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n im rtant pect of re earch on c rporate governanc i the appointment f ut id 

on board in order t monit r the behavior of management. The purp 

re earch was to ee th fact r that determine the b ard c mp ilion a measured y the 

pr rti n of utside director . The re earch ad pled an agency the ry p r pectiv 

focu in on the impact of managerial ownership, tru ture of o~ ner hip, I ad r hip 

tructur of the ard and board size. 

Our ba ic methodology consisted of estimating a multivariate regres ion m del. The 

dependent variable was the proportion of outside director . he independent varia le 

included variabl to capture alternative corporate go ernance mechani m (in ide 

wner hip, leverage, and owner bip concentration), other b ard characteri tic ard ize 

and duality), and potentially important control variables including company size and 

firm per ormance. 

Overall we expected an inverse relationship between representation of outside director on 

boards and alternate agency conflict controlling mechanjsms. 

The rudy wa tested on 45 comparues of the Nairobi tack exchange for the year 111 April 

2002 to 31 '' March 2003. 

The empirical findings of this tudy are consistent with the implications of the agency 

the ry lit rature. We find that many results are consistent with board composition studie 

in considerably more developed countries such as the US and UK where the emphasi on 

effective corporate governance and the role of independent outside directors has been part 

of the corporate environment for a relatively much longer am unt of time. Thu , there is 

evidence that many elements of the agency framework as it relates to board campo ition are 

applica le to different economic ystems. The findings also reflect that corporate boards in 

Kenya are fully embracing the recommendations on go d corporate governance as 

rec mmended by the guideline i sued by CMA in 2002 
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pt On - ntr du ti 

1 B gr nod f th tud ' 

1.1 Problem 

In the c rp rate form of organization Pre o t et al (2 2 n te that the p rati n of 

owner hip from control results in potential agency conflicts lemming fr m ivergence 

between managerial and hareholder interests. More pecifically, the top management o a 

corporation is generally respon ible for sugge ting and implementing major p licy 

initiatives, whil equity holders who are the owners of the corporation and for the mo t 

part diffused; assume the bulk of the risk associated with tho e deci i n . Becau e 

management does not bear a sub tantial portion of the weaJth effects o their deci i n , lhi 

lead to an agency problem etween management and equity bolder . 

eparating ownersbJp and ntrol, forms the key component of agency theory, a 17th 

entury legal concept of the relationship of the servant (agent) to hi master (principal). 

Initially it focused on the servant's duties to the master and later expanded to include Lbe 

rna ter liability to third parties for wrongful servants' acts while working on the master' 

behalf. This legal concept ha long recognized that agents may use their p silion to 

enhance their own self- intere t to the pdncipal's detriment. 

The agency pr blem is a ubiquitous pr blem defying sector , bouodarie of any ort. It 

exi ts in the devel ped world where everal re earches have been undertaken. 

In the 1930 , Berles and Means ( 1932) concluded that the eparation of m ner hip 

induce potenti I conflicts between the interests of manager and stockholders. Univer ity 

of hicago economi t, Coase (1937) expanded this agency theory concept to a theory of 

the firm, viewing the firm a a nexus of contracts among indi iduaJ managers-eaclncting 

to maximize hi own economic elf- interest. 

Adam mith (177 recognized the p tentiaJ conflict of economic elf-interest between 

hareholders (principals) and managers (agents). 



77re dire ors of su Jr (join! sto k.) companies, how l'er being the manag r of other 

people's money than their o~w. 11 can both be well expe red, that riley should H-'atch over it 

nitlr the same anxious l-igil nee ulth l lliclt the p rtners Ill a private co-p rtner fl que11tlv 

\Wl h over their own." egligence and profusion therefore, must alwa s pre1•ail more or 

less m the management of the affairs of such a ompan ·" (Wealth of arion , Book , 

CII.J). 

Jensen and edding (1976) hereafter JM, later developed agency theory, defining it 

econ mic concept as a relationship where one or more persons (principal ) engage an ther 

person (agent) to perform a service to the agent. Their analy is focused on the c nflict of 

economic self- interest between an owner- manager and outside investors. Controlling the 

agent s (manager s) tendency to channel benefits to himself to the detriment of the 

principals' (outside shareholders') creates agency costs that are contr lied by monit ring 

and nding activities. 

Helland and Syk:uta (2003) in their recent study concluded that the agency conflicts arise in 

m dern corp rations· any time the manager s interests are not perfectly aligned with 

shareholders interest at the expense of shareholders and because the shares of most 

corp rations are diffusely held, individual shareholders have little incentive to effectively 

monitor manager's behavior. 

Agency theory is based on the notion that the delegation of manageriaJ responsibilities by 

principals (owners) to managers require the presence of mechanisms that either align tbe 

intere ts of principles and agents or monitor the ped rmance of managers to insure that 

they use their knowledge and the firm's resources to generate the highest possible return 

for the principle. More pecifically agency theory suggests that the best option for owner 

is to design c ntracts that align manager/owner intere t . It is concerned with aligning the 

interest of owners and manager , and is based on the inherent premise that there is an 

inherent conflict between the interests of a firm owners and its management. 

2 



IGel and i bol n 2003 in their tudy n luded that, the clear implicati n fr m an 

a en y the ry live that adequate monit ring r c ntrol me hani m ne d e 

esta li bed t protect bareb ld r fr m management c nnict of int re t- the lied 

f modern capitaJi m. gency theory is there(! re b d on the premi e that 

management action can be m nilored through e ta lished g ernance lructure . 

rudies conducted by ihnea and Roger (2002) recognized the primary m nit ring 

mechanism available to organizational owners, as the board of directors, \ hich is charged 

ith insuring that CEOs and top management carry their dutie in the be t intere t of 

owners. Within the agency theory the corporate board is thus een as a key internal 

go ernance mechanism. 

The r le of board is therefore critically tied to the imperfect agency relationship between 

shareholders and managers that are itself, a direct consequence of the modern corporate 

form . 

o solve the agency conflict Fama and Jensen (1983) also sugge ts that the board of 

directors exercises control over manager's decisions on behalf of the shareholders thereby 

monitoring managerial behavior. 

Hermalin and Weishback (2002) also assert that, 

"Boards are a market solution to an organizational design problem an endogenously 

determined institution that helps you ameliorate tlze agency problems that plague any large 

organization. "(P. 9) 

The empirical literature provides substantial evidence that board play an important 

monit ring role. Lots of w rk has also been carried out in developing countrie on the 

effectiveness of the board. xisting literature, which is largely empirical grapple mainly 

with the foUowing issues? 

• How effective is the board performing its monitoring function? 
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• the ard contri ute to h reh Jder wealth? 

• D com ition matter? 

• H w d e the board intera t " ilh management? 

Resear her have e amined the i ue f monit ring and c ntrol within a f 

conte including the adopti n f p ison pill, (Oa i , 1 91 , (Mallete anc.l ler, 1 2 

R& pending, (Baysnger et aJ, 1991), and ucce ion, (Zajac, 19 . flem1an 

(1981) and Kosnik (1987) noted that the theorie differ ignilicantly regarding their 

assessment of effecti eness of boards in performing this role. 

1.2 tatement of the problem 

For many decades now, the sear h for responsible company practice ha ecome a 

ch racteristic for many companies. This has been as a result of recent bu iness failure , 

which have occurred in the absence of any warnings. Stile (1993) ob erved that the 

collap e today, results from lack of preventive measures within corporate control. 

tockholders are interested in maximizing the value of the firm, \1 hile manager s 

bjectives may also include enhancing personal wealth, job security and prestige i.e. the 

agency conflict. Senbet (1998) argues that the board of directors is presumed to carry out 

the m nitoring function on behalf of Lhe shareholders, because the shareholders would fmd 

it d!fficult to exercise control due to wide dispersion of owner hip of common stock. 

1 he problem however, remains: How can boards mitigate the agenc conflicts 

p rti ularly when boards frequently consi t of senior manger in the organization? 

A study by ama and Jen en 1983) concluded that composition of the board of directors 

i a critical fact r in establishing the effectiveness of the board as an objective monitor of 

management. In particular outside directors are seen as providing more independent 

hareh lder m nitoring. 
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In enya th agen y pr !em r mains a maj r probl m m r f ur till 

udding instituti and tru tur . le ntren hed trar parency pr ctic , I \ pu li 

awarenes as ell as und vel p d c mmunicati n y tem . II c nstitut the b ard 

that it effectj ely plays it o ersi ht fun ti n n mana emem n half f hareh ld rs) i 

a kn wledge gap thatlhi paper intend t c mribute in it' pluggin . 

Locally e eral studies ha e been carried ut in the fi ld v rnan e 

ambua 1999), (M\ angi 2002) (Jebet 2001), and Mucuvi, 2 2). The tudies ha e 

emphasized on good corp rate governance practice in vari u indu tries. The apital 

Markets Authority CMA has recenl1y issued guidelines n g d c rporate g vernance, 

which were effective on 14th January 2002. Recently the enter [i r rp rate 

overnance launched the Institute of Directors in a bid to help directors in Kenya as the 

c untry implements go d c rp rate go ernance practices. No study however has been 

carried out on board of directors or the determinants of its composition in Kenya. This 

paper focu es on· The Board of Dir tor and the determlli n of its c mp iti n in 

eo , from an agency th or per p ctive which is one of the governance mechanisms, 

which have evolved, designed t limit the scope of the agency pr blems. 

1.3 bj tiv of th stud 

The tudy will seek to sati fy the following bje lives. 

1.4 

J. T c 1tect evidence n the characteristic of board composition in Kenya. 

2. T d termine the relati nship between effective b ard composition and certain 

corp rate attributes. 

•!• The rudy will assist organizations in Kenya t determine their board comp ition. 
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·:· TI1e rud will b u ful t t.he g rnment ie u h as th c. pita! market 

auth rity when ~ rmulaun uidelin n b ard c mp 11. 

•:· F r r earcher and c mpanie intere t d in effecti e g vernan pr. ctt the 

study' findin woukl be u e ul in det.erminin ' heth r ne h uld n the 

c mmon factor and/ r certain c untry pe ific fact r in tabli hing an pt.imal 

g ernance structure as it relate lo b ard c mp siti n. 

•!• ompany directors: he management f publicly qu ted mpani in (! rmulaling 

guidelines on board comp iti n. 

•:• Invest rs: he study ~ ill assist investors in determining companie hich are d ing 

well as a result of good B ard f directors c mposili n. 
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2.1 n probl m 

e m ern public corporati n i a relati el) ne organizati nal [! rm in th hi t ry f 

• dating ack to the beginning of this century. ll di tingui hin ch racteri . tic i 

th parati n f o• ners/Jip of the as ets of the corporati n fr m ontrol f th e 

hile ner hip of the a se is ested in the hareholder f the c rp ration, c ntr ver 

the e a et is in the hand of professional manager of the c rp rati n. lienee manager 

take actions whose consequence are largely carried y th barehold rs of the 

corporation. 

To guard against failures, Fama and Jensen (1983) di covered that sbareb lders enact 

ratificati n monitoring and sanctioning (reward and punishment) mechanism . Mihnea 

and Roger (2001) went further and defined these mechanisms. Ratification mechanisms are 

mechani ms for vaJidating the decisions of the agent, of giving fmal approval r veto for 

an initiative or directive or actionable plan of the agent. Monitoring mecbani ms are 

mechani ms for bserviog, recording and measuring the output of the efforts and tri ing 

of the agent. Sanctioning mechanisms are mechanisms for providing selective rewards and 

puni hments (i.e. 'incentives ) to agents for the purpose of motivating them t exert effort 

in directi ns that are aHgned with the interests of the shareholders. 

Jensen and Meckling (1976) define the agency relationship as a contract under which one 

party (the principal) engages another party (the agent) to perform some service on their 

behalf. As part of this, the principal will delegate some deci ion-making authority to tbe 

agent. Brennan (1995b conclude that, the e agency problems ari e because of the 

imp ssibility f perfectly contracting ~ r every po sible action of an agent who e deci ion 

affect th his own welfare and the welfare of the principal. Arising from this pro lem i 

h w t induce lhe agent to act in the b t interest of the principal. Manager bear tbe 

entir c st of failing to pursue their own goals, but capture only a fraction of the benefits. 

7 



J 1 (1976) argue that tbi inefficien y i reduced as managerial in enti e to La e alue-

maxirnizing d isions are in reased. A with any other c agency problem \1 ill 

captured by finan ial mar ets and reflected in a company hare price. an 

be een as the value los to bareholder , arising from divergen e of intere t 

hareholders and corp rate manager . JM defined agen y co as the urn of monitoring 

co ts, bonding costs, and re idual 1 s. Monitoring cos are e penditures paid y the 

principal to measure, observe and control an agent's behavior. They may include the c t 

of audit , writing executive compensation contract an ultimately the co t f firing 

manager . Certain a peelS of monitoring may also be imposed by legislative practice . In 

the UK companies are required to provide statements of compliance with the ad ury 

(1992) and Greenbury (1995) reports on corporate governance. 

Given that agents ultimately bear monitoring costs, they are likely to set up structure that 

will see them act in shareholder's best interests, or compensate them accordingly if they 

do n t. The cost of establishing and adhering to these systems are known as bonding co t . 

They are borne by the agent, but are not always frnancial. They may include the co t of 

additional information disclosures to shareholders, but management will obviously have 

the benefit of preparing these themselves. Since managers cannot be made to do 

everything that shareholders would wish, bonding provides a means of making managers 

do some of the things that shareholders would like by writing a less than perfect contract. 

Despite monitoring and bonding, the interest of managers and shareholders are still 

unlikely to be fully aligned. Therefore, there are still agency losses arising from conflicts 

of interest. The e are known as residual loss. They arise because the cost of fully 

enforcing principal-agent contracts would far outweigh the benefits derived from doing so. 

Since managerial actions are unobservable ex ante to fully contract for every state of 

nature is impractical. The re ull of this is an optimal le el or residual loss, which may 

repre ent a trade-off between overly constraining management and enforcing contractual 

mechanisms designed t reduce agency problems. 
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\ ilhin the agen y framewor agency c nfli ari e fr m di erg n e of inter l b tw n 

an two parties to a contra t within an rganization. A a re ult, they are aJm l limitle 

in nature. D pile the exi teoce of lh ageo y problems, lh modern corp rati n, with the 

diffu ed hare ownership, which lead to ucb conflict , has continued t p pular 

am og t th corporate manager and u ide in tor ' alike. hi uld be attri uted 

Jar ely to the evolution of internal and e ternal monit ring de ice which are aim d at 

controlling uch problems. There d e tend to be a degree of interacti n etwe n a h 

type of mechanism within firms . Himmelberg et al (1999) argue that ftrm will tend t 

sub titute various mechanisms depending on unobservable (to Ute econometrician) 

cbara teristics of tbe firm's contracting en ironment. Since this contracting nexu varie 

dramatically from one flilll to the next, \ hat is optimal for one need not be optimal for 

another? 

Within this context, Agrawal (1987) argue that if one specific mechanism is utilized to a 

Jes er degree, others may be used more, resulting in equally good decision-making and 

performance. Denis (2000) argues that two questions must be confronted when designing 

an effective governance mechani m. Firstly, does the mechanism serve to narrow the gap 

between managers' and shareholders' interests? Secondly, does the mechani m then have a 

significant impact on corporate performance and value? She also conunents that where 

firms are all in equilibrium with respect to their governance mechanisms, then no 

meaningful relationship between any individual mechanism and performance will be seen 

to exist. 

2.2 ugg ted mecbani m for dealing with the agency problem 

Research on corp rate govemance has identified a number of mechanisms intended to 

insure that management teams act in the best interests of shareholders. Alexander 1988) in 

hi tudy identified them to include external mechanisms such as institutional owner hip, 

large creditors, long-term relationships, debt fmaocing, and the market for managerial 

labor, and internal mechanisms, which include managerial ownership, executive 

compensation and tbe oard of directors . I will focus on only a few of them as follow : 

9 



•!• The Managerial Labor arkel 

ama 1980) argues that corporate manager will e compen ated in a c rdan e with Lhe 

market • e timation of bow well th y are aligned to shareh lder in teres , a 

performance with other companies. 

•!• Corporate Boards 

n pri r 

In the ry the board of directors is directly elected by bareholder at the company' 

annual general meeting (AG . If the e directors wish t tay in their j b they sh uld 

take decisions which maximize the wealth of their shareholder . In their literature r ie~ , 

Hermalin and eisbach (1987) contend that company board ba e evolved as part of the 

market solution to the problem of contracting within organizations. 

•!• Corporate Financial Policy 

The flnancial structure and policy of companies may also have trong implications for 

agency controls. JM (1976) argue that the existence of debt reduce the amount f equity, 

and enables higher levels of insider ownership. Jensen (1986) also argue that the 

existence of debt in the firm's capital structure acts as a bonding mechanism for company 

managers. By issuing debt, and repurchasing equity, manager contractually bind 

themselves to pay out future cash flows in a way unachievable through dividends. 

•:• Blockholders and Institutional Investors 

Ordinary atomistic shareholders may not have the time skill, or the interest L monitor 

managerial activities. Since they own a small portion of the total shares the free-rider 

problem, means that it may not be in their best interests to monitor management while 

others will also derive the benefits from this. 

The existence of large block investor s) may overcome this problem as they may have 

more s ill, more time, and a greater financial incentive to overcome this free-rider 

problem and closely monitor management. ln addjtion such large shareholders may be 

able to elect themselves onto company boards, increasing their ability to monitor 

management. CEO s may also tend to voluntarily disclose information to block holder to 

reduce monitoring co ts. 

10 



·:· nu! Market for orporate Olllrol 

Take "ers may cur in relati n t the earntng retenti n c nni tw en har hold 

and management. Jensen ( 1 argue that take er oc f 

internal c ntr I sy tern in firm ith ub tanual ree h fl w and r ani7<Hi nal 

p licie . which are wasting re urce • in sh rt, wher management are u in re ur 

in fficiently. The market fi r c rp rate c nlr I can ther f re cr e t Iran fi r c mtnl 

the firm s as elS t m re efficient manager . 

•:• Ma agerial Remuneration 

The tructure of executive c mpen ation c ntracts can ha e a large influ nc in alignin 

the interest f shareholders and management. mpensati n contrac , and their revi i n 

represent a financial incenti e for management to increase c mpany alue. 

•!• Managerial Share o~ nersllip 

The final meth d of reducing agency conflicts is managerial share wnership. Jt\ 1976) 

argued that as ownership of the company by inside managers increa es so d their 

incenti e to invest in positi e Net Present Value projects and reduce pri at perqui ile 

con umption. 

2.3 Th corpor t bo ·d a an ag ncy conflict r lver. 

Mel in A. "isenberg (1972 c rporate boards of directors are uniquely suited t p r[i rm 

m nil ring functi ns. Them nitoring function of central concern is "conflicts m nit ring" 

or v ay' t prevent manager from . pp rlunistically pur uing their wn interests rath r 

than the intere ts f hareh lders. The b ard refi rm debate all o er the w rid i fi used 

on ways that board f directors can be made 111 re effecti e at making manager 

ace untable. 

ch Jlenger and Wood (200 I) c n lude that the board f directors is by law U1e ultimate 

holder f auth rity granted to a c rporati n by i charter. It has the re p nsi ility t 

manage r t direct th management f the corp ration; it provides an additi naJ check n 

managerial decisi ns. ll represents a fir t line f defense against incompetent management 

Within the c nte L of moni~ ring the agency problem, the b ard of direc~ r is a substitute 

II 



for equity O\ ner hip structure. nder corporate law irtually all management righ are 

ign d t dire tors and officers. The board of dire tor' primary objective i t b the 

t ck.h lder ad ocat . The board reviews and evaluates th erf< rm nee f m n gemcnt 

tn running the finn and is ultimately re ponsible for en uring that hareholder ealth i 

rna imized a11d agen y pr blems are minimized. 

tudies by rsch and Maciver 1989), Fo and Walker (2003 conclude that th • a ency 

theory identifies the corporate board as an important internal go ernan e mechani m. The 

board of director i po ilioned at the top of the corporate go ernan e tructur f the 

modern busines corporation and fulfills three interrelated go ernance functi n : 

compliance (ensuring the fulfillment of legal requirements , directing determining the 

overall direction of organizations), and, monitoring (overseeing management). 

Wnile the board serves many important governance functions as noted above Pearce and 

Zahra (1992), Zahra and Pearce (1989), notes that one of its key roles is that of providing 

over igbt and control over the decision of top management. In this control functi n the 

board of directors is responsible for monitoring the strategic deci ions of top c rporate 

executives concludes (Andrews 1971), (Demb et a1, 1989). Indeed, as Dalton and Ke ner 

(1987, p. 34) point out, "It is the board of directors who have the fundamemal haner at 

law to coull el, evaluate, and control company management." which create employment 

risk for these executives. Agency theorists also suggest that the board of directors is in 

place to monitor and interpret the decisions of top managers and pos ibly intervene on 

behalf of shareholders. The monitoring role of the board of directors has long been 

recognized as a crucial component of corporate governance. Firms' board of directors 

primarily exists to resolve agency problems between shareholders and management (see 

JM, (1976) . A large literature has rudied the monitoring role played by the b ard f 

director and its impact on managerial incentives and firm performance. Rajesb K. A. & 

Dhananjay N. (2002), istenhardt (1989), Jen en and Meckling (1976) document that 

from an agency theory per pective, oards of directors are put in place to monitor 

managers on behalf of the shareholder . 

12 



2. tl ti n of tb corp b d. 

g ncy lheoris ackno ledge that ard ary in their in enti L m nit r n half 

of hareholders; as a re ult, incentives are an important pr ur r to effecti e m nit ring. 

B ard independence -the degree to which ard member are dependent n the current 

CEO or organization is considered a primary incenti e in that ey t ard m nit ring. 

Boards consisting primarily of insiders or dependent outside director are considered l be 

le effecti e at monitoring because of their dependence on the organization. Jndependem 

boards are thought to be the most effecti e at monitoring ecause their incentives are not 

compr mi eel by dependence on the CEO or organization. rom the viewpoint of the 

harebolder, the agency per pective on board compo ition, as Kiel and Nichol on (2003) 

concludes, primarily concerns creating independent boards or otherwise aligning the 

intere ts of directors with those of the shareholders to ensure effective monitoring of 

management. 

In their studies Finkelstein and D"Aveni, (1994) argued that the same person h uld n t 

hold the CEO and chairman roles simultaneously as this will reduce the effectiveness of 

board monitoring. 

Literature has also uncovered a number of deLermJnants of the effecti eness of the board. 

There is near consensus in the conceptuaJ literature that effective boards will be comprised 

f greater proportions of outside directors, Studies by Loesch and Maciver (1989), and 

Zahra and Peace (1989) concludes that effective boards are comprised of greater 

proportions of out ide directors. Scholars such as Bacon and Brown (1973) Fristenberg 

and Malk.iel (1980), approaching the board composition from the agency theory 

per pective typically advocate for outside -dominance, i.e. outsiders should be in the 

majority on corp rate boards. Mace (1986) and Patton (1987 concluded that an insider­

dominated b ard cann t be tru ted to police itself. Senbet (1998) as ert, "T7ze board is 

presumed to be more independem as the number of outside directors increases 

proportionately '. The standard view i that the degree of board independence is closely 

related to its comp siti n. 
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2.4.1 rd omp iti u 

A ording to Pearce and Zahra (19 2 , oard c mpo iti n refer to 1.he num er f 

director· hereafter board ize" and rype of members as del.ermined by the u ual insider 

or ou ider classification. Insider are current member of top management team and 

employee of the company or its subsidiaries. Outside direct rs ha e no ucb ociation. 

but are further grouped as afflUated or non-affiliated (independent). AffiJiated out iders are 

not member of the current management or employees of the company ut have clo e link 

with the firm a in the ca e of former executives or consultan . Non-affilial.ed ui.Sider 

are u ually referred to as independent directors . They are recruited primarily becau e f 

their expertise. name recognition and skills. In theory these independent direct r are not 

under the control of the company's executives. 

Fama and Jensen (1983) in their research established that the composition of the board of 

directors is a critical factor in establishing the effectiveness of the board as an objective 

monitor of management. according to them, board composition refers to the relative 

numbers of inside (management) and outside (non-management) director serving on the 

board. They argue that outside members of the board, those that are not employed by the 

organization nor have any other business ties to fum aside from their directorships serves 

as the real monitors on the board since they have no affiliation with management. 

The ability of a board to effectively monitor management bas been directly linked by the 

empirical literature to board independence, where the degree of independence is in turn 

related to its composition. Other studies by Fama (1980); Weisbach (1988)· and Zahra and 

Pearce (1989), concludes that board composition becomes significant as the primary 

resp nsibility in keeping the board independent depends on outside disinterested members 

of the board that are not directly beholden to management. As Fama and Jensen (1983, p. 

315) argue, ut ide director have a particular incentive to m nitor managers on ehalf of 

shareholders becau e their reputation, and in turn the value of their human capital, 

depends on their acumen as decision control specialists. 
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\ gen y lheori ugge t that ard d minated by in ide dire 1 r rna be I vi ilant 

monitor f managem nt as the e direct r may intentionally pro ide el - er ing ac ount 

f mana t enhance their statu with the finn' chief executi e officer 

Ei enh rdt, 1989 · ama, 1980). By contra t, outside directors are thought to be vital to 

en uring that an effe tive, impartial g ernance system i all wed to operate within the 

orporati n ince outside directors have m re independence from management Fama, 

1980). J hnson et at ( 1993) sugge l lhat outsider dominated ard . becau e f their 

greater objectivity in evaluating firm performance, will be in lined to upport higher risk 

but potentially more rewarding strategies . Laszlo (2002) obser es that outsider dominated 

board tend to support the interests of shareholders. 

preference for outside dominated board is grounded in the agency theory. Outside 

directors, agency theorists contend, are able to separate functions and exercise decision 

control, since reputational concerns, and perhaps any equity stake , provides them wiUt 

sufficient incentive to do so. Corporate boards should act as monitors in disagreements 

amongst internal managers and carry out tasks involving serious agency problems, such as 

elling executive compensation and hiring and firing managers. Indeed, in the UK, the 

Greenbury (1995) report recommends that remuneration committees be comprised only of 

independent directors in order to increase lheir neutrality in this task. 

Effective corporate governance by company boards requires both good information 

(provided by insiders?) and the will to act on negative information (provided by 

outsiders?). The positive role of outside directors on company boards with respect to 

particular discrete tasks has been explored with respect to disciplining poorly performing 

top management, such as Weisbach (1988), reducing top management's ability to block a 

takeover bid, the proportion of managerial compensation that is equity based, Mehran 

(1995) and reducing managerial opportunism in granting executive stock options, 

Yermack (1997), amongst others. However, Warner (1987 find that only prolonged p or 

performance leads to top management having shorter tenures within lheir posili ns. Deni 

and Denis (1995) find modest performance increases foll wing top management turn ver, 
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but find that u b change are pr ipitated by e tern I nlr I e ent rather than th 

m ition of the company' b ard. gra~ al (1996) examine a range of go eroan e 

variabl within a imultaneou regre ns frarnew rk and find that the prop rtion of 

ou ide director on c mpany board the only g vernance mechanism which 

con i tently affects corp rate value. II we er, the relation hip i negative, suggc ting that 

the S firms have destroyed shareholder ealth by employing these director . 

Hermalin and Wei bach (1988 fmd no relation hip between b ard composition and fum 

value. Perhaps most significantly Denis (2000) discus e the imp rtant role of out iders in 

'cri is' situations such as those that would necessitate top management turno er. However 

the role of such direct rs in the day to day running of a busines is unlikely t be 

significant. Similarly, Hermalin and Weisbach (1988) present a model of the importance 

of outside directors, whereby their power is determined by the performance of the 

incumbent CEO. If this director is a 'star performer' then outside directors have very little 

power in controlling their actions, since shareholders perceive the top officer as being high 

quality. Outsiders are reliant on the CEO providing observable signals of poor quality to 

shareholders before they are able to intervene and appropriately discipline such managers. 

Studies on the determinants of board composition have been carried out. Hermalin and 

Weisbach (1988) examined the reasons behind inside- and outside directors' departures 

(additions) from (to) boards. They concluded that changes in board composition are 

influenced by the CEO succession process and firm performance. More recent work by 

Rediker and Seth (1995) found a substitution effect between outside board representation 

and block shareholder equity stakes, managerial sharebolding and stock ownership of 

inside directors. 

Similarly Bathala and Rao (1995) found support for the view that board composition is a 

substitute for alternative agency mechanisms. They also found that the proportion of 

outside representation on the board i positively related t institutional h ldings and 

negatively related to growth volatility, and CEO tenure. 
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alton and 1987) f< und that the pattern of r lati n hi betv.een board 

ch ra t ri ti and the in id n e of duality are ery imilar re pe t t the U and K 

ard . n the c ntrary, ignificanlly ewer out ide board mem er and fe\ er ins tan e f 

0 duality characterize Japane e ard . 

Li (1994) found that ou ide proportion in the board is in er ely related t inside 

wner hip, bank owner hip of equity, and b ard size. He at o found that out ide board 

memb r bjp is p itively related to tate O\! nership in the firm and CEO duality but is not 

affected by ftrm performance, leverage, or size. 

Within an agency theory context, the determinants of board composition can be I o ely 

categorized into three major areas. 

ir t board c mpositioo may be affected by alternative corp rate governance 

mechanisms. The agency literature bas identified a number of alternative c ntrol 

mechanisms, in addition to the board of director , which can mitigate agency conflic 

within the firm. Research on corporate governance bas identified a number of mechanism 

intended to insure that management teams act in the best intere ts of shareh lder . These 

include external mechanisms such as institutional ownership, large creditors, l ng-term 

relationsrups, debt financing, and the market for managerial labour, and im rna I 

mechanisms, which include managerial ownership, executive compensation and the oard 

of directors. 

A JM (1976) show, principal-agent c nflicts may ari e because management is distinct 

from residual claimants· since managers do not bear the full co ts of their decision the 

outcome is that managerial interests are not necessarily tied to those of shareholder . JM 

assert that increasing managerial ownership of equity can control these pr blems. 

Furthermore, in their article "Board composition in New Zealand: an agency perspective" 

Pre ost et al (2002) found that capital structure and ownership concentration may also be 

u eful in controlling agency problem both in the US and el ewhere. hus, the pr p rtion 

of outside directors on boards is likely to be interrelated with the extent that ther 
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u titut c rporate g ern nc mechani m are in pi e . llowever the e ree of 

u tituta ility etween alternative g ernan e mechani ms will de end, in part, on 

e i tin regulat ry and in tituti nat en ir nmen (Li, 199 . he more effecti e ub tilllle 

corporate go ernance mechani m the le s crucial the need for an indepeo ent b ard 

therefore the maHer the number of out ide directors . 

econd a large literature has developed v hich attempts to relate the ability of b ard t 

effectively monitor management to board-specific attributes. In particular, board ize, 

board composition, and the extent to which CEOs are able to · hand-pick' b ard member 

are characteri tics, which have achieved a prominent role as likely determinan of the 

degree of the board's monitoring efficacy . 

inally, in their article "Board composition in new Zealand: An agency perspe tive" 

Prevost et al (2002) al o found that board composition itself is also impacted by other 

control variables including firm size future growth, extent of diversification, and firm 

performance. 

2.4.2 Attributes determining board effectivenes . 

utsider Directors 

Pearce and Zahra (1989) identified three sets of interrelated roles played y b ard in 

modern organization, Service, strategy and control. ln performing its conlr I role the 

board attempts to align the interests of senior manager and tho e of the shareh lder in 

order to minimize agency costs and protect shareholders interest. Several empiri at studi 

have concluded that board composition determine board s p wer as an instrument f 

corporate control. The last two decades have witnessed increasing efforts to re~ rm b ards 

to make them a strong means of corp rate go emance. Schellenger et al 2001 o erved 

that the bulk of these activities have focused on altering oard compo ition, e pecially 

increasing the representation of outside director . Herman (1981) conclude that, by 

increasing the representation of outside directors, independence of the EO is enhanced, 

more objecti ity is introduced into the boards proceedings aud the level f b ard experti e 

18 



i increased. Overall, the ast majority of report on corporate go ernan e and t t Ia 

recommended a balance bet\ een exe uti e and non e ecutive dire t r , the [I rm r bring 

their perfect knowledge of the company's tran a tion and trategic orientati n, and the 

latter their wide experience source of benchmarking. 

Bay inger and Hoskinson (1991) concludes that, mo t corporate ards include me f 

the firm s top managers as well as directors from outside the firm and noted that the 

executi e inside) directors provide valuable information about the firm's activitie while 

n n-executive directors (outside) directors are expected to contribute boU1 experience and 

objectivity in monitoring management decisions. 

The guidelines issued on good corporate governance practices in Kenya recommend that 

boards of directors in Kenya should reflect a balance between independent directors, non­

executive directors and executive directors. Independent and non-executive direct r 

should reflect one third of membership of the board. 

It is often proposed that inside (executive) directors cannot be relied on to impartially 

monitor their own performance. In contrast, outsiders are viewed as more independent 

and, therefore, impartial. Also, Sheppard {1994) proposes that outside directors 'provide 

an indicator of the b ard's orientation toward its external environment ... and thus its 

ability to re pond to change'. The inability to respond to change is one of the major cau e 

of corporate decline . 

Outsider representation on boards has not been shown to be consistently associated with 

p sitive outcomes. For example, Boyd (1994) found that insider dominated boards bad 

lower levels of CEO pay and Hill and Snell (1988) found outsider dominated boards to be 

ass ciated with less research and development and more unrelated and overall. 

diversification. As non-executive directors are more likely to be professional directors and 

on the ards of other companies, there is greater potential for conflicts of interest and 

anti-competitive behavior by these directors. 

19 



veral mpirical re earche • emanating rin ipall} from and 

e alu te the monitoring c ntri uti n of non-e ecuti e dire tor . The 

rudie hav ~ u d on examining lhe value to harebolder 

h au m t to 

a t maj rity of 

f independent 

director either in term of the impact on hareholder value or in iruation " here the 

intere of harebolder and managers are in conflict executi e compen ation. e e uti e 

turnover and takeovers) . oncerning shareholders value, many researcbe have confirmed 

the po itive impact on st ck prices of the addition of out ide director ~ R enstein and 

~ yau (1990) reported that announcement of outside directors and appointment are 

ociated with positive exce sive returns. On the other band Baysinger and Buttler 

(1985) ~ und that the proportion of outsiders had a positi e but lagged effect n 

companies' accounting performance. A similar positive impact has been found by Pearce 

and Zahra ( 1992) and Dehaene, De Vuyst and Ooghe (200 1) in Belgium. 

Hermalin and Weisbach (1988) found that companies are m re likely to replace executive 

directors with outsiders after periods of poor perfom1ance. The absence or weak 

association between board composition and firm performance must also e ignaled 

(Fosberg, 1989); (Hermalin and Weisbach, 1991) and (Baghat and Black, 1998). In 

France Alexandre and Paquerot (2000) have noted the absence of relation witll the 

turnover of CEO. Besides, the behaviour of outside directors in the context of takeovers 

ha been subject of tudy of many researches in order to have insight into the 

effectivenes of outsider monitoring. Byrd and Ryckman (1992) reported that in Ule ca e 

of acquisitions, bidding firms dominated by outside directors ( oard with m re than 50 % 

of outside directors) have higher announcement-date tock price reaction than ther 

bidding firms . Brickley et al, (1994) studied the reaction of equity prices after Ule adoption 

of poison pills in US. They found that shareholder reaction is more positive when tlte 

board ba a majority of outside directors compared to their counterparts ba ing a maj rity 

of inside directors. According to Brickley et al (1994) this suggests that shareholder 

believe that such action is more likely to benefit them when outsiders have signjficanl 

input into i implementation. 
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n ther strain of research intere ted on the bavior of ut ide director urr und th 

repla ement of CEO. Wei ba h (1988) [! und that c mpani '' ith ou ider-d minated 

board are m re likely to remove the than finn with in ider dominated board. and 

u h changes tended to re ult in impr ved po t turno er app intment . A p iti e 

ociatioo between the pr p rtion f outsider and the replacement of poorly p rforming 

CEO bas been also documented by Borokbovich (1996). 

Regarding executi e remunerati o liebran 1995) ound that compamc \\ tllt a m J nt) 

of outside directors included a greater proportion of equity-based compensation of 

executive , which led to greater shareholder wealth. This result sugge t that out ider act 

in the intere t of shareh lder . Thi idea is confirmed by Mayers et al 1997) . J n fact. 

1ayers et a1 (1997) found lltat higher proportion of independent direct r i a ociated 

with lower executive remuneration. II wever, Boyd (1994) and Kren & Kerr 19 7) [! und 

lhat the proportion of outside directors had little impact on the pay performance 

relationship in US, a finding confmned by Cosh and Hughes (1997 in K. 

Overall, the available evidence confirms the importance of outside directors in the 

monitoring process of management, which is in line with the interests of shareholders. The 

evidence in the US by Bathala and Rao (1995), has generally been that outside board 

repre entation is a substitute for other corporate governance mechanisms a evid need by 

lhe invers relationship between outside board proportion and inside ownership, de t, aod 

institutional and large block ownership 

lnsid o' ner hip 

Inside owne hip refers to the proportion of equity held by in iders . JM (1976) n te that 

as the pr portion of equity held by the manager increases, his propensity t und rtake 

excessive perquisite consumption declines thereby aligning managerial and hareholder 

interest . be monitoring role of external board members would be less critical fi r finns 

with higher proportions of inside ownership. Concerning managerial ownership, a the 

proportion of equity owned by the manager's increases, the agency connict etween 

managers and shareholders decreases concludes, JM (1976). Additionally, firms may 
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dopl means, which le d to increa e managem m ner hip . ith ha ing an increa in 

level of wner hip manager are enc uraged to act a owner. ln deed, managerial 

per onal wealth is increasingly dep ndent n firm alue, the c st of pur uing acti iti that 

(.)o n t in rea e shareholder wealth increa e. be e manager may have an incenti e t 

accept the additional c t only if there i a ignificant per nat benefit. 

1ak and Li (2001 studied the determinants and interrelationships among corp rate 

owner hip and board structure characteristics using a sample of Singapore li t d firm . 

They found that corporate ownership and oard structure are related. Specifically , firms 

' ith higher managerial ownership tend to have lower proporti n of outside director . Th y 

ignaled that these results are consistent with a substitute relationship between managerial 

owner hip and the use of outsider on the b ard. Studies by Rediker and elh (1995), 

Prevost et al (2002) also confirm this idea. 

Debt 

In the agency framework, debt assumes a significant role in mitigating agency problem . 

Jensen ( 1986) argues that the contractual nature of debt reduces management' 

di cretionary control over the frrm' s free cash flow and their incentive to engage in non­

optimal activities. Grossman and Hart (1980) assert that debt forces managers to con ume 

fewer perks and become more efficient in order to avoid bankruptcy, the loss of onlrol, 

and I s of reputation. Harris and Raviv (1991), in a survey of the literature, observe that 

the vidence is broadly con istent with the view that debt can mitigate agency conflicts. n 

the otber hand, increased leverage may be positively associated with the percentage of 

outsiders . A Li 1994) poin out, increased debt may be used to finance external growth 

or di er ification activities or internal development. The result then, is an increa ed need 

for the expertise brought by outside board member and , sub equently, a p itive 

relationship between the proportion of long-term debt and outside board repr entation. 

Large hareholder or block holders 

here is also a growing literature on the effect of large shareholder or bl ck holder on 

mitigating agency problems in the firm. Beginning with the theoretical model postulated 

by Gro sman and Hart (1980) and Shleifer and Vishny (1986), a large body of empirical 
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eviden e ha developed which bows that shareholder wealth increase when large bloc · 

of equity are acquired y ou ide shareh lder owing to their monitoring role . Recent 

wor · in lhi area in lud Bethel, Liebe kind and Opler ( 1 98) in the and ras\ ell, 

ayl r and aywell 1997) in Au tralia . onsistent with lhi iew Li 199 } find lhat 

ou ide ard pr p rtion and owner llip concemrati n are u titute , i.e., are in er ely 

related. When an individual hareh lder own a large equity take in a c mpany th t 

hareholder has an increased incentive to monitor managerial behavior since he \ ill 

receive a greater share of any benefits resulting from discouraging or detecting 

mi management (Schleifer and Vishny, 1986). 

A number of recent studies provided evidence on the relation between outsider' 

representation on board and ownership structure. In fact, Li (1994) found that outside 

board proportion and ownership concentrations are substitutes. Similarly, Rediker and 

Seth (1995) studied the link between the monitoring potential of the board of director 

measured by the proportion of outside directors and both ownership of large external 

blockholder and managerial ownership. The author found that there is a negative 

association between outsider representation and blockholder ownership in large companie , 

which is not verified for smaU ones. 

ln lhe same line of spirit, Whldbee (1997) investigated the influence of wner hip 

structure on the utilization of outsiders on boards. However, he found that there is a 

negative relation between managerial ownership and outsider representation on board, but 

a positive association between outsider's repre entation on board and the ownership of 

external blockholders, Which suggests that there is a relation of substitutability between 

outsider representation on board and the level of managerial ownership, which i not 

verified for the relation with ownership concentration. 

Similarly, O'Sullivan (2000) found a positive association between owner hip of external 

blockholders and the proportion of outsiders on board. He asserted that non institutional 

shareholders utilize their ownershlp holdings to en ure their intere ts are protected. 
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0 ·eraJI, tb e re ul uggest that there i a ubstitution relation em·een wner hip 

on ntration and u ider repre entation. Hen e, when the le el of wn r hip 

n ntralion in rea e , the pr p rtion f out ider in b ard decreases . High wner hip 

on emrati n erve to in ulate the finn fr m the disciplinary effect of an a ti e Lak o er 

mar ·et, and it foll w that outside direct r monitoring ' ould take n an in reased rol in 

the absenc of a credible threat f efficiency-enhancing takeover . 

Board character' ti : 

Pre ious studi have identified three main characteristics of the b ard that affect it 

effectiveness in corporate governance. The chief executive officer (C 0) is likel> to be 

the pers n with the m st p wer and influence in the corporate governance pr . Of 

particular relevance, is weather the same person holds the position of EO and chairman 

of the b ard in a company. When a single individual wears the "hats' of b th Lbe 0 

and chairman of the board (unitary leadership), managerial dominance is greatly enhanced 

since that individual is more aligned with management, than with stockholder Mak and 

Li 2001). Having separate persons holding the CEO and chairman of the board enhanc 

the monitoring ability of the board (Jensen, 1993). 

O'Sullivan (2000) notes that, CEO duality is likely to erode the ability f external 

bareholders to appoint the desired level of non-executive director's representati n on 

board of directors. The presence of CEO duality is associated with lower outside 

repre entation n the board of directors. CEO duality is typically defined to ccur when 

the board chair of a company is aJso its chief executive officer ( ). Arguments have 

a! o been made against CEO duality. In particular, it has been proposed 0 duality lead 

to a situation where the go ernance role of the board of directors i compromi ed. The 

argument i aptly put in the foUowing quote by Mahajan and Sharma (19 5): 

In a company where the chairmmz is also the CEO ... power concemrated in one 

individual and possibilities for checking and balancing powers of the CEO ... are virtually 

eliminated. /11 such a corporation, the board may not be able to function as an independent 

body - independent from the influences of top management. " 
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T ing an agency theory per pective aily and Dalton (1985) r pose that eparating the 

rol of C 0 and chairper on, reduce the opp rtunity ~ r the 0 and in ide direct 

e rei e b haviors which are elf-serving and costly to the fLrm · owner . 

It has also been proposed that the separation of CEO and b ard chair roles i nece sary 

because one person cannot perform b th roles effecti ely as oth the chairman and 0 

have a distinctive domain. A further argument for separating the role of chairper on and 

CEO concerns the relative role expectations on each. In contrast to the CEO, who i 

involved in the day-to-day management of the company, the board chair is often involved 

in special planning assignment in p licy review and formulation and in public and 

stockholder relations. It is likely that, given his or her day to day executive commitments, 

the CEO will not be able to effectively perform the additional roles of chairperson, and a 

fortiori during times of cri is. Furthermore some of the benefits, which the CEO can 

obtain from having a chairperson, wiJI inevitably be absent when the roles are combined. 

Yet another proposed for the separation of CEO and chairperson roles is that - in the case 

of a poorly performing company it is not immediately clear what process would be relied 

on to remove CEO/board chair. This is because the CEO who is also board chair is 

assumed to have a board, which largely defers to him or her. Interestingly, research by 

Harrison, Torres and Kukalis (1988) indicates that it is more difficult to replace either the 

CEO or b ard chair when these roles are separated than when the two roles are held by 

one individual. 

In Kenya, the capital markets authority guidelines n go d governance practice 

recommend separation of the CEO and chairman position. 

Hermalin and weisbach {1988) suggests that that the EO plays a large role in ch o ing 

the board of directors. One concern particularly toward the end of his tenure is the choice 

of his successor. Grooming the next CEO is a major motive for adding insiders lo lhe 

board. At the beginning of a new CEOS tenure a number of insider directors lo ing 
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didates to be om new 0 may leave, sin e U1ey will not n have anoUler 

10 become EO. The new E will likely fill the vacant po itions with ou id r a h 

will n t be ready to start hi uccessi n plans and will not ha e as much freed 111 like an 

tabli bed C 0 and will therefore app int more out ide director to make Ule 

bareh lder happy. 0-founder- this refer to the ituati n where t.he i aJ o 

[! under of the company. Boeker ( 1989) in their tudy found out that founders are bown to 

eA.bibit strong organizational influence. They are therefore likely to stack the b ard in their 

favor with insiders who are unlikely to be critical of their performance. (Prevo t et al, 

2002) 

Board ize 

In Kenya there is no requirement regarding board size imposed by the airo i t ck 

Exchange NSE). The guidelines issued by Capital Markets Authority on corporate 

governance, however recommends that the size of board should not be too large to 

undermine an inter-active discussion during board meetings nor too small such that the 

inclusion of wider expertise and skills to improve effectiveness of the oard is 

compromised. 

Jensen (1993) concludes that, large boards are "less likely to function effectively and are 

easier for the CEO to control. Yermack (1996) provides an empirical investigation of the 

performance effect of board size. His main finding is that there is a clear inverse relation 

between firm' market value and the sizes of board of directors. Therefore a board is 

effective in monit ring bas a relatively small size. Concerning the effect of b ard ize on 

the proportion of outside directors, Li (1994) found a significant negative relation between 

ard size and outsider representation. 

Becau e of disparity in the size of organizations, difference in the competitivenes of the 

marke , variance in both size and importance of the respective industry sectors and Lbe 

nature f the organization (public private, listed, not for profit etc.), there is n l a 

convenient 'on size fits all prescription for the size of the board. The appropriate sizing 

of the board is a function of the individual organization's need to respond to external 
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environmental dynamics as well as its need to addres the dynamic of the internal i ue it 

i experiencing. Too Large a board can be dysfunctional e oming pr y to factional 

elements and agendas) to the point of destroying the board cohesiveness, and a a 

consequence, its effectivenes . The board should have sufficient numbers and di er ity to 

cover the required range of skills experience and expertise required y the company. The 

differences in needs between companies, industry sect r and markets could vary greatly . 

Growth and profitability. 

It has been argued that agency costs can be fairly high for growth firms as managers have 

greater flexibility with regard to future investments (Myer • 1977). As a result, firm with 

significant growth opportunities may be associated with greater proportion of outsiders on 

their boards. However, a case for an inverse relation between growth and outside board 

proportion can also be made. Bathala and Rao (1995) d cument an inverse relation 

between growth and outside proportion on the board. Bathala and Rao (1995), using 

arguments found in the management literature, suggest that investment decisions of high 

growth firms may be associated with greater uncertainties, require information U1at may be 

highly specialized, and decisions that are very subjective uch that only insiders can 

properly assess the value of the investments. Since inside directors are expected to possess 

superior knowledge to assess such situations better than external directors, one would 

expect the top management of growth firms to prefer more internal directors on their 

boards. Consequently. if decision-making in high growth firms involves a great deal of 

subjectivity and strategic choices, top management of high growth firms may prefer more 

insiders on their boards. Consistent with this hypothesis, Bathala and Rao (1995) find that 

growth and outside board representation are negatively related in tlle US. Researches by 

Prevost et at (2002) and Li (1994) found positive relation between profitability and 

outsider representation on board. 

Company Size 

The influence of company size on the structure of corporate governance has been 

addres ed in the governance debate. In terms of ownership and control, larger companies 

are expected to present increased difficulty for shareholders to exercise adequate 

monitoring of managerial behavior. Therefore as the company size increa es, there is a 
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rowing n d for agency conflicts to be controlled either with out id dire t r and/or 

ther gov rnance mechanisms. Studies by, Mautz and 

onclude that larger firms, because of their greater visibility and pre tige, may tend to 

have a larger prop rtion of outside board members. he I g f l tal a e of th firm i 

u ed a proxy ~ r a p ssible size effect. From an agency th ry per pe ti e larger 

c mpanie require a greater number of director t m nit r and c ntr I the trm ' 

a tivities . (Kiel and ichol on, 2002) . 

Bu ines egm nts 

Busin s egments are the number of business segments in which the firm perate . 

Increasing numbers of business segments adds a dimension f organizational c mplexity, 

which requires the expertise brought by a greater proportion of outside director . 

2.5 Overview of Corporate Governance in Kenya. 

Corporal governance bas never been so topical or important. The nr n failure together 

with other high profile corporate collapses has resulted in calls for better c rp rate 

governance, Kiel (2002) . Thus, there is growing recognition around the world f tb 

importance of corporate governance· in Kenya, we have recently be orne infatuated with 

the subject and Lhe i sues surrounding it such as accountability controls, internati nal b l 

practice, disclosure, tran parency and corporate reporting. 

Why Lhe interest? The watershed adbury Report of 1992 put corporate governance in Lhe 

limelight, as it held up a Code of Best Practice for UK companies to aspire to in term of 

enhancing the quality of their management and accountability to sta eholder . 

Recent global and fmancial developments , including the crisis sparked by capital flight 
from A ia in 1997, led to introspection and scrutiny by go ernments and corp rate 
regimes into' hat went wrong: 

• What drove inve tor away? And 
• What did companies do-or not do--to make them appear less than attractive to 

international money? 
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The re lizations that perhap the reporting regime in A ia \ a n t p akin th amc 

language as regimes elsewhere led to a search for a c mm n under t odin hat 

ttra t inve t rs and keep them coming. In this, A ia wa n t alon . Ru i and 

Kenya were amongst tho e who joined alaysia, Japan and ingap re in 

undertake reform and create new and stronger regime that would enc urag and ~ rge 

better corporate governance and better-governed companie in the Privat 

(Raslan, 2000) 

2.5.1 What is corporate governance? 

From a corporate perspective, governance means that companies hould n t nly 

maximize shareholders wealth, but should balance the interests of shareholder with tb e 

of other stakeholder , employees, customers, suppliers investors and comm ditie , in 

order to achieve long-term sustained value From a public policy per pectiv , orp rate 

governance is about managing an enterprise while ensuring accountability in the exercise 

of power and patronage by ftrms . The role of public policy is to provide firm with the 

incentive and discipline to minimize the divergence between private and social return 

and to protect the interests of stakeholders. (Mensah, 2000) 

The capital markets authority in Kenya looks at Corporate governance, as the pr ce and 

structure used to direct and manage business affairs of the company toward enhancing 

pro perity and corp rate accounting with the ultimate objective of realizing shareholder 

long-term value while taking into account the interest of other stakeholder . (CMA act) 

There is not a universally accepted definition of corporate governance. adbury (1992) 

defines "corporate governance as the ystem by which companie are directed and 

controlled' 

2.5.2 The importance of orporate vernance 

o matler what ie of th corp rate objective is taken, effective governance eosur that 

boards and managers are accountable f< r pursuing it. Effective corporate governance: 
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•:• Prom tes the efficient use of resources both within the mpany nd th tar er 

econ my. 

•:• Help ensure that the company is in compliance with the law , regulati 11 and 

expectations of society. 

•!• Pro ides managers with oversight of their u e of corp rate as et . 

·!• Supports efforts to reduce corruption in usin s dealing , and 

•!• Assi ts companies (and economies) in attracting lower-co t inve tment capital b 

improving both domestic and international investor c nfidence th t a et will be 

used as agreed (whether that investment is in the form f debt or equity). 

2.5.3 Development of corporate governance in Kenya. 

Job K. Kihumba, the then Chairman of Private Sector Corporate Governance Trust trace 

the development of corporate governance initiative in Kenya to a workshop on the Role of 

Non-Executive Directors, which was held in, Nairobi in November 1998. A ecoml 

eminar in March, 1999 in Mombasa made important decisions one of which, was t 

create an interim committee with the mandate of doing all that was neces ary to formulate 

a Code of Best Practice for Corporate Governance in Kenya and to co-ordinate, where 

applicable, with other efforts in the region and beyond for the purpose of impro ing 

Corporate Governance. 

everal other seminars were held with a fmal one attended by representatives from over 

eventy corporate and other organizations on the 8th October 1999. Participants at function 

re olved, among other things: 

• hat the C de of Best Practice for Corporate Governance, as previou ly circulated 

and subsequently refmed through expert input and comment from corporate 

respondents, be adopted, printed and circulated as a guide for 

overnance in Kenya. 

rporate 

• That there was an urgent need to establi h a "Corporate Sect r Foundation" to 

promote, co- rdinate and guide corporate governance in Kenya and 
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• That the steering committee be mandated to pr ceed to " ork on the implementation 

of this resolution. 

am ganga in his article notes that the Capital Markets Authority ( MA) has adopted a 

code of corporate governance derived from the 0 

principles: 

c de . They re lve around th e 

• The rights of shareholders (and others) t recei e relevant informati n a ut the 

company in a timely manner, to ha e tJte pportunity ~ participate in deci i n 

concerning fundamental corporate changes, and t bare in the profits of the 

corporation, among others; 

•!• Equitable treatment of shareholders especially minority and foreign 

shareholders; 

•!• The role of stakeholders in corporate governance should be recognized and 

established by law; 

•!• Timely and accurate disclosure and transparency on all matters material to 

comp performance, ownership; 

•!• The responsibilities of the board: The corporate governance framework should 

ensure the strategic guidance of the company, the effective monitoring of 

management by the board, and the board's accountability to the company and 

shareholders. 

2.5.4 Challenges of the Kenyan Transition 

Kenya like most African countries went through two decades of economic decline in ilie 

post-independence era. The traditions of rule of law, transparency, accountability and 

social justice, which underpin governance, both at the national and corporate levels are 

non-existent .In the 1990.s, Kenya embarked on economic reforms, driven by IM 

structural adjustment programs. The development of a significant pri ate sector whether 

through a privatization of state enterprises or the emergence of new firms, although 

progressing at a rapid pace, is still very much at its infancy compared to ilie size of tbe 

private sector in most advanced market economies. Kenyan economy is very much 
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transition economy with special features, affecting the evoluti n o g 

go\ernance; there is excessive reliance on government, which pr ide a fertile gr und f, r 

ren- eeking capital. Because of the tran itional state of African ec n mies and p litical 

y tems, Kenya is ill-equipped to implement the corporate governance y tern that hav 

e\olved over centuries in de eloped market economies. The c n Lrainls ari e f1 m the 

• Ownership structure 

ln ad anced economies widely held public companies repre ent a significant pan of th 

corporate sector. This is much less so in African economies. The number of listed 

companies on stock exchanges is low. More commonly, we have a dominan e of state 

enterprises (even with privatization) or closely held family-owned and managed 

companies. 

• Less Competitive markets 

Firms are disciplined by competition. Competition creates incentives for insiders to 

enhance the value of the firm. In Kenya, the business environment lacks many of the 

elements needed for a competitive market. Rent seeking interferes with the ability of firm 

to be competitive. 

• Legal and RegulaJory Systems 

Regulatory reform in transitional economies is a real challenge. Reform is strongly 

resisted by rent-seeking vested interests individuals, who have the most to gain if reforms 

stall halfway between the state-controlled economy of the past and a well functioning , 

open, and a well-functioning, open, and competitive market economy 

These constraints have worked against the development of well-functioning securities, 

markets that could provide disciplinary role. Institutional investors are few and not strong 

enough to insist on fairness, efficiency and transparency. 

i en the transitional nature of African economies, good corp rate governance in Kenya 

like in all other African countries will be an outcome of an organic Lran. formation of 

ociety fr m a controlled economy to a market-based economy, and from personalized and 

dictatorial political power to p litical systems that stress participation and accountability 

concluded Mensah (2000), thus a broad-based approach is needed to foster g od corporate 

governance. 
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Lot of de elopments ha e taken place in Kenya on the issue of corporate go emance. In 

the academic orld a se era! researches have been undertaken on the topic with differ nl 

r ults. 

\ ambua 1999) in his research n corporate governance practice in the banking ub­

ector n ted that accountability requires some agent to monitor management perfi rm n e 

becau e of the significant weaknesses noted among board of directors. 

lwangi (2002 on carrying out a survey on corporate go ernance practices am ng 

insurance companies fi und out that U1ere appears to be a positi e relationship et\ een 

level of governance and ownership in as far as companies were categ rized int I cal, 

foreign owned and financial performance depending on the type of busines written. 

Mucuvi (2002) found out that there is generally a high level of awareness about corporate 

governance among the motor industry, her results indicated that a large number of firm 

have taken deliberate steps to implement the corporate governance policies. 

The capital markets authority, through gazette notice no. 369 of 25111 January 2002 issued 

guidelines on corporate governance practices by public listed compani in Kenya· thi 

was in order to enhance corporate governance practices by such companies . These 

Guidelines came into effect on 14th January 2002. 

2.5.5 What constitutes good corporate governance? 

ln its simplest form good corporate governance is n more than effective and re pon ible 

management, with the directors of a company assuming stewardship and discharging their 

fuJI r ponsibilities toward their various stakeholders. While most companie aspire to the 

be t practices set out in the code they may face certain challenges or issues like ilieir 

readiness to adopt a "best-practice" culture, or inadequate resources in lerms of direct rs 

able and willing to put in the commitment, which i clearJy a prerequisite. Entrepreneur­

driven companies are a key part of our economy, and the e may regard the push for 
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orporate governance as a threat to entrepreneurial drive and pirit. A balance needs to be 

uuclc between good governance and effectiveness. The search for governance cann t and 

mu t not, stifles creativity. Equally, companies must guard against the temptation to 

undertake "window-dressing" for disclosure in their corporate governance report . As far 

as long-term investor confidence is concerned, disclo ure is all very well, o long as what 

is disclosed is the truth. (Raslan, 2000). 

Corporate Governance is increasingly recognized as an important elemem of su tainable 

private sector development which in tum creates economic growth and employment and 

therefore contributes to the alleviation of poverty. Strengthening corporate governance i 

critical to improving access to capital, ensuring appropriate risk management increasing 

productivity and competitiveness and supporting the fight against corruption. In d ing o, 

corporate governance assists in the strengthening of the overall international financial 

system and reduces the vulnerability of developing and emerging markets to fmancial 

crisis . 

ln Kenya the Capital Markets Authority has developed guidelines for good corporate 

governance practices by public Hsted companies in Kenya in response to the growing 

importance of governance issues both in emerging and developing economies and for 

promoting domestic and regional capital markets growth . It is also in recognition of the 

role of good governance in corporate performance, capital formation and maximization of 

shareholders value as well as protection of investors' rights. 

These guidelines were developed taking into account the work, which had been undertaken 

extensively by several jurisdictions through many task forces or conunittees including but 

not limited, to the United Kingdom, Malaysia, South Africa and the Commonwealth 

Association for Corporate Governance. 

The Capital Markets Authority has also supported development of a code of best practices 

for corporate governance in Kenya issued by the Private Sector Corporate Governance 

Trust, Kenya, whose efforts have also been useful in the development of the guidelines. 
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Th obj ti e of the guideline was to strengthen corporal g vernan e pra tice by li ted 

mpanie in Kenya and promote the standards of self-regulation o as to bring the le el 

of o emance in line with international trends. 

Good corporate governance practices mu t e nurtured and enc uraged t e olve, a a 

m tter of best practice but certain aspects f operation in a b y c rp rate mu t of 

oeces ity re uire minimum tandard of g d governance. ln thi regard Ute Auth rity 

e -peeled the directors of e ery listed company to undertake r c mmit tltem el e t 

adopt good corporate governance practices as part of their continuing listing obligati ns . 

It was important that the extent of compliance with the guidelines hould form an 

es entiat part of disclosure obligations in the corporate annual reports. It wa equally 

important that disclosure of areas of non-compliance or alternative practices be made a 

part of the disclosure requirements. 

The Capital Markets Authority also required issuers of securities through the capital 

markets such as bonds and commercial paper to comply with the guidelines . The i suer of 

the debt instrument will disclose in the information memorandum whether the Issuer i 

complying with the guidelines on Corporate Governance. Though the guideline were 

developed for public listed companies and issuers of debt in trument in Kenya' capital 

market, Companies in the private sector were encouraged t practice go d c rporate 

governance. 

Capital Markets Authority identifies a number of principles that are essential for good 

corporate governance practices. The following representing critical foundation ~ r and virtues 

of good corporate governance practices: 

•:• Directors 

An effective board to lead and control the company and be accountable to it shareh lders 

should head every listed company. The board of direct r h uld assume a primary 

re ponsibility of fostering the long-term business of the corporation c nsi tent with their 

fi uciary responsibility to the shareholders . 

35 



•:• Role of Cb irman and hief E ecutive 

E ·ery public li ted company should separate the role of the chairman and hief e e uti e 

10 ord r to ensure a balance of power and authority and provide for che and alan e . 

o person shall hold more than two chairmanship in any public listed c mp ny at any one 

time. 

•:• b reholder 

There should be hareholders participation in major decisions of the c mpany . he ard 

should therefore provide the hareholders with information on matters that include but arc n t 

limited to major disp a1 of company s assets, restructuring takeover , merger acqui iti n 

or reorganization. The b ard should pro ide to all its harebolder sufficient and tim ly 

information concerning the date, location and agenda of the general meeting as well a full 

and timely information regarding issues to be decided during the general meeting; 

•:• Accountability and Audit 

The board should present an objective and understandable as essment of the c mpany' 

operating position and prospects. The board should ensure that accounts are presented in line 

with International Accounting Standards. The constitution of audit committees r pre ents an 

important step towards promoting good corporate governance. 
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hapt h r h 11 

.1 

Thi chapter ets to e plain the ulati n f interest, the type of c ndary data u d. ch 

urc f data, the f anaJy i used and the data analysi . A multi ariat 

regre n m el is timated. 

3.2 pul tion and mplin . 

The p pulati n ~ r the tudy was all .the c mpanies listed n the air bi 't k • chan 

for year I" April 2002 t 31' March. 2003.The sample fl r the study was 

the companie listed on the Nair bi stock exchang as f March 3l T 2 3, whi h had 

tied the financial statemen [! r the currem financial year. 

3. tad ription and coli tion. 

econdary data was uti lized for the purpose f this study. The urce f data wa the 

Nair bi stock e change (NSE). inancial statements were btained from the Nair bi t ck 

Exchange and the in~ rmati n n b ard size, comp siti n, direct r share wn rship, the 

top ten shareholders, dua lity as well as business s gments wer extract d. 

In~ rmati n n the top ten n t listed n the financial tatement was bt ined fr m the 

air bi stock exchange library. lnf< nnation on debt, total as e . and firm per~ rmance 

wer calculated using informati n from the same finan ial statemen . inn har price at 

their respecti e year-ends were also btained fr m lhe Nair bi st ck exchan e. 

. 4 T hniqu f Anal t • 

Multiple regressi n analy is was undertaken to cxamin the d terminant 

b ard c rnpo ilion. 

The dependent variable i the pr p rtion of u iders n the b ard. 

h independ nt ariabl included variables t captur alt rnati e c rp rat 

effective 

vernan 

mechani ms inside ownership, leverage, and owner hip c ncenrrati n). ther b ard 
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hara teri tics (b ard ize and 

whi h included, profitability. 

0 duality and potentially imp rtam c ntrol varia le , 

The model used was similar to the one in Prevo t, et al (2002) but with the ne e ary 

tiju unents and configuration to dome ticate it to the enyan conditi ns and 

en ir nment. 

The model was as follows . 

= + a1 I 0 + &1 DEBT + a3 TOPlO + a4 B IZE + a5 

D ITY + +a6 PRO IT+ a7 L IZE + a,B EG +a, L 

Where: 

I. The dependent variable, 0 TDm is defmed as the percentage of outsider on the 

b ard. Outside directors as indi iduals who (1) are not an active r retired 

employee of the firm; {2) do not have close business ties e.g. consultant supplier, 

etc.) with the flfm; and (3) are not representatjve of or appointed by a major 

shareholder of the firm. It proxies for effective board composition. 

2. I SOWN refers to the proportion of eqwty held by insiders. INSOWN is 

mea ured as the proportion of stock held by the top management and direct rs f 

the company to total shares outstanding. 

3. DEBT is defined as the long-term debt plus current liabilitjes divided by the b k 

value of total asset . 

4. TOPlO i used to control for block holder monitoring of management by including 

the proportion of equity held by the top ten largest shareholders as an independent 

variable 

5. BD IZE refers to the total number of directors on the b ard. 

6. EO_ D ALITY is a dummy variable that takes on the value one if the 

also the chairman of the board. 

7. IZE is the log of total as ets of the flfm . It proxies for p ssible ize effect. 

Larger firms because of their greater visibility and pre tige, may tend to have a 

larger pr porti n of ou ide board members. 

8. B EG is the number of business segments m which the firm operate . We 

hypoUtesize that increasing numbers of busine s egments adds a dimen ion of 
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organizational compte ity, hich h uld require lhe e pertis br ught by a greater 

proportion of u ide dire t r . 

9. PR IT: Tobin' q ratio as one mea ure of fmn per~ rmance will e u ed. 

Approximate q = + P + DEBT)/T 

Where is the product of a flrm' s share price and the number of c mm n 

stock share outstanding 

P is the liquidating value of the firm 's outstanding preferred tack, 

DEB is the value of the firm' short-term liabilities net of its 

hart-term as ets, plus rue book value of the firm's long-term debt. 

T is the total assets 

Table 1 

The table below H ts the hypothesized relationship with dependent ariable. 

Independent 

oriable 

IN OWN 

DEBT 

TOPJO 

Me ure (ratio) 

Equity held by 

insider divided by 

total equity 

Relationship with 

dependent variable 

Negative 

Long-term debt plus Negati e 

current liabilities 

divided by book 

value of total assets 

Equity held by top 

lO harebolder 

divided by total 

equity 
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proportion 

proportion of equity owned b 

increase, the ag ncy c nnict 

therefore the n d for out ld 

decrease. 

Debt forces manag rs to consum f wcr 

perks and b come more efficient to avoid 

bankruptcy. Thi ther for act 

ub itute \'ernonc m hau· m to ontr I 

the ag ncy conflict. 

When an individual sbarehold r owns a large 

equity in a company, lhat takeholdcr ha an 

increased incentive to monitor managerial 

behaviour. Therefore, out ide ard 

proportion and ownership concentrati n are 



o. of directo 

b nrd 

LIT Dumm 

'hlcb tak 

value one if 0 i 

also chairman 

Log of total 

egative 

i r t r lh 

contr 1 and for dominant 

tbemsel 

insider . 

b 

Larger ftrmS will b xpected 

larger proporti n or ou id 

to 

because of their gr t r ". ibiUt. nd 

B EG No. Of business Positive in 

segments. busio complexity wbicb requir greater 

PROFIT Tobin' q = q = Positi e 

(MVE + PS + 
DEBT)ri'A 

3.5 Data analysis 

proportion of outside directors. 

Growing and profitable firms \\ill n d 

out ide directors who will bring in more 

experti e 

There were 51 companies quoted at the stock exchange, as at 31 st March 2003. however 

only 45 companies bad submitted their financial statements and the e were the companic 

u ed in the study. 

Details on all the variables for 45 companies were obtained and li ted in a table a 

indicated on appendix l.The means for each variable were calculated a indicated in tab! 

2. 

Computer software SPSS was used in determining the correlation matrix of aU the 

ariables as indicated in Appendix 2. 

We aJs used the arne software to get obtain coefficients of each variable and the 

ignificance of each variable. The F-test and Durbin Wa on test were carried out to te t 

the' h le model using the same computer software SPSS. (See appendix 3.) 
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Chapt r Four- Discus ion of R suit and Finding . 

-'.1 Intr ducti n. 

The aim of this srudy was to collect e idence on lhe characteristjc of board comp it ion in 

Kenya and t determine the relation hip between effecti e b ard comp ili n and certain 

orporate attributes. From an agency theory perspective ou ide director' , pr ie ' 

effective b ard comp sition. The study focused on finn quoted at the air bi t k 

exchange as at 31 Sl March 2003. 

4.2 Di cu ion of Results 

Table2 

Sample Descriptive statistics 

+--------------(Variables) 

BDSI OUTDLR. OVfDlR CEO LN:SOWN TOPIO DEBT Tocll BUS Profit 
Z.E ~ DUALIT ets(KSHS) SEG obln' 

y sQ 

!Mean 8 7.73 71.23~ NONB .01% 76.08% 4056% 9560.818.395 2.2 Sl.l'ili 

'01~. 

OtTTDIR is the proponlon of independent ootslder board members to tousl board siu. INSOWN Is the proportion of common shares 
owned by top management and directors . DEBT Is the proponion of debt defined as I ng-term debt plus current II bllhles 1 total 
Asse TOPIO Is the proportion or h.ares held by the 10 large$! shareholders or the finn's equ ty. BDSIZE Is the size or the bollrd of 
dlrCCIOI1. CEO_DUALITY i a dummy variable set equal 10 ooe if the CEO also the chainnan of the board. q Ratio Tobin q 
rP xunated by taking the sum of book value of I ng tenn debt, book value of net short term debt, and the market value of c mn n 

equaty davided by the book value of total as ets . LSIZE I defined as book value of total as ets . BUSSEG is tlae number of bu~lne 
~amtn m which tlu: finn operates. 

Table 2 pr vides de criptive tatistics for the sample. he mean prop rti n f ut id 

directors is 71.23 percent. A study carried out by Provo t et al (2002) on b ard in New 

Zealand had proportion of outside directors varying from 42.0 percem t 50.5 perc Ill 

over a five-year period with a noticeable increase trend o er time. ln contra t, Li ( 1994 

re rt a mean of 58 percent for a sample of 390 fmns in 10 indu trialized c untrie . 

However, lhe percentages between countries in Li's study vary widely, from 83 p rcent in 

ranee to 9 percent in Japan. 
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The mean pro ortion fin ide wner hip 1 W ) i .01 per ent. Thi m an that m 1 

of th quoted companie are n t owned by the manager and inside director . The ca e i 

different in New Zealand -. here the pr p rti n arie from 14. 

o era fi e-year period, Prevost et at, 2002). 

rcent to 19. per nt, 

The proportion of debt to total as ets DEBT) is about 40.56 percent. This compare well 

with w Zealand. 

he mean proportion of tock held by the top 10 shareholder (T Pl 0 i appr imat ly 

76 percent. This is in sharp contrast to the US market, -. here Demsetz and Lehn ( 1985 

report, that the mean percentage of equity owned by the top 20 largest shareh lders of a 

ample of 511 large U corp rations is 37.66 percent. However it com par well with 

ew Zealand, which has 73 percent. The tightly held nature of Kenyan firm is sugge tive 

of a relatively inactive takeover market in which ca e the importance of ou ide director 

monit ring (as well as other alternative governance mechani ms) should pre umably ta c 

on a greater role. 

The typical board consists of eight members, which is considerably smaller than that 

ob erved in other countries; for example, Dalton and Kesner (1987) report a mean b ard 

ize of 21.04 in Japan, 11.44 in the UK, and 12.96 in the US. However, this is c n istent 

' itb oard sizes in other relatively small countries; for example, Eisenberg, undgren and 

Well (1998) report that the mean (median) board size f a large ample of firm in 

inland is only three (3.7). Prevost et al (2002), report a b ard ize f six in New 

Zealand. 

one f the companies in the ample had the chainnan eing the arne as the • . Thi 

quite unlike, in other countries. Prevost et al (2002) in his tudy noticed that 

approximately a 33.3 percent of the sample exhibited CEO duality, which was imilar to 

that reported in the Dalton and Kesner study for UK (30 percent) but higher than that 

found in Japan (11 percent) and markedly smaller than the (82 percent) h mean firm 
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ize {book alue of total as ets) i k h 9.5 billion. M t of the c mpanie te t d were n 

a erage operating on 2.2 segment . 

4. B ard haracteri tic 

Table 3 
Correlation Matrix for Kenyan Board Characteri tics 

FIRM SIZE NO. OF OlTfSlOE BOSIZ.E 0 \TIUlK 
DIRECTORS 

FIRM SIZE . 
NO. OF 0\TfSlOI! .o il•• -

DIRECI'ORS 
BDSIZE .744•• JI)J •• -
OUTDlR .136 .6J 5•• .()95 . 

SIZI! · deOned as book value of tow assets . Outside Directors Is the number of independent outside di~ rs. BD IZE i the ze of 
board f direct rs. and 0\TfDlR Is the proponi n of independent outsider board members ro 1 llll rd.s ze. 

• Correlau n IS stgnlficant at the 0 .05 level (2-tailcd). 

•• Correlau n Is slgnlncant at lhe 0.01 level (2-tailcd). 

Table 3 illustrates the correlation coefficients of Kenya board characteristics. reater 

numbers of outside directors are positively associated with board size. Firm size i al o an 

important control variable with respect to these board characteristics · firm size 

ignificantly positively correlated with the number of outside directors and board ize. 

Dalton and Kesner (1987) provided correlation statistics for oard-specific attribute in 

Japan, the UK and the US which ser e as useful comparison to our sample f Kenyan 

boards. enerally, their study reports roadly similar relationship [i r b ard in the 

comparatively much larger UK and US markets. Prevost et al (2002) als rep rt imilar 

re uh in bi tudy on New Zealand boards. In particular, firm size ha the same p itive 

relatioosllip with the number of outside directors and board size. A with e Zealand , 

S, Japan and K, tbe number of outside directors is directly orrelated t the t tal 

number of directors and to the percentage of outside repre entation in aU four o untrie . 
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he major difference between Kenya and lhe e four countries appear L b oci ted 

with EO duality. ln Kenya, w n ted that all oards I ked at had different ch irm n aml 

EO while in New Zealand this ariable is ignificanlly negati ely correlat d with all (! ur 

ther attribute . In com pari on alton and Kesner ( 1987) re rt in ignificant rrelati n 

' ith the other four b ard attribute in their three-country tudy. 

4.4 Determinants of board compo ition. 

he e timated model for the determinants of board composition in Kenya i a fi llow : 

OUTDIR = -5.579 - O.OOllNSOW - 0.118DEBT + 0.034PROFIT -0.3 - PlO + 

0.037B SSEG 

Table 4 
Regres ion Estimates 

INDEPENDENT VARIABLE. 

Intercept 
lNSOWN 
BUSSEG 
TOPlO 
PROFITQ 
LSIZE 
DEBT 
F-VALUE 
R 
R-SQUARE 
ADJUSTED R-SQUARE 
DURBIN WATSON 
N 

-5.579 
-0.001 
0.037 

-0.355** 
0.034 

0.541** 
-0.118 
6.21 
.704 
.495 
.415 

2.317 
45 

Correlation is significant at t.be 0.05 level (2-tailed). 

• Correlation is ignificant at the 0.01 level (2-tailed). 

Table 4 presents the coefficients for the regression model and related tati tics e timated 

using the regression analy is . 
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Con i tent with the prediction of agency theory, the inside owner hip ariable, 1 

has a negati e c efficient but is very not ignificant. hu , low in ide owner hip 

o iated with a higher pr p rti n f outsider on the board. hi 

u titution bypothe i that ard composition and in ide ownership are ub titute 

m hanisms in mitigating agency pr blems. The finding are al o coo · tent ith the 

ed fmdings of Bathala and Rao (1995). While we do not ba e any c mparable e iden e 

for other countrie , we surmise that this relationship may be uggestive of a reliance of 

outside directors as a substitute for inadequate inside ownership in Kenyan companies. 

We also fmd a substitution effect for the other internal agency control variable D B . The 

negative debt coefficient is consistent the evidence documented by Bathala and Rao 1995 

but inconsistent with the fmdings of Li's (1994) and Denis and Sarin (1998) in the 

The external agency control variable TOPIO, is negative and significant. Thi 

consi tent with findings of Rediker and Seth (1995), Bathala and Rao (1995), and thi may 

suggests a ubstitution effect between outside representation and block shareholder equity 

stake . We therefore conclude that board composition is a substitute~ r allemati e agency 

control mechanisms. 

With re pect to other board and CEO characteristics, the coefficient fi r BD IZ highly 

po itively correlated to outside directors and was dropped due t multic lineraity . 

Observations indicated that the larger the board the bigger was the number of utside 

director . We also found out that out of the companies included in our sampl there wa 

no ca e where the CEO wa chairman. Different people held the t\! o po iti n . This i an 

indicati n of board independence. Guidelines issued by MA have recommended that it i 

good corporate governance practice that the two positions, be held by differem pe pie and 

the C 0 to run the organization. 

urning to the other control variables the measures of profitability, pr fit q-ratio, i 

po itive but not significant. This i moderate evidence that higher proportion of ou ide 

mem ership on the board is positively associated with firm performance. Thi evidence i 
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consistent with results reported by Li (1994) for a ample f firm from the and other 

developed economies. irm size (LSIZ ), has a positive coefficient that is signifi nt. Thi 

i consistent with the positi e coefficient reported by Bathala and Rao (1995) in the S. 1t 

at o consi tent with the findings of Li ( 1994), who finds that firm size, i n a eragc 

po iti ely associated with outside repre entation a ross the 10 countries in hi tudy . he 

results differ from re ults by Pre o t et al (2002) in his examination f board com ition 

in News Zealand and also with the recent findings of Hossain, Cahan and Adams 2000) 

for New Zealand in their study relating b ard composition to investment opportunitie . 

BUSSEG ba a positive coefficient but is not significant. 
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bapt r i umm r 
c mn1 nd tiot 

5.1. on lusi n 

nclu i n nd 

ur finding indicate that b ard ize in Kenya average about eight memb r . h ut id 

repr entati n constitutes ab ut 71.23 % n average. We also n ted that Ut large the 

board the higher the number f outside director . In all the cases we fi und out that there is 

n C 0 duality. Different people held the CEO and chairman p siti ns. 

The empirical finding f this study are consistent with the implication f tlte ag ncy 

th ry literature. We find that many results are c nsistent wiUt b ard c rnp ition studie. 

in considerably larger countries such as the U and UK, where the emphasis n effe ti 

c rporate g vernance and the r le f independent outside director has been part f th 

c rp rate environment ~ r a relatively much I nger amount of time. hu . there 1 

evidence that many elements of the agency framework as it relates to b ard c mp ition 

are applicable to different economic systems. 

ur evidence fr m Kenya indicates that there are aspects f the b ard c mp iti 11 i ue 

that are unique to different countries. Similar t UK, Japan, US-based re arch, we find 

tl1at greater inside wnership is as ciated with I wer pr p rlion of utsiders n the b ard. 

This supp rts the n tion that board c rnposition and inside equity owner hip are sub titute 

mechanisms in contr lling agency problems. In line with the agency exp ctati n w als 

find that debt, and wnership concentration are negati ely related to b ard c mpo iti n, 

whi h suggests that debt, \! nership concentrati n and ard c mp siti n are iewed a 

ubstitute agency connict controlling mechanism in Kenya. This is quite different from 

findings in News Zealand by Prev st et al (2002) where he ~ und ut that debt and 

ownership c ncentrati n were p siti ely related t b ard c mp ition. 

ontrary t my hypothesized relationship, \ e also fl und ut that b ard ize i highly 

po iti ely correlated to outside repre entation, the bigger the b ard the higher the numb r 
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of utside directors. Our tudy find that EO are eparate from b ard chairs in all th 

companies looked at. This may explain the reason for my negati e re uJL he 

cannot lant the board with more inside directors ecause he i als n t the chairman of the 

board. The findings may be a r flection that corporate ard in K nya are fully 

embracing the recommendati ns on g od corp rate governance a rec mmended by the 

guidelines issued by CMA in 2002. 

Among the remaining control variables, we find that busine s segment i p sitively related 

to outside representation, this means that as companies get into many different business 

segments they may require expertise and may therefore take on m re ut ide directors. 

Finn size is also positively related to outside representati n, thi is consi tent with the 

iew that growing firms will require expertise which may be brought in by outside 

directors. 

5.2 Limitations of the Study. 

1. One of the limitations encountered was the pre enc of gaps in the data collected. 

The population wa made up of the 51 listed companie but nly 45 were left ~ r 

the study. 

2. The second limitation was the focus of the study. be study focused on the quoted 

companies. It did n t lo k at the unquoted c mpanies thu limjting the 

generalization of re ult . 

3. Limitation of time available for research i yet another constraint. If more time 

were available one would have looked at data over a 1 nger period f time for more 

meaningful relationships. 

4. Thinness of tbe Nair bi st ck exchange was yet an ther limhation. We ha e ery 

few listed c mpanies at the Nairobi stock exchange unlike exchanges in ther 

developed countrie and this limited the number of companies' I ker at. 
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5.3. Recommendation for further tudy. 

There is no literature on board composition in Kenya and a lot of research w uld therefl re 

be neces ary in the area. 

The results of this study have identified evidence on the cbaracteri tics of board' 

composition in quoted companie in Kenya. It has also established the relationship betw en 

effecti e board comp sition and other corporate attributes in the arne qu ted mpanie . 

It would be beneficial if research was carried out on; 

1. Determinants of corporate board composition on unquoted companies. 

2. Board composition and flfm performance in Kenya. 

3. Board Composition, Structure and Independence in Kenya. 

4. Board Composition and CEO Compensation: evidence from Kenya. 

5. Determinants of corporate Board composition, in different industries in Kenya. 
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CLUDED IN THE STUDY 
CEO 

Compally BDSIZ OlTfDlR OUTDlR DUAL INSOWN 

- ediaaroup 
• Fi CSIIOIII! 

~ 1tbdee I ranee 
Crown Btr&er 
i!C 

SQodard Cbanered 
Blot 

9 lenya Commercial 
Blolc 

10 Jruday Blolc or Kenya 
II RFCK 
I~ Natioaal Bank of Kenya 
U TPSSertaa 
14 Bllllbwi 
U East African Cable3 
16 BAT 
I Dunlop 
IS ToW Kenya 
19 Athi River Mining 
70 Limuru Tea Company 
21 Diamond Trust 
2 CFC Bank 

U Pan African Insurance 
24 Eaagad Umited 
2.S CMC 
~6 Kenya Aarways 
21 Uebunu Supc:rmarkciS 
I Mumw Suaar 

29 Cvbacid lnvestrneniS 
.lO Kenya Power & 

ti' ll Ea.st African Brcv.ulca 
31 IC DCI 
33 Willil.do Tea( It) Uld 
34 Uoaa limited 
l.S Car and General 
l6 CltyTMt 
37 K.apcboruaTca Co Lld 
3 Rea VlpiJ!30 
39 St&Ddanl New papcn 

W1bal1 East Afries 
41 Em Africa Paeb&ina 
2 A BallllllDn 

•3 BOC Kar)-a 
.. Tes 
5 Oil 

E 'l ITY 

9 
8 

11 
6 

11 
7 
9 

10 

12 

12 
8 

10 
8 

14 
6 
9 
6 
8 
8 
s 
9 
8 
9 
3 
9 
II 
10 
7 
s 
9 

12 
II 
7 
6 
7 
3 
.s 
.s 
8 
8 
8 
.s 
6 
8 
4 

8 

1 n 78 
3 37 so 

10 90.91~ 
4 66.67'l 
9 81 82~ 
.s 71 43" 
1 n.78~ 

.. 40.00~ 

9 1S. 1\i 

7 .58 .33~ 
.S 62.SO!Ii 
7 70.00% 
6 7.5.00% 
9 64.29'1\ 
4 66.67~ 
6 66.67'1\ 
4 66.67~ 
4 so.oo~ 

.S 62.SO~ 
2 40.00'1\ 
8 88.89!1i 
6 7.5 .00~ 
7 77.78% 
2 66.67% 
1 77 .78% 
9 81.82'1\ 
9 90.00% 
1 100.00% 
3 60.00% 
8 88.89\{, 

1 .58 .33~ 
10 90.91~ 

6 8.5.71% 
.s 83.33% 
.s 71.43'1\ 
2 66.67'1\ 
4 80.001{, 
4 80.00" 
3 37 . .50'1\ 
6 7.5.00'1\ 
6 7.5.00" 

3 60. " 
.s 83.33'l' 
6 7.5. ~ 
3 7.S. ~ 

.S.73 71 .23\IL 

no 0. I 
no 003'l 
no 0. I 
no 0. 11 I 
no O.OO!Ii 
no O.OO'l 
no O.OO'l 
no 0.001 

no O.OO'l 

no O.OO!Ii 
DO 0.00% 
no 0.001 
no 0.001 
no 0.00% 
no 0. 17~ 
no 0.00~ 

no 0.001 
no 0.00% 
no 0.001 
no 0.00% 
no 0.00% 
no 0.00'1\ 
no 0.00'1\ 
no 0.00'1\ 
no 0.001 
no 21.98% 
no 0.00% 
no 0.001 
no 10.171 
no 0.001 

no 0.001 
no 0.02% 
no O.OO!Ii 
no 0.031 
no 0.00~ 
no 0.00${. 
no O.OO!Ii 
no 0.00~ 
no 0.00~ 
no 0.001 
110 O.OO!Ii 
no 0.00${. 

110 0. " 
110 O.OO!Ii 
110 0001 

. 01" 

lOP 10 

934 " 
67 .581 
64 23'l 
88.981 
47 71" 
76.601 
36.23 
78.401 

7.5.301 

80.71" 
60.16W. 
n.oow. 
78.62W. 
92 • .S3W. 
81.97W. 
8.5.31" 
80.36W. 
98.801 
78.n'Jf. 
91.97W. 
39.09W. 
90.911\i 
72.481\i 
9.5. 18'1\ 
63.981\i 
60.2795 
68.44% 
.54.32\\j 
73.0.51\i 
63 .16'1\ 

67.66'1\ 
64.04'1\ 
68.1S\\i 
1o.nw. 
87.69W. 
92.33% 
9.S.2.S% 
69.80% 
94.08'1' 
89.4J'J(, 
88.79'1\ 
78.08'1' 
80 .s,, 
76 .S3 
88.96W. 

76 . 

DEBT 

13.33'l 
30.94 
29.91 I 
17 .G-11 
10 . .591 
28.62 
73.221 
90.nl 

91.18 

88.37$ 
90.281 
92.401 
39.931 
14.961 
19.02 
2.5.01 I 
.56.221 
44.031 
28.01 I 
14.201 
79 n1 
79.931 
17 38W. 
7.681 

48.191 
63.01" 
81..531 
26.721 

I.II'J(, 
48431' 

19.911 
2.901 

17.421 
3.5.441 
46.1.SI 
3.04'1\ 

11.961 
19 . .561 
79.76!1i 
79.101 
72.61" 
18.96' 
17.741 
6.07 

42 .881 

Toal BUS Proftt • 

Asseu( HS) E T I ' 

6.227.163, 
2,823.822. 
3,613, 
2,.548,682 , 
3,190,471. 

873,2.S7, 
9,329,2&2, 

61.6SO,I28, 

.59.7.54.869, 

8.5,914, 
10,445,217' 
2.5 .230. 980. 

2.122,792, 
l.S,IOS, 

330,539. 
3.710.796, 

m,SOB • 
6,108,924, 
1,41.5,1..54, 

46,483. 
6.273.7..54, 

11,846,12.5, 
I,S90,37.S, 

114.SSO. 
4,4.57.162, 

24,255. , 
2,.539,96.5, 
9,.S24.364, 

685,816. 
31 ,3.53.095. 

17,297,637. 
2,.549.230. 
1.<160.316. 
3,089.719. 

595,333, 
208.582,787 
607.430, 
607,391, 
736,878. 
970,..549, 
9.54 ,377, 

83.438. 
1,277.0.58. 
2,470,290, 
3.664.326, 

9,560.878.395 

I 
.s 

2 
2 

6 7262 

Q 

.s 80 42" 
2 77.911 
I 923~ 
I 53.49 
2 9S.I8 
I 284~ 

I 64 73~ 
I 10771 
I 47 96 
3 24.1 
I 4.53 
I 42 99!1 
3 60 . 42~ 

3 26 . .52!1 
I .S.S 96'1 
s ·3 .S7'-' 
3 .S2 40-. 
I 74 92'1 
I S 41'1 
I 14 ()If. 

2S 63 

4 23.44"' 
I 34 96W. 
4 7 .S31 
2 88 1a 
2 43 34, 
1 1 sa 
2 73. 13'A 
2 32.341 

2 106 "' 
I 24 72'1 
I .S .63'1 
4 · 14 67'1 
2 14.S'I 
.s 13 961 

8. " 

21 SII!J 

lR a lbc proportion or lndepcodeot ouiSidcr board lllClllbcn 10 IOQJ board izc. INSOWN Is the proportion or common hares o ned by 
mana cment and ducctors. DEBT is the proponion of debl defUICd u long·lertn dcbl plus current lilbilitles 10 10111 A eu TOPIO tS the 

f.'lt'llorUIIIDol sbares bdd by 1bc 10 la1JC:SI slwchoklers of lbe firm's equity. BDSLZE Is lbe siu of the oo..nl or dirc<:ton C O_DUALITY is a 
Kl equal to ooc if lbc CEO is cu: chairman or lbe oo..nl. q Ratio is T in' q appro~ll'!lllled y ta.kmg lbc um f 

lllc f tum debe. boot value of Del $bon term ddK. and the market value or cornmoo equity divided b} lbc boot value or lOIII as 
LStZ.E is deflliCd u book va!IIC! or IOQJ asscu. BUSSEG is lbe number or busiDCU segmen: in ~hich lbe flflll opera 
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PPENDIX 2 

Correlation Matrix for Kenyan Board Characteristic 

Bdslu OUTDIR 0 DIR 
% 

I Pearson 
Correlation 1 .833(00

) 0.095 

Slg. (2-talled) 0 0.536 

N 45 45 45 

~ Pearson 
Correlation .833(00

) j .6 15( .. ) 
0 :TDIR 

Slg. (2.-talled) 0 0 

I 45 45 45 

Pearson 

Ol'TDIR CorrelaUon 0,095 .615(00
) 1 

' Sig. {2-talled) 0.536 0 

I N 45 45 45 
I Pearson 

Correlation 0.089 0.124 0.052 
SO\~ Sig. (Ualled) 0.562 0.415 0.735 

N 45 45 45 

Pearson 
Correlation -.342( •) -.528(••) -.456( ., 

TOPIO Slg. (2-talled) 0 .021 0 0.002 

l N 45 45 45 
I Pearson 

Correlation .371(0
) 0.225 ~.089 

DEBT Sig. (2-tailed) 0.012 0 .136 0.561 

l N 45 45 45 
I Pearson 

Correlation .744(00) .61 w·> 0 .136 
l.SlZE Sig. (2.-talled) 0 0 0.373 

l N 45 45 45 

I Pearson 
Correlation .342(•) 0.232 ~.051 

a · EG S1g. (2-talled) 0,022 0 .124 0.711 

N 45 45 45 

Pearson 
PROFlT Correlation 0 .011 ~.135 -.368(0

) 

Q Sig. (2.-tailed) 0 .942 0.376 0.013 

.~ 45 45 45 

• Correlation is significant at U1e 0.05 level (2-tailed). 

"' Correlation is significant at the 0.01 level (2-tailed). 
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1 OWN TOPIO DEB 

. 
0 .089 .342(0

) .371t•) 

0.562 0021 0.012 

45 45 45 
-

.528(0 

0.124 ., 0.225 

0.415 0 0.136 

45 45 45 
. 

56(• 
0.052 ., ~.089 

0.735 0,002 0.561 

45 45 45 

1 ~.164 0.018 

0.281 0.907 

45 45 45 

~.164 I ~.168 

0.281 0.27 

45 45 45 

O.Ql8 -0.168 I 

0.907 0.27 

45 45 45 
-

0.127 .358(0
) .520( .. ) 

0.404 0.016 0 

45 45 45 

0.028 ~-133 0,024 

0.853 0.382 o .8n 

45 45 45 

~.034 0.177 0.052 

0.824 0.246 0.736 
45 45 45 

IZE B PROF I 
EG TQ 

.744(••) .342(•) 0.011 

0 0.022 0 .942 

45 45 45 . 
.61 1(••) 02n -013S 

0 0124 0.376 

45 45 45 

. 
0136 -O.OS7 .368(•) 

0.373 0.711 0.013 

45 45 45 

0.127 0.028 -0.034 

0.404 0.853 0.824 

45 45 45 

-.358(0
) -0.133 0.177 

0.016 0.382 0.246 

45 45 45 

.520( .. ) 0.024 0.052 

0 0877 0.736 

45 45 45 

I 0.286 -0 178 

0.057 0.242 

45 45 45 

0.286 I -0.109 

0 .057 0475 

45 45 45 

~.178 -0.109 I 

0.242 0.475 
45 45 45 



p 3 

SIO MODEL OUTPUT 

Variables Entered/Removed (b) 

Model I Vnrlllbles Enterw I VarlablM Rnno,•td j Method 

I I I .1 Enter 
a All requested variables ent.ercd. 

b Dependent Variable: OtrrDIR 

Mood Summary (bl 
Std. Error 

Ourbln· I odd R R quare AciJustul R quare or the 
W uon 

Estimate 
l .704{8) 0.495 o.4JS 1.6973 2.317 

a Prt'ditwrs: (Constant), DEBT, £NSOWN, BUSSEG, PROFITQ, TOPJO, LSIZE 

b Dependent Variable: OtJfDIR 

ANOVA (b) -Sum or 
1ocftl SQuares df M Square F Jg. 

Regression 107333 6 17.889 6.21 J)OO{al 

1 Residual 109.467 38 2.881 

Total 216.8 44 

a PredJcwrs: (Constant), DEBT, INSOWN, BUSS EO, PROFITQ. TOPlO,LSIZE 

b Dependent Vari~tble: OtrrDIR 

. Coefficients (a) 
Standar 

ostandardiud dited olllnearlty 
Coeffident oeflicle t lg. St tlsti 

ots 

fod B Std. Beta 
Tolennc 

lF 
Error e 

{Constant) -5.579 4.711 -1.184 0.244 

INSOWN -3.49E.()2 7.285 ·0.001 -0.005 0.996 0.96-1 1.037 

BUSSEG 5.53£{)2 0.181 0.037 OJOS 0.762 0 895 1.118 

1 TOPlO -5319 1.881 ·(>.355 -2.83 0.007 0.844 1.185 

PROPlTQ 0.111 0.391 0.034 0.283 0.779 0.925 1.081 

LSIZE 0.716 0.201 0.541 J.m O.COI 0.573 1.744 

DEBT -0.883 1.039 -0.118 ..o.as 0.4 0.691 1.447 

a Dependent Vamble: NONEXEC 
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Collinnrih Dbgnosl1cs (1) 

Varlaoce Proportions 

ondltJo PR 
lod 

Dlmalsloo 
EJgmvalu 

n lnd (Constant) 
r . w B 1' p OF JZ 0. 

d N G 10 IT BT 
Q 

1 
o.o 0.0 

4.871 I 0 0 O.GI 0 I 0 I 

2 
0.0 

0.959 2.2.53 0 0.94 0 0 I 0 0 

3 
O.IS 

0.606 2.83.5 0 0.02 o.o.s 0 I 0 0 

1 • 0.0 UA 
0.32 3.902 0 0 0.28 0 2 0 9 

s 0.0 0 I 
0.22 4 701 0 0 0.5.5 0.03 9 0 7 

6 
0.0 

0.04 
0.1 

2l3E.Q2 14.788 O.o2 0.03 0.07 0.78 3 I 
0.0 02 

7 1.57&.03 55 .66.5 0.98 0 0.05 0.19 3 0.96 2 

A Dependent Variable: OlTTDIR 

Resld\12ls Statlst.ks (a) 

1\Unlmwn Maxlnlum Mean Std. Onl:itlon N 

Pralicttd Value 2.5833 8.3979 5.7)),) 1..5619 45 

Residual -3.4104 3.421 2.07E-16 1.5773 45 

Std. Predlcttd Value -2.017 1.706 0 I 4.5 

Std. Resld!W -2.009 2.016 0 0.929 45 

a Dependent Variable: 0\JTDIR 
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