.61
General 0.78 0.75 0.77
Overall governance index 0.69 0.67 0.68

Source: Author (2012)
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As regards the board sub-index, the banks had @ sf078%, insurance firms had a
score of 76% while the mean score for the index Wé%. The results show that banks

had adopted board level governance mechanismstiatreasurance firms.

On the disclosure sub-index, the results showttfebanks had a score of 57% while the
insurance firms had a score of 50%. The overalxrfdr the firms was 54%. This shows
that banks had adopted more disclosure level catpa@overnance mechanisms that the

insurance firms.

On ownership sub-index, table 2 reveals that béwaikka score of 72% while insurance
firms had a score of 75%. The overall index forfihas was 74%. These results indicate

that insurance firms had adopted ownership codes than the banks.

On shareholder rights, banks had a score of 67%ewhsurance firms had a score of
65%. Overall, the firms had a score of 66%. Thelltegherefore show that banks had

adopted more of these shareholder rights guidefitae than the insurance firms.

On compensation, banks had a score of 60% whilgranse firms had a score of 61%.
Overall, the firms had a score of 61%. This me&as insurance firms had adopted more
compensation level corporate governance codestiieamanks.

On the general guidelines which were specificalgnitan guidelines, the results show
that banks had a score of 78% while insurance fina a score of 75%. Overall, the
firms had a score of 77%. This means that banksaldagted these guidelines more than

the insurance firms.

Overall, the results reveal that banks had an irafe69% while the insurance firms had
an index of 67%. All the firms combined had an wmaé 68%. Thus generally the banks
had adopted more governance codes than the ingufiams but the difference was very
minimal. The index that had the highest adopti@rdfore was board sub-index followed

by the general guidelines at 77%. The least adopteddisclosure sub-index with 54%.

Table 4.5 shows a one-way ANOVA analysis for thiéedénces between the corporate
governance adoption levels in banks and insuranees.f This test was done in order to
establish whether the differences in adoption Evedre statistically significant. The test

of significance was done at 5% level of confidence.
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Table 4.5: Differences in Governance Adoption betven Banks and Insurance Firms

Sum of Squares  df Mean Square F Sig.

Between Groups .007 1 .007 .318 .575
Within Groups 1.321 63 .021
Total 1.328 64

Source: Author (2012)

The results show that the F statistic was 0.318thag-value was 0.575. This means that
the difference in adoption levels of corporate goaece codes between the banks and

insurance firms was not significant at 5% levetoffidence.

4.4 Multiple Regression Results

This section shows the multiple regression resdection 4.4.1 presents the results on
the effect of corporate governance mechanisms ram Value. Section 4.4.2 shows the
results on the effect of corporate governance nmesires on firm performance. Section
4.4.3 presents the results on the effect of cotpoigovernance mechanisms on
institutional shareholding, while section 4.4.4 genets the results on the effect of

corporate governance mechanisms on the level esinvent.

4.4.1 Effect of Corporate Governance Mechanisms dfirm Value

The results in table 4.6 show the effect of corfoigovernance mechanisms on firm
value as shown by Tobin’s Q. The results indicai@ governance index (= -.173,
p=.155), board size(= -.002, p=.878), institutional shareholding £ -.002, p=.920),
and leveragep(= -.490, p=.249), had a negative effect on firrugawvhile outsidersf(=
.033, p=.103), aged(= .001, p=.521), growtB(= 259, p=.144), total assets employpd (
= .002, p=.989), and industrg & .029, p=.429), had a positive effect on firmuel
However, at 5% confidence level, none of the véeslhad a significant effect on firm
value. This therefore means that corporate govemanechanisms do not have a

significant effect on firm value as shown by TokiQ.

The R value of 0.415 shows that there was a maglemtelation between the dependent
and independent variables in the study. FurtherRtindicates that the model explained
17.2% of the variance in firm value. Thus the modiel not account for much of the
variance in firm value. The F statistic was alssignificant at 5% level of confidence
suggesting that the model was not fit to explam rdlationship between firm value and

corporate governance.
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Table 4.6: Effect of Corporate Governance on Firm ¥lue

Independent variables Tobin’s Q

Constant .755 (.000)
Governance Index -.173 (.155)
Board size -.002 (.878)
Outsiders .033 (.103)
Institutional -.002 (.920)
Leverage -.490 (.249)
Age .001 (.521)
Growth 259 (.144)
Industry .029 (.429)
Total assets employed .002 (.989)
R 415
R? 172
F statistic 1.268 (.275)

Source: Author (2012)
Tobin’s Q = 0.755 - 0.173 Index - 0.002 Board +33.@utsiders - 0.002 Inst - 0.490
Leverage + 0.001 Age + 0.259 Growth + 0.029 Ingust0.002 Assets

4.4.2 Effect of Corporate Governance Mechanisms dfirm Performance

The results in table 4.7 show the effect of corfoigovernance mechanisms on firm
performance as shown by ROA. The results indidas gjovernance, board size, age,
growth, and total assets employed had a positifectebn performance while outsiders,
institutional shareholding, leverage, and industrgd a positive effect on firm
performance. However, at 5% confidence level, @rywth was significant (p = 0.005)
as the rest of the variables had an insignificéieceon firm performance. This therefore
means that corporate governance mechanisms doawet d significant effect on firm

performance as shown by ROA.

There was a moderate correlation between the depéerahd independent variables as
shown by the R value of 0.430. Further, tHeirlicates that the model explained 18.5%
of the variance in firm performance. Thus the madiel not account for much of the
variance in firm performance. The F statistic wdsoansignificant at 5% level of
confidence suggesting that the model was not feddplain the relationship between firm

performance and corporate governance.

53



Table 4.7: Effect of Corporate Governance Mechanission Performance

Independent variables ROA
Constant .090
Governance Index .069 (.324)
Board size .003 (.571)
Outsiders -.009 (.426)
Institutional -.001 (.912)
Leverage -.223 (.366)
Age .000 (.623)
Growth .298 (.005)
Industry -.026 (.228)
Total assets employed .014 (.911)
R 430
R? 185

F statistic 1.387 (.217)

Source: Author (2012)
ROA =0.090 + 0.069 Index + 0.003 Board - 0.0094@igtrs - 0.001 Inst - 0.223

Leverage + 0.000 Age + 0.298 Growth - 0.026 InqustD.014 Assets

4.4.3 Effect of Corporate Governance Mechanisms dnstitutional Shareholding

The results in table 4.8 show the effect of corfmorgovernance mechanisms on
institutional shareholding. The results indicatattigovernance, board size, leverage,
growth, and industry had a negative effect on tastinal shareholding while outsiders,
age, and total assets employed had a negativet edfeanstitutional shareholding.
However, at 5% confidence level, only board wasificant (p = 0.022) as the rest of the
variables had an insignificant effect on institaab shareholding. This therefore means
that corporate governance mechanisms do not haigndicant effect on institutional

shareholding.

There was a moderate correlation between the deperathd independent variables as
shown by the R value of 0.425. Further, tHeirlicates that the model explained 18.0%
of the variance in institutional shareholding. Thine model did not account for much of
the variance in institutional shareholding The &tistic was also insignificant at 5% level
of confidence suggesting that the model was ndbfiéxplain the relationship between

institutional shareholding and corporate governance
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Table 4.8: Effect of Corporate Governance on Instiitional Shareholding

Independent variables Institutional shareholding
Constant 496 (.001)
Governance Index -.073 (.495)
Board size -.021 (.022)
Outsiders .011 (.511)
Leverage -.214 (.571)
Age .001 (.381)
Growth -.197 (.204)
Industry -.039 (.236)
Total assets employed .020 (.872)
R 425
R? 1180
F statistic 1.541 (.164)

Source: Author (2012)
Inst = 0.496 - 0.073 Index - 0.021 Board + 0.011siers - 0.214 Leverage + 0.001 Age
- 0.197 Growth — 0.039 Industry + 0.020 Assets

4.4.4 Effect of Corporate Governance Mechanisms dhe Level of Investment

The results in table 3.9 show the effect of corgovernance mechanisms on the level
of investment. The results indicate that governamserse of Tobin’s Q, and growth had

a positive effect on the level of investment whigverage, age, and industry had a
negative effect on the level of investment. Howeatr5% confidence level, none of the

variables had a significant effect on the levelirofestment. This therefore means that
corporate governance mechanisms do not have afisagi effect on the level of

investment.

There was a very low correlation between the depeindnd independent variables as
shown by the R value of 0.155. Further, tifdrRlicates that the model explained 2.4% of
the variance in institutional shareholding. Thus tmodel did not account for much of the
variance in institutional shareholding The F statig/as also insignificant at 5% level of
confidence suggesting that the model was not fiexplain the relationship between

institutional shareholding and corporate governance
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Table 4.9: Effect of Corporate Governance on Levedf Investment

Independent variables Level tivestment

Constant 14.659 (.098)
Governance Index .179 (.905)
Inverse Q 412 (.861)
Leverage -516 (.898)
Age -.002 (.603)
Growth 1.364 (.318)
Industry -.126 (.680)
R 155

R? 024

F statistic .237 (.963)

Source: Author (2012)
LN_Assets (Investment) = 14.659 + 0.179 Index AR.lhverse Q - 0.516 Leverage -
0.002 Age + 1.364 Growth —0.126 Industry

4.5 Discussion of Findings

The study found that governance had a negativaraighificant effect on firm value as
measured by Tobin’s Q. These results are incomgistgh those of Clacher et al (2007)
who found that governance index had a positivesaguaificant effect on firm value in the
UK. These results show that unlisted firms withtéetuality governance structures in

Kenya do not necessarily have a higher market value

On the effect of corporate governance on firm pennce, the study found a positive but
insignificant effect of corporate governance ind€kis is inconsistent with the findings
of Clacher et al (2007) who noted that firms widiter quality governance structures also
performed better. However, the study revealed gnaivth of a firm had a positive and
significant effect on firm performance. Therefonggh growth firms also perform better
in terms of ROA.

The results on the effect of corporate governancechanisms on institutional
shareholding reveal that governance index negatieit insignificantly influenced
institutional shareholding in unlisted firms. Ag fas the direction of this relationship is
concerned, the results are consistent with priopieacal studies which suggest that
institutions are not effective monitors of the canies in which they invest. Further, it
indicates that higher institutional ownership irages agency costs to the firm relative to

any benefits that can be derived from the presehasstitutions.
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The study also tested the effect of corporate gmmese mechanisms on the level of
investment. The study found that governance indes wositively but insignificantly
related to investment expenditure. These resutsrmonsistent with those of Clacher et
al (2007) who found significant and negative caméints.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS
5.1 Introduction

This chapter presents the summary of the study,clgsions of the study,

recommendations, limitations of the study, and sstigns for further research.

5.2 Summary of the Study

This study was designed to determine the impactogborate governance practices on
operating performance of the unlisted financialtitndons in Kenya. The specific

objectives were: to determine the extent of cor@ogovernance adoption by unlisted
insurance companies and banks in Kenya; to deterneivels of adoption of foreign

countries corporate governance codes by the udlisgrance companies and banks in
Kenya; to determine the extent of vacuum in they@e@orporate Governance provisions
in the unlisted and private companies; to deternti@eimpact of corporate governance
practices on the corporate investment decisiorth@tnlisted insurance companies and
banks in Kenya; and to determine the impact of @@ governance practices on the

corporate performance of the unlisted insurancepamies and banks in Kenya.

This study was designed as a descriptive desigmenthe researcher intended to collect
detailed information through descriptions in ortleidentify variables and hypothetical
constructs. The population of the study was urdigteancial institutions in Kenya. All
the firms were targeted in the study. Primary aeda collected through a semi-structured
dichotomous questionnaire. These data were alséabhafrom the financial reports of
the firms. Financial data was collected from 20072 from the financial records and
these averages used in the analysis. Various moedsis developed for analysis and
regression analysis used to perform the data asalyescriptive analysis was also used

to perform data analysis.

The results showed that none of the unlisted finad achieved 100% compliance with
the governance mechanisms. The firm with the lowegtorate governance index had an
index of 30% while the highest had 96%. The meaexnwas 68% with a deviation of

14% indicating that most of the firms had just ab@verage compliance rates with the

governance mechanisms.
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The results showed that unlisted firms had adoptedt of the corporate governance
requirements of the CMA as these are regulatoryirements in Kenya while some firms
had also adopted the foreign ones. It is importariote here that the CMA guidelines
were adopted from the global best practices anefinee CMA guidelines conform to the

global standards.

From the results of this study, there was no vacuuthe Kenya Corporate Governance
provisions by the CMA as these met internationak Ipeactices. From the results, it was
clear that governance did not significantly inflaercorporate investment decisions as the
relationship was positive but insignificant at 5%. shown by the effect on firm value as
well as the effect on firm performance, corporatesegnance index did not have a

significant effect on either Tobin’s Q or on ROA.

5.3 Conclusion

The study concludes that the level of adoption afporate governance in Kenya by
unlisted firms is very high provided that they a bound by the CMA codes yet they
have reached the levels of adoption noted. This bmrattributed to the fact that the
sample consisted of financial firms where banks tayletly managed by the CBK and
hence there governance levels must reach a certiaimum in order to be allowed to

operate. Same goes to the insurance firms in Kenya.

The study also concludes that the unlisted finarfoias in Kenya have adopted to a

large extent the foreign corporate governance meshs and this is because the ones
issued in Kenya are borrowed heavily from otheeifgm developed nations and therefore
the adoption of Kenyan corporate governance guidslalso means adoption of foreign

ones.

The study further concludes that there is no vacwasmfar as the Kenya corporate
governance guidelines are concerned as the guedetiiearly stipulate the requirements
that each firm must meet at minimum and these lacelsrrowed from the best practices

around the world.

The study also concludes that firm performancentited financial firm in Kenya is not

influenced by corporate governance mechanisms. ddmsbe attributed to the fact that
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there is less variability in the application andpiion of corporate governance among

unlisted financial firms in Kenya.

5.4 Recommendations

The study makes a number of recommendations. kindisted firms should strive to
adopt more corporate governance codes as the dévadioption is still relatively low
compared to their listed peers. It is therefore angnt that the boards of financial

institutions adopt more stringent corporate goveceamechanisms.

The study also recommends that the Central Baideafa and the Insurance Regulatory
Authority should find other ways of ensuring thhe tfirms conform to the minimum
requirements of the governance codes in Kenya. Moregent regulations should be

adopted to ensure strict adherence to the guideline

In as much as corporate governance was not foundflteence firm performance, the
study recommends that firms keep adopting moréefjbvernance guidelines as this has

been found to positively impact on firm performance

Majority of businesses fall outside the purviewtbé CMA & CBK hence gaps and
loopholes in governance related reporting for quobate companies not considered. This

area should be explored.

The study suggests that unlisted firms should esttty adopt to corporate governance
mechanisms that enhance employee motivation toowepfirm performance. This is
because employees are the implementers of the redep@overnance codes that

contribute to firm performance and profitability.

5.5 Limitations of the Study

The study was unable to get information on fredndbmwv for all the firms and therefore
this variable was not included in the final anadydihis therefore limits the application of

this specific model.

The study was unable to get information on markatue of assets for the unlisted
financial firms — banks and insurance firms. Therefthe book value of assets instead of

market value of assets was used to measure makeitions.
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This study focused on unlisted insurance compaamesbanks of the financial institutions
sector in Kenya. Therefore, the actual degree ofdiance to best practices of corporate

governance guidelines of every non listed compargconomic sector not presented.

This study focused on unlisted insurance compaameésbanks of the financial institutions
sector in Kenya. Majority of businesses fall outsithe purview of the financial
institutions sector, hence gaps and loopholes welg@nce related reporting for such

companies like the listed firms were not considered

The study focused on the analysis of the abilityanfe and external shareholders, and
in particular institutions, to influence the levef governance in firms under the

prevailing legal and regulatory framework in Kenya.

5.6 Suggestions for Further Research

The study suggests that such a study should bertakda in Kenya to draw a parallel

between listed and unlisted firms in Kenya. Thif twlp clear whether listed firms have

adopted corporate governance guidelines more tmamnlisted ones and whether such
differences are statistically significant.

The study suggests that such a study should bertakda in Kenya under the new

regulatory framework - after the new company Adhgeleveloped is operationalised.

The study suggests that a study should be undert&kedetermine the correlation
between good governance and employee motivatidnmibe financial sector in Kenya.
This will help clear whether listed firms have athmp corporate governance guidelines

more than the unlisted ones and whether such diftars are statistically significant.

The study suggests that such a study should betakda in Kenya to measure the levels
of interactions by corporate leaders in stratediange approach. This will help clear
whether levels of interactions by corporate leaderstrategic change exist and whether

such interactions are statistically significant.

Relationship between governance structures and oth@bles such as capital structure
of corporations and market share not considered. sthdy suggests that a study in this

area be conducted.
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APPENDICES

Appendix I: Letter of Introduction

TO WHOM IT MAY CONCERN

| am a postgraduate student at the University ofddg currently undertaking a research
on relationship between corporate governance amdatipg performance among non
listed financial institutions in Kenya.

Your company is one of the firms selected for thedy | kindly request for your
assistance; and the information that will be caéddds solely for academic purpose and
will remain confidential. A copy of the final regowill be made available to you at your
request.

Your assistance will be highly appreciated.

Yours sincerely,

Antony Opondo
Reg. No. D61/61692/2010
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Appendix Il: Research Questionnaire
This questionnaire consists of two parts; kindlgwer all the questions by ticking in
the appropriate box or fill in the space provided.
Part I: General Information
a) Please indicate your Gender.

() Male () Female
Q) YOUI AEPAMMENT.....uuuiiiiiie et
D) YOUr desSignation ..........ocooeiiiiiiiiiiiiicmemmm e
¢) What is your highest level of education?

Secondary () College diploma ( niversity degree ()

Masters degree () Others (please state)..............
e) How many years have you worked in this insth?

Below 5 years () 5-10 years @pove 10 years ()

Part II: Corporate Governance and Governance Systes

S/Nc [Part A: Board Structure YES |NO
1 Does the firm have twbird or more of board members
independent non-executive directors?

Is the board larger than average board sizesv@fift NSE 207
Is the role of chairman and CEO split?
Did the board conduct sufficient number of meetihgs

Did the board members attend sufficient number eétngs (75% ¢
more)’

Did the nor-execuive meeting in the absence of chairman takes
Is the chairman independe

Does the board have sufficient number of independenexecutive
directors?
9 Did the nonexecutive directors attend relevant training progrees
within the financial year?

10 |Does the company have a formal system to evalb&tddoard an
individual directors?

af bl WN

O |IN |

11 |Does the board establish relevant committees ankgas
specific mandates to such as may be necessary?

12 |Does the board specifically est@h an audit and nominatir
committee?

13 |Does the board compose of a balance of executinectdirs an
non executive directors (including at least onedhndepender
and non executive directors) of diverse skills xpextise?
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14 |Is a directo, save for a corporate director allowed to acta
director in more than five public listed companiats any on¢
time?

15 |Do directors other than the managing director sulihemselve
for election at regular intervals or at least evéinge years?

16 |Do executive directors enjoy a fixed service cocitia five years
with a provision to renew subject to regular pemiance reviey
and shareholders’ approval?

17 |Is a chairman allowed to hold such a position inrenthan twq
public listed companies at any one time?

18 |Does the nominating committee (if there is one) posed o
persons of calibrecredibility and who have the necessary s
and expertise to exercise independent judgmenssues that a
that are necessary to promote thempanies objectives a
performance in its areas of business?

Part B: Disclosure, Accountability and Audit

19 |Does the company disclose the audit fee paid?

20 |Does the company disclose the auditor independenttee annug
reports’

21 |Does the company disclose chairman's performarpoetfe

22 |Does the company disclose board's performancetfepor

23 |Is the audit committee independent?

24 |Does the member of audit committee have the expedenc
qualifications required?

25 |Does tle company have formal internal governance guid
separate from the CMA Code (2002)?

26 |Does the company disclose the name of lender antepiage o
debt owed to the company?

27 |Does the company disclose any transaction withieélparties?

28 |Does the board present an objective and underdtbndasessme
of the company’s operation position and prospe

29 |Does the board ensure that accounts are presentdidei with
International Accounting Standards (IAS)?

30 |Does the board maimin a sound system of internal control
safeguard the shareholders investments and assets?

31 |Does the board establish a formal and transpareahgement fo
shareholders to effect the appointment of indepeindeditors 4
each annual general meeting?

32 |Does the company disclose the extent of non comiaof CMA
Code 2002

33 |Does the company establish a formal and transpamahgemer
for maintaining a professional interaction with tloempany’s
auditors’

34 |Is the board supplied witrelevant, accurate and timely informat

to enable the board discharge its duties?
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35 |Does the board annually disclose in its annual ntepdas policieg
for remuneration including incentives for the boaadd senio
management?

36 |Does the boarénnually disclose in its annual reports a list e
major shareholders of the company (as appropriate)?

37 |Does the board annually disclose in its annual nlspaggregat
directors’ loans?

38 |Does the board annually disclose in its annual nisghare option
and other forms of executive compensation?

39 |Does the board annually disclose in its annual ntspmmponent ¢
remuneration for directors on a consolidated bésts executivg
directors fees, executive directors emoluments, mxecuive
directors fees and non executive directors emolusyen

40 |Do directors on appointment disclose any potertiah of conflig
that may undermine their position or service asaor?

41 |Are directors required to disclose to shareholdsrghe annua
general meeting and in the annual reports of alleatiorg
approaching their seventieth {)birthday that respective year?

42 |Is resignation of a serving director disclosed he annual repo
together with the details of the circumstancescassitatin
resignation?

Part C: Ownership Structure

43 |Do the board members own companies st

44 |Do the CEO own companies sto

45 |Do the internal directors own stoc

46 |Is there a guideline on stock ownership by inteexacutive?

47 |Is there a guideline on stock ownership for boaesniers?

Part D: Shareholders and their Rights

48 |Does the company have appropriate technology topat
electronic voting?

49 |Does the company allow shareholders to call a ol all
resolutions athe meetings

50 |Does the company provide information on vote wittifie

51 |Does the company allow shareholders to participatemajor
decisions of the company e.g. disposal of compargssety
restructuring, takeovers, mergers, acquisitiongorganization?

52 |Does the company’s board provide to its sharehsldefficient an
timely information concerning the date, locatiord aagenda of th
annual general meeting, as well as full and timieljprmation
regarding issues to be decided during the genezating?

53 |Does the board make shareholders’ expenses anderuence

primary criteria when selecting venue and locatbannual gener
meeting’
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54

Do directors provide sufficient time for sharehaoklguestions o
mattes pertaining to the company’s performance and seekplair]
the shareholders their concern?

Part E: Compensation Policy

55

Are directors required to own stock?

56

Is the CEO required to own shares?

57

Is the committee's composition balan and qualified

58

Is the committee comprising of all independent eareutives?

59

Is the directors’ remuneration approved by shadrsl an
sufficient to attract and retain the directors to rthe compan
effectively”

60

Is the executive dactor’'s remuneration competitively structured
linked to performance?

61

Is the non executive directors’ remuneration cortigetin line with
remuneration for other directors in competing ses&o

62

Does the company have a formal and transpapeotedure fo
remuneration of directors, approved by the shadshsl exists i
your company?

63

Does the board of directors developed approprigdfirey ang
remuneration policy including, the appointment oEQ@ and th
service staff, particularly iance director, operations directors
corporation secretary as may be applicable?

Part F: General

64

Does the company make a public disclosure in réspécany
management or business agreements entered intoedretuhg
company and its related mpanies, which may result in a conflict
interest?

65

Are Chief Finance Officers (CFOs) and persons hepthie accoun
department of every issuer members of Institut€eitified Publig
Accountants of Kenya (ICPAK) under the Accountahts?

66

Where persons referred to in Question (65) are neesnbf othe
internationally recognized professional bodies aralyet to registg
as members of ICPAK Are they registered within twelve mon
(12) from the date of appointment to such position?

67

Does the company require that corporation secretamgt be
member of Institute of Certified Public Secretaries Kenys
(ICPSK)?

68

Does the company require that Auditors must be neesnbf ICPAK
and comply with International Auditing Standard&g)?

69

Does the company have a code of ethics?

70

If yes, is the code developed and approved bydhgpany’s board?
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Appendix IlI: Unlisted Insurance/Banking Companiesin Kenya

African Merchant Assurance Company (AMACO)
APA Insurance Company

Apollo Life Assurance Company

Blue Shield Insurance Company

Cannon Assurance Company

Capex Life Assurance Company Limited

Chartis Kenya Insurance Company

Concord Insurance Company

© © N o a0 bk~ 0w DN PP

Co-operative Insurance Company

10. Corporate Insurance Company

11. Directline Assurance Company Ltd

12. Fidelity Shield Insurance Company
13. First Assurance Company

14. Gateway

15. Geminia Insurance Company

16. GA Insurance Company

17. Heritage Insurance Company

18. Insurance Company of East Africa (ICEA)
19. Intra Africa Assurance Company

20. Kenindia Assurance Company

21. Kenyan Alliance Insurance Company
22.Kenya Orient Insurance Company

23. Lion of Kenya Insurance Company

24. Madison Insurance Company

25. Mayfair Insurance Company

26. Mercantile Insurance Company
27.Metropolitan Life Insurance Kenya Ltd.
28. Monarch Insurance Company

29. Occidental Insurance Company

30. Old Mutual Life Assurance Company
31. Pacis Insurance Company Ltd
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32. Phoenix of East Africa Assurance Company
33. Pioneer Life Assurance Company
34.Real Insurance Company

35. Shield Assurance Company

36. UAP Insurance Company
37.UAP Life Insurance Company
Source: Insurance Regulatory Authority (2012)
Unlisted Banks in Kenya

ABC Bank (Kenya)

Bank of Africa

Bank ofBaroda

Bank of India

Chase Bank (Kenya)

Citibank

Commercial Bank of Africa
Consolidated Bank of Kenya
Credit Bank

10. Development Bank of Kenya

11. Dubai Bank Kenya

12. Ecobank

13. Equatorial Commercial Bank

14. Family Bank

15. Fidelity Commercial Bank Limited
16. Fina Bank

17. First Community Bank

© © N o bk~ W DN PR

18. Giro Commercial Bank
19. Guardian Bank

20. Gulf African Bank
21.Habib Bank

22. Habib Bank AG Zurich
23. 1&M Bank

24.Imperial Bank Kenya
25. Jamii Bora Bank

26. K-Rep Bank
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27. Middle East Bank Kenya

28. Oriental Commercial Bank

29. Paramount Universal Bank

30. Prime Bank (Kenya)

31. Trans National Bank Kenya

32. United Bank for Africa

33. Victoria Commercial Bank

Source: Central Bank of Kenya (2012)
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Appendix 1V: Financial Performance Data Inventory

PERFORMANCE MEASURES YEAR YEAR YEAR YEAR YEAR
2011 2010 2009 2008 2007

Turnover

Surplus/Net Profit

Return on Assets (ROA)

Stock Returns

Dividend Payout

Return on Capital Expenditure
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Appendix V: Table of Previous Local Studies in Corprate Governance

No | Local Scholar | Study Topic Methodology
1. | Maina, A. M. | An analysis of CG Focus was on CG reporting on insurance comparsesliat
(2011) reporting in companies| the NSE in Kenya. Secondary data for 2010 analyfzexigh
listed at the NSE in descriptive statistics.

Kenya Gaps: (i) Adoption levels of updated CMA Code 2002
guidelines not studied (ii) No focus on the notelis
companies.

2. | Mwangi, A. A survey of CG Both primary & Secondary data used on measuring CG
K.G. (2002) practices among practices. Descriptive statistics and Ratio Analygiplied to
insurance companies in measure financial performance.

Kenya Gap: (i) This was just a survey whose finding might het
relied upon. (ii) Target respondents were only nganaent i.e.
Chief Operating Officer and Chief Finance Officaishout
members of the board and other employees who alstiloute
on CG practices today (iii) Ratio analysis is toadistic and
prone to error of original entry. (iv) Study contleat 10 years
ago, things might have changed.

3. | Riro, G.K. Audit committee and | Both primary & Secondary data used. Data analysis:
(2005) corporate governance inDescriptive statistics and application of SPSS.

Kenya Gap: (i) Audit committee is just one of the many indegent
CG measures which is affected by the other varsalfig A
target of all firms in Kenya leaves the peculianugy of firms —
“the unlisted” inadequately covered.

4. | Maina, A. W. | Board composition and| Focus was on board composition (ownership and abntr
(2005) performance in quoted | aspects of the firm) which is just one of the vasi@orporate

companies in Kenya | governance mechanisms. Both primary and secondsday d
collected and analysed. Tobin’'s Q and ROE modgi$expto
measure market value and company performance difthe
Gap: (i) CG problem for unlisted companies is the thnegy
conflict of major shareholders, managers and minor
shareholders and not separation of ownership anttat in
the listed companies (ii) Other dimensions of C&stodied
(i) Non listed firms in Kenya not considered. Xivirm
performance based on the above data is inadequete a
elements of risk not provided for.

5 Mugwe , E. M.| CEO perception of All CEOs survey through a semi structured and tikeale
(2008) critical success factors| questionnaire.

in corporate leadership| Gap: (i) No model used (i) Employees perception impaatt

in Kenya considered (ii) Whether CEOs considered have differ
perceptions on other issues like critical succas®fs not
captured. (iii) Non listed firms not specificallprsidered

6 Ng'ang’a, P. | Compliance with CMA | This was just a survey with a Yes and No plus ssmictured
M. (2007) corporate governance | questionnaire and secondary data analysed. Focuismiisted
guidelines: a survey of | companies only.

companies listed at the| Gap: (i) No model (ii) Non listed/private companies not

NSE considered. (iii) relationship between compliangéhall the
CMA guidelines and performance/market price nosented

7 Nyagari, P. M.| Control and Focus was on the control and enforcement aspe@sof
(2008) enforcement of CG by | practices. Questionnaire and secondary data anklgezugh
the CMA content analysis.
Gap: (i) Actual degree of compliance to best practiob€G
guidelines of every listed company or economiceeobt
presented (ii) Level of compliance for the main aitdrnative
segments. (iii) Only listed firms are studied.
8 Gathika, L. K. | CG: the practices of the Focus was on only one firm (KRB). Questionnaire and
(2006) board of directors in secondary data analysed through content analysis.

Kenya Roads Board

Gap: (i) Kenya Roads Board was a young organizatioméut
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in 2000 hence a child of the reforms process irrtlags sector
(ii) Other dimensions of CG not considered exchpthioard.
(iif) Focus was on only one firm and all firms alifferent
hence findings might not be relied upon withoubenparative
study.

9 Manyuru, P. J.| CG and Organ. Focus was quoted companies on NSE. Secondaryrdata f
(2005) Performance: the case| NSE & CMA analysed using Excel. Pearson product emm
of companies quoted on correlation model also applied.
the NSE Gap: (i) Measures of company performance not exhaustive
Different performance measures would either confirmgive
different results. (i) CG problem for unlisted cpamies is the
three-way conflict of major shareholders, manageis minor
shareholders and not separation of ownership antiaidn the
listed companies.
10 | GitariJ. M. CG and the financial Focus was on one firm (KCC). Likert scale questarsmused
(2008) performance of state | and data analysed using scorecard method.
corporations: the case | Gap: (i) Narrow scope that may not be representatiaigh
of New KCC for all state corporations in Kenya. (ii) Relatibipsbetween
governance structures and other variables suchpmt
structure of corporations and market share notidersd.
11 | Mugwang’a, J.| CG in public hospitals | Focus was on public hospitals with a Yes and Ng pllsert
0. (2008) in the coast province off scale questionnaire;and secondary data analys&&® 8%
Kenya software.
Gap: (i) No model specified (i) Response rate was 3t%e
individual level due to lack of knowledge on théjggct of
study hence findings may not be relied upon.
12 | Owuor, M. E. | CG practices in state | Focus was on corporate governance in state corposan
(2008) corporations in Kenya | Kenya. Structured questionnaire and secondaryaddiected.
Gap: (i) State corporation is just one of the categoat
unlisted companies. Different categories have dffe
ownership and other characteristics (ii) No spedaifiodel of
analysis disclosed.
13 | Ngumi, P. M. | CG practices in housing Focus was on board composition (ownership and ebntr
(2008) finance company of aspects of the firm) which is just one of the vasi@orporate
Kenya governance mechanisms. Likert scale questionnatte a
secondary data from HFCK.
Gap: (i) Correlation between good governance and engeoy
motivation at HFCK. (ii) Narrow scope that may et
representative enough. (iii) No model of analysssldsed thus
findings might not be relied upon for comparison.
14 | Lang'at, R. K. | CG practices and Both primary and secondary data utilized. Naturghrithm
(2006) performance in firms | model applied to measure performance
quoted at the NSE Gap: (i) Non listed firms not considered. (ii)Family aership
structure and how it impacts on firm value not praed.
15 | Ng'ang'a, CG structure and Focus was on non listed companies only. Both pyraad
A.G. (2007) performance of secondary data utilized. Tobin’s Q used to measwaket
manufacturing firms valuations, ROE, ROE and Price/Earnings ratios tsed
listed on the NSE measure other firm performances.
Gap: (i) Non listed firms with performance that is moarket
based e.g. ROA & ROE (ii) Non listed firms in ottserctors
not considered.
16 | Nderu, S.C. Corporate leaders Census research design on corporate leaders sing s
(2005) perceived and actual | structured questionnaires.
roles in strategic Gap: (i) CG study findings based on censures cannot e
change: study of CEOs upon (ii) No model specified (iii) Levels of intations by
of firms listed at the corporate leaders in strategic change approacbapttired.
NSE (iv) Only listed firms NSE analysed (v) Firm’'s C@ads not
determined
17 | Mwangi, Determinants of Focus was on board composition (ownership and abntr
M.W. (2004) | corporate board aspects of the firm) which is just one of the vasi@orporate
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composition in Kenya:
an agency theory
perspective

governance mechanisms. Structured questionnaire and
secondary data collected and analysed using Excel.

Gap: (i)No specific model adopted (ii) Other dimensiafs
CG not considered except the board (iii) Aimostyg&@rs ago
things might be different today.

18 | Kiamba, The effects of CG on | Questionnaire and secondary data analysed by LSE9$.
J.M.(2008) financial performance | Gap: (i) Focus was on local authority which is just one
of local authorities in | category in the non listed companies. (ii) Levetompliance
Kenya by each local authority and corresponding finaniorgdact and
compare with other government departments/sectors
19 | Tokei, J.C. Use of CG as a post Focus was on CG as a post liberalization stratgggACCOs
(2007) liberalization strategy | in Nairobi. Yes and No plus Likert scale questidrmand
by SACCOs in Nairobi | secondary data analysed by SPSS software.
area Gap: (i) Different firms have different characteristiasd
corporate governance problems, hence findings B&@COs
might not be representative for other sector fifiildNo model
specified (iii) Response rate was low due to lacknowledge
on the subject of study interview questions chéstikwas not
well pretested.
20 | Kibet, P.K.K. | A survey on the role of| A survey focusing on role of internal audit on paiing CG in
(2008) internal audit in state owned enterprises. Both primary and secoratgeywas
promoting good collected and analysed.
corporate governance inGap: (i) The study was a survey that focused only speeat
state owned enterprises of corporate governance principles whose findingsitar differ
is other principles and methodology was used Agtual
degree of internal audit impact on good CG viszadifferent
firm ownerships and control not presented (ii) Nisted firms
like family owned firms not considered for study.
21 | Maina, A. A survey on CG Yes and No plus Likert scale questionnaire and rseaxy data
(2007) practices in insurance | analysed by SPSS software. Responded were CEOs
industry in Kenya Gap: (i) No model specified (ii) Members of the boawt n
interview for their views on CG practices.
22 | Naibo, L. A survey of C.G. Questionnaire and secondary data analysed thraugermt
(2006) structures and practices analysis.
in the insurance Gap: (i) Actual degree of compliance to best practiocE€G
underwriting sector in | guidelines in the insurance sector not capturg@dn listed
Kenya firms have peculiar characteristics but not studieelcifically.
23 | Wanjau, J.N. | A survey on the Questionnaire and secondary data analysed by uSecef.
(2007) relationship between | Gap: (i) Actual degree of compliance to best practicE€G
CG and performance in guidelines in the insurance sector not capturg@dgn listed
micro finance firms have peculiar characteristics but not studieelcifically.
institutions in Kenya (iif) Excel may not capture exactly the degreembein data
analysis.
24 | Mwirichia, A survey of corporate | Yes and No plus semi structured questionnaire andrslary
G.M. (2008) governance disclosures data analysed. Multiple regression models applied.
among Kenyan firms | Gap: (i) Majority of businesses fall outside the puwvief the
quoted at the NSE CMA & CBK hence gaps and loopholes in governantzed
reporting for such private companies not considered
25 | Mwakanongo, | A survey of CG Yes and No plus semi structured questionnaire andrslary
G.S.(2007) practices in shipping | data utilized.
companies operating i Gap: (i) No model specified
Kenya
26 | Ademba, C.O.| A survey of CG Questionnaire with open and closed ended questamns;
(2006) systems in SACCO secondary data utilized through descriptive analysi
front office savings Gap: (i) No model (ii) No clear framework to capture
entities (FOSA) intended sample.
27 | Mugambi, A survey of CG Structured Questionnaire and secondary data usedy S
L.B. (2006) practices of banks in | showed awareness and existence of CG practicégin t

Kenya

banking sector, however does not show extent df puactices

and extent of adoption of local or foreign code€af.
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Gap: (i) No model (ii) No clear framework to capture
intended sample.

28 | Wang'ombe, | A survey of CG Questionnaire used and data analysed by SPSS seftwa
J.G.(2003) practices in cooperative Gap: (i) No model specified (ii) Study focused on SACCO
SACCO societies in leaving out other cooperative societies.
Nairobi
29 | Mutisya, J.N. | A study of the Yes/No and semi structured questionnaire and secgrahta
(2006) relationship between | analysed. Multiple regression model applied.

CG and financial Gap: (i) Majority of businesses fall outside the puwief the

performance of CMA & CBK hence gaps and loopholes in governantzed

companies listed on the reporting for such private companies not considered

Nairobi stock exchangeg

30 | Wasike, W.S. | An investigation of the | Structured questionnaire with closed and open endedtions
(2006) nature of the agency | analysed through simple content analysis.

relationship in public | Gap: (i) No model specified (ii) Basis of legal frameskaot

universities in Kenya | presented.

31 | Njuguna, C.M.| The extent of Questionnaire used and data analysed by SPSS seftwa
(2006) compliance with Gap: (i) No model specified (ii) Study focused on listed

CMA's guidelines on | companies leaving out the majority businesses e- fithn-

CG practices among | listed companies”.

companies listed at

NSE

32 | Mwangi, J.K. | Integrated governance | Both primary & Secondary data used on measuring CG
(2006) and provision of quality| practices. Data analysis and presentation: Desgziptatistics.
health care in nonprofit| Gap: (i) Risk component ignored/ not explained (ii) Model
institutions: a case of | specified.
Gertrude’s children’s
hospital
33 | Mukiiri, M.M. | An investigation into Secondary data from Kenya National Audit Office (¥&0)
(2008) the role of KENAO in | used for analysis and presentation of results USP§S.
ensuring good corporateGap: (i) No specific model defined (ii) Questionnairetn
governance in state developed to construct the CG index

corporations through

audit

34 | Wasike, W.S. | An investigation of the | Structured questionnaire with closed and open endedtions
(2006) nature of the agency | analysed through simple content analysis.

relationship in public | Gap: (i) No model specified (ii) Basis of legal frameskaot

universities in Kenya | presented.

35 | Mbola, W.K. | Ownership structures | No questionnaire used. Logic model used to anaBEz@s
(2005) and chief executive turnover.

turnover: evidence from Gap: (i) CEOs turnover under different policy regimexs n

companies listed on the captured to determine whether such policy changeis as

NSE entry of foreign investors affect turnover. (ii) Nbsted firms
not considered

36 | Maina, R. N. | Ownership structure, | Yes/No and semi structured questionnaire and secgrtthta
(2002) CG and company analysed using SPSS software.
performance: the case | Gap: (i) Majority of businesses fall outside the pukvief the
of the Kenyan quoted | CMA & CBK hence gaps and loopholes in governantased
companies reporting for such private companies not considefig§drhis
study is of over 10 years — things could be diffietteday.
37 | Mutiga, J.K. | The perceived role of | Survey through open and closed ended and structured
(2006) the external auditor in | questionnaire.

CG Gap: (i) No model used (ii) Risk based auditing on Q@ a
other CG variables. (iii) Non listed firms not givadequate
attention.

38 | Mululu, A.K. | The relationship Secondary data from NSE & CMA analysed using Excel.
(2005) between board activity | Pearson product moment correlation model also egpli

and firm performance:
study of firms on the
NSE

n Gap: (i) Measures of company performance not exhaustive

Different performance measures would either confirmgive
different results. (ii) Study concentrated on boactlvity as
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measured by board meetings frequency as a CG misaohant
issues of quality of such meetings not considered.

39 | Okin, K. O. The relationship Both primary and secondary data utilized. Tobin’'as@d to
(2006) between board size and measure market valuations.
board composition on | Gap: (i) Non listed firms with performance that is moarket
firm performance: a based e.g. ROA & ROE (ii) Non listed firms not cinlesed.
case study of quoted | (iii) Inadequate questionnaire on CG with only ofes/No
companies at the NSE | question.
40 | Ngugi, B.K. Relationship between | Both primary and secondary data utilized. Multiggression
(2007) CG structures and models.
performance of Gap: (i) Non listed firms not adequately considered tiue
insurance companies in their peculiar characteristics (ii) Less controtighles as well
Kenya as performance trends. (iii) Study focused on stoakket
liquidity
41 | Gatauwa, J.M.| The relationship Yes and No plus Likert scale questionnaire and sy data

(2008)

between CG Practices
and stock markets
liquidity for firms listed
on the NSE

analysed by SPSS software. Responded were CEOs
Gap: (i) No model specified (ii) Members of the boawt n
interviewed for their views on CG practices.

42 | Matengo, M. | The relationship Likert scale questionnaire and secondary data aedlipy
(2008) between CG practices | SPSS software. CAMEL model defined and applied.
and performance: the | Gap: (i) Non listed banks not given adequate attention
case study of banking | Model does not provide for adequate risk for thekirag
industry in Kenya industry.
43 | Nambiro, C.A.| Relationship between | Descriptive Survey method. Both primary and secondata
(2008) level of implementation| utilized. Analysis using SPSS. ROE, ROA and PHeehings
of CMA guidelines on | ratios used to measure firm performances.
CG and profitability of | Gap: (i) Firms with performance that is not market lzheeg.
companies listed at the] ROA & ROE not considered (ii) Non listed firms not
NSE considered.
44 | Kihara, M. N. | The relationship Semi structured questionnaire and secondary datgsad.
(2006) between ownership Multiple regression models applied on SPSS.
structures, governance| Gap: (i) Majority of businesses fall outside the purvieftthe
structures and CMA & CBK hence gaps and loopholes in governantated
performance of firms | reporting for such private companies not conside(iéd
listed at the NSE Effects of insider trading not captured.
45 | Opondo, A. Impact of CG Practices| The gaps identified above are in terms of studyhoulogy
(2012) on Operating

Performance on Non
Listed Financial
Institutions in Kenya

(such as focus and analysis); scope of resporidegét of study
and findings (such as conflict in findings). Thukjs study

intends to fill these gap(s) as below:-

= First, the study develops a broad firm level coap®f

governance index for a sample of large Kenyan taali

financial institutions (both insurance companied banks).

= Second, the study index is based on whether thme
complies with the provisions set out in the CMA €g
(2002) or foreign codes like the Combined Code 320
SOX Code (2002). This is followed by an empiri

examination of the relationship between governandex

Uy

=h

r

cal
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and firm value, performance and investment dedsion

Third, the study provides a critical analysis ofe

th

aggregate and disaggregates impact of different

governance mechanisms on firm valuation
performance. Using a combination of several inteamal

external governance mechanisms; the resea

examines the interaction between internal and aater

governance mechanisms and whether they add val

the firm. This area of research has received léttention

and

rcher

ue to

in prior studies that analysed Kenyan corporate

governance.

Fourth, the study extends the current literature
providing an analysis of the ability of large external
shareholders, and in particular institutions, tfuience
the level of governance in firms under the prewnai

legal and regulatory framework in Kenya. The fuoctof

institutions in Kenya corporate governance hasivede

much attention since existing governance codewvedgt

emphasize the role of institutions in ensuring g

governance.

Fifth, corporate governance framework considers

social and economic needs of the non listed congsani

by

pod

the

since the majority of firms are family owned thata
characterized by the three-way conflict betweenonitgj
shareholders, managers and the minority shareholder
corporate governance problem for non listed congsaim

developing and emerging economies like Kenya.

Sixth, the study also targeted employees who madjerm
contributions in corporate governance today, at qfahe
study target of respondents. This respondent tangst

received little attention in previous studies rexée by the

researcher.

Lastly, the study assessed whether the qualityirafsf

corporate governance determines the investment

decisions within the unlisted firm.

Source: Author (2012)
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Appendix VI. Output
Descriptives

Descriptive Statistics

N Minimum Maximum Mean Std. Deviation

Corporate Governance Index 65 .30 .96 .6815 .14405
Tobin's Q 65 41 .96 7254 .13669
Inverse Q 65 1.04 2.44 1.4368 .32530
Total Assets Employed 65| 1023546.00 14445821.00 | °304707-953 2944073.26248
ROA 65 .01 .40 1371 .08021
ROE 65 .01 41 .2180 .09177
Board Size 65 5.00 12.00 9.1692 1.77279
Outsiders 65 1.00 4.00 1.9385 .96626
Institutional Shareholders 65 .00 5.00 1.7231 1.09698
Leverage 65 .09 .26 .1389 .04150
Age 65 4.00 52.00 29.4923 12.88546
Growth 65 .01 .40 .1537 .10018
Industry 65 1.00 2.00 1.4923 .50383
Valid N (listwise) 65

Output II: Regression

Variables Entered/Removed?

IModel Variables Entered |Variables Removed| Method
Total Assets
Employed,
Institutional
Shareholders,
Leverage, Board
1 Size, Age, |Enter
Corporate
Governance Index,
Growth, Industry,
Outsiders®
a. Dependent Variable: Tobin's Q
b. All requested variables entered.
Model Summary
Model R R Square Adjusted R Std. Error of the
Square Estimate
1 .415° 172 .036 .13418

a. Predictors: (Constant), Total Assets Employed, Institutional Shareholders,

Leverage, Board Size, Age, Corporate Governance Index, Growth, Industry,

Outsiders
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ANOVA?

Model Sum of Squares df Mean Square F Sig.
Regression .206 9 .023 1.268 275"
1 Residual .990 55 .018
Total 1.196 64

a. Dependent Variable: Tobin's Q

b. Predictors: (Constant), Total Assets Employed, Institutional Shareholders, Leverage, Board Size, Age,

Corporate Governance Index, Growth, Industry, Outsiders

Coefficients?

a. Predictors: (Constant), Total Assets Employed, Institutional Shareholders,

Leverage, Board Size, Age, Corporate Governance Index, Growth, Industry,

QOutsiders

85

Model Unstandardized Coefficients Standardized t Sig.
Coefficients
B Std. Error Beta
(Constant) .755 171 4,423 .000
Corporate Governance Index -.173 .120 -.182 -1.442 .155
Board Size -.002 .010 -.020 -.154 .878
Outsiders .033 .020 .230 1.659 .103
Institutional Shareholders -.002 .016 -.013 -.101 .920
Leverage -.490 420 -.149 -1.166 .249
Age .001 .001 .081 .647 521
Growth .259 175 .190 1.483 144
Industry .029 .037 .108 .796 429
Total Assets Employed 8.474E-011 .000 .002 .014 .989
a. Dependent Variable: Tobin's Q
Regression
Variables Entered/Removed?
IModel Variables Entered |Variables Removed Method
Total Assets
Employed,
Institutional
Shareholders,
Leverage, Board
1 Size, Age. J|Enter
Corporate
Governance Index,
Growth, Industry,
Outsiders®
a. Dependent Variable: ROA
b. All requested variables entered.
Model Summary
[Model R R Square |[Adjusted R Square| Std. Error of the
Estimate
1 430 .185 .052 .07811




ANOVA?

Model Sum of Squares df Mean Square F Sig.
Regression .076 9 .008 1.387 217°
1 Residual .336 55 .006
Total 412 64

a. Dependent Variable: ROA

b. Predictors: (Constant), Total Assets Employed, Institutional Shareholders, Leverage, Board Size, Age,

Corporate Governance Index, Growth, Industry, Outsiders

Coefficients?

Model Unstandardized Coefficients Standardized t Sig.
Coefficients
B Std. Error Beta
(Constant) .090 .099 .909 .367
Corporate Governance Index .069 .070 125 .995 324
Board Size .003 .006 .073 .570 571
QOutsiders -.009 .011 -.110 -.802 426
Institutional Shareholders -.001 .009 -.014 -111 912
Leverage -.223 .245 -.115 -.912 .366
Age .000 .001 .061 .495 .623
Growth .298 .102 372 2.933 .005
Industry -.026 .022 -.165 -1.219 .228
Total Assets Employed 3.854E-010 .000 .014 112 911
a. Dependent Variable: ROA
Regression
Variables Entered/Removed?
IModel Variables Entered |Variables Removed| Method
Total Assets
Employed,
Leverage, Age,
1 Board Size, J|Enter
Industry, Corporate
Governance Index,
Growth, Outsiders®
a. Dependent Variable: Percentage of Institutional shareholding
b. All requested variables entered.
Model Summary
IModel R R Square |[Adjusted R Square| Std. Error of the
Estimate
1 4259 180 1063 11984

a. Predictors: (Constant), Total Assets Employed, Leverage, Age, Board Size,

Industry, Corporate Governance Index, Growth, Outsiders
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ANOVA?

Model Sum of Squares df Mean Square F Sig.
Regression 177 8 .022 1.541 .164°
1 Residual .804 56 .014
Total .981 64

a. Dependent Variable: Percentage of Institutional shareholding

b. Predictors: (Constant), Total Assets Employed, Leverage, Age, Board Size, Industry, Corporate

Governance Index, Growth, Outsiders

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

(Constant) .496 .148 3.348 .001
Corporate Governance 073 106 085 687 495
Index
Board Size -.021 .009 -.298 -2.356 .022
Outsiders .011 .017 .090 .661 511
Leverage -.214 375 -.072 -.571 571
Age .001 .001 .108 .882 .381
Growth -.197 .153 -.159 -1.284 .204
Industry -.039 .033 -.159 -1.199 .236
Total Assets Employed 8.534E-010 .000 .020 .162 .872

a. Dependent Variable: Percentage of Institutional shareholding

Regression

Variables Entered/Removed?

IModel

| variables Entered

Variables Removed

Method

Inverse Q, Industry,
Age, Growth,
Leverage,
Corporate
Governance Index’

|Enter

a. Dependent Variable: Total Assets Employed

b. All requested variables entered.

Model Summary

IModel R R Square |[Adjusted R Square| Std. Error of the
Estimate
1 .155 .024 -.077 3055422.54328

a. Predictors: (Constant), Inverse Q, Industry, Age, Growth, Leverage,

Corporate Governance Index
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ANOVA?

Model Sum of Squares df Mean Square F Sig.
Regression 13259110747519. 6 2209851791253.1 237 963"
125 88
Residual 54146520124428 58 9335606918004.9
6.060 32
55472431199180
Total 5 200 64

a. Dependent Variable: Total Assets Employed

b. Predictors: (Constant), Inverse Q, Industry, Age, Growth, Leverage, Corporate Governance Index

Coefficients?

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

(Constant) 5325387.394 3169457.445 1.680 .098
Corporate Governance Index 332503.782 2781043.771 .016 .120 .905
Leverage -1234616.296 9575182.784 -.017 -.129 .898
Age -15765.402 30174.947 -.069 -.522 .603
Growth 3943564.829 3914670.258 134 1.007 .318
Industry -319295.109 770335.909 -.055 -414 .680
Inverse Q 222424.169 1264543.674 .025 176 .861

a. Dependent Variable: Total Assets Employed
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