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Abstract

The effect of corporate governance on firm perfarogahas long been of great interest to financesrgnomists,
behavioural scientists, legal practitioners andr®ss operators. Yet there is no consensus overaghatitutes

an effective corporate governance mechanism tllatces agents or managers to consistently act imteeest

of share value optimization. The purpose of thigdgtis to investigate the role of corporate goveoeain
mitigating agency cost in a sample of 9 servicediselected on the basis of market capitalizatiom fNairobi
Securities Exchange during the period 2008-2012.ua&xl the proxy asset utilization ratio to measgency
cost. Multivariate fixed effect regression is usedinalyze the data. The explanatory variablesugeldirector
ownership, institutional ownership, external owhgss board size, CEO/Chair duality, remuneratiauiture
and board independence. The results show that hdjrector and institutional ownership reduces ltheel of
agency cost. Smaller sized boards also resultvering agency cost. Board independence has pesitiv
association with asset utilization ratio. The sapian of the post of CEO and chairperson and higher
remuneration lower agency cost.

Keywords: Corporate governance, Agency cost, Multivariatedieffect regression

1. Introduction
Corporate governance has become one of the mostoaoly used phrases in the current global business
vocabulary. The notorious collapse of Enron in 200fhe of America’s largest companies, has focused
international attention on company failures and tthke that strong corporate governance needs tp taa
prevent them. The UK responded by producing thegsligeport (2003) and the Smith Report (2003), wdwere
the US produced the Sarbanes—Oxley Act (2002).oNstiaround the world are instigating ‘far-reaching
programmers’ for corporate governance reform, adeeeed by the proliferation of corporate govermaoades
and policy documents, voluntary or mandatory, tadthhe national and supra-national level. The phesal
growth of interest in corporate governance has la@eompanied by a growing body of academic rese#sh
the discipline matures, far greater definition atarity are being achieved concerning the natureasporate
governance. This study considers the broad rangatgre of corporate governance and its role in mmizing
agency cost.

Corporate governance is the broad term describegithcesses, customs, policies, laws and institsittbat
directs the organizations and corporations in thg they act, administer and control their operatidnworks to
achieve the goal of the organization and managesefationship among the stakeholders includingotberd of
directors and the shareholders. It also deals thighaccountability of the individuals through a im&gism
which reduces the principal-agent problem in thganization. Corporate governance mechanisms ase tho
mechanisms that protect shareholders interestsntGosi economic development improves with the hefp
good corporate governance. According to Core €t1809) companies will face higher problems of axyerost
when they have week structure of corporate govemand in spite of maximizing firms value manag#grsuch
firms overindulge in personal pursuits. The Kengde of corporate governance was published in yéad by
the, Central Bank of Kenya, for the purpose of ewh#y governance and transparency and to improge th
disclosure in financial reporting of companies fdex to protect the interests of companies investor
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To the best of author knowledge, it is the firstdst done in Kenya in order to investigate the fi€orporate
governance in minimizing agency cost in the sergeetor. Cheema et al. (2003) has studied onlydbere of

ownership structure of corporations in Kenya, Gharal. (2002) examines business groups and timpiadt on

corporate governance during 1998-2002. Hasan atid(B09) examine the impact of ownership structume

corporate governance on capital structure from 2@02005. Ashraf and Ghani (2005) examine the osigi
growth, and the development of accounting practaes disclosures in Kenya and the factors thatémfted

them. Mir and Nishat (2004), Shaheen and Nisha®420Tariq and Butt (2008), Javed and Igbal (200&yed

and Igbal (2010) and Humera Khatab et al. (201@ist the relationship between corporate governamce
firm performance. Therefore it is the first workrgoin the context of Kenya which address the agenalglem

and the role of corporate governance and owneghipgture in limiting it, especially after the ddiahment of

code of corporate governance in 2002.

Limited research has been done in developed cegsntoo, in the area of corporate governance. Fumibre,
studies that have directly measured agency cost Bnd then determine factors that affect firm’'sragy costs
are few in number. Studies that have empiricallgrexed the agency cost determinants and the irduenf
corporate governance on agency cost include, Angl.e2000) who have taken data from US non-listed
companies, Singh and Davidson (2003) and Doukas, &id Pantzalis (2000) used a sample of largedliste
American firms, Fleming et al. (2005) and Darremie(2006) in the context of Australia, in UK conmies
Florackis and Ozkan (2004) during the period 1892003 and Doukas et al. (2005).

As developing economy, Kenya's governance practaes likely to be different from those of developed
economies. According to Carcello et al. (2002) afatim et al. (2006) previous literature on corperat
governance also argues that most of the work sftbid has been done in developed countries andlitige in
developing countries, because their mechanismerpbcate governance is still evolving.

The purpose of this article is to evaluate theatiffeness of mechanisms related to governancenimmzing or
controlling the costs arises from agency problerthiwia sample of service companies listed in thédiba
Securities Exchange, during 2008-2012. The studyomdy contributes in finding such factors that ghéh
mitigating the problem of agency cost but also havglications for the corporate governance refonocpss in
Kenya.

2. Literature Review

2.1 Theory of Cor porate gover nance

The subject may be treated in a narrow or a bmadner, depending on the viewpoint of the policykena
practitioner, researcher or theorist. It seems thasting definitions of corporate governance fall along a
spectrum, with ‘narrow’ views at one end and marusive, ‘broad'views placed at the other. One approach
toward corporate governance adopts a narrow view, wherporate governance is restricted to the relatipns
between a company and its shareholders. This igaddéional finance paradigm, expressed in ‘agetheory’.

At the other end of the spectrum, corporgd@ernance may be seen as a web of relationshopsniy between

a company and its owners (shareholders) but alsecle@ a company and a broad range of other ‘stddtefsd:
employees, customers, suppliers, bondholders, teeraut a few (Yatim, P, 2006). Such a view tend®do
expressed in ‘stakeholder theory’. This is a madusive and broad way of treating the subjectaporate
governance and one which is gradually attractirepigr attention, as issues of accountability angparate
social responsibility are brought to the forefrofipolicy and practice in the UK and elsewhere. Thasensus
derives from a questionnaire survey that sampliedge number of UK institutional investors (JillSelomon &
Aris Solomon, 2000).

2.2 Agency Theory

Agency costs represent important problems in cafgorgovernance in both financial and nonfinancial
industries. The separation of ownership and coritr@ professionally managed firm may result in agers
exerting insufficient work effort, indulging in pguisites, choosing inputs or outputs that suit rth@vn
preferences, or otherwise failing to maximize fisalue. In effect, the agency costs of outside osmgr
equalthe lost value from professional managers miakig their own utility, rather than the value tbe firm.
Theory suggests that the choice of capital strectuay help mitigate these agency costs. Undeagéecy costs
hypothesis, high leverage or a low equity/asset ratio redubesagency costs of outside equity and increases
firm value by constraining or encouraging managersct more in the interests of shareholders. Sthee
seminal paper by Jensen and Meckling (1976), alitasiture on such agency-theoretic explanatidnsapital
structure has developed (see Harris and Raviv 4881Myers 2001 for reviews). Greater financial tege may
affect managers and reduce agency costs througlhthat of liquidation, which causes personal lsske
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managers of salaries, reputation, perquisites,(etg., Grossman and Hart 1982, Williams 1987), #imdugh
pressure to generate cash flow to pay interestresgse (e.g., Jensen 1986). Higher leverage can atgtig
conflicts between shareholders and managers cdngethe choice of investment (e.g., Myers 1977¢ th
amount of risk to undertake (e.g., Jensen and Nregkl976, Williams 1987), the conditions under whibe
firm is liquidated (e.g., Harris and Raviv 1990 dadividend policy (e.g., Stulz 1990).

The introduction of limited liability and the opéig up of corporate ownership to the general putbliough
share ownership had a dramatic impact on the wayhich companies were controlled. The market system
the UK and the USA, inter alia, is organized infsacway that the owners, who are principally thersholders
of listed companies, delegate the running of thepany to the company management. There is a separdt
ownership and control that has led to the notoriagency problem’. Berle and Means (1932) discugbed
extent to which there was a dispersion of sharahgldvhich consequently led to a separation of aglme and
control in the USA. Prais (1976) showed that a Isimstructure of ownership and control operatethian UK.
The agency problem was first explored in Ross (L9%8h the first detailed theoretical expositiohagency
theory presented in Jensen and Meckling (1976)y Heéined the managers of the company as the ‘agant
the shareholder as the ‘principal’ (in their an@ythere is one shareholder versus the ‘managdrsdther
words, the shareholder, who is the owner or ‘ppatiof the company, delegates day-to-day decisiaking in
the company to the directors, who are the sharehisldagents’. The problem that arises as a resuthis
system of corporate ownership is that the agentaadmecessarily make decisions in the best intem@sthe
principal. One of the principal assumptions of agetiheory is that the goals of the principal andragonflict.
In finance theory, a basic assumption is that thengry objective for companies is shareholder wWealt
maximization. In practice this is not necessatiky tase.

It is likely that company managers prefer to purthedr own personal objectives, such as aimingaim ghe
highest bonuses possible. Managers are likelydplaly a tendency towards ‘egoism’ (i.e., behaviat feads
them to maximize their own perceived self-inter&iatright, 1999). This can result in a tendencyoitus on
project and company investments that provide higbrtsrun profits (where managers’ pay is relatedhis
variable), rather than the maximization of longiteshareholder wealth through investment in projdtas are
long-term in nature.

Agency costs can manifest in various forms, inglgdself-serving behavior on the part of managecsged on
status or empire-building objectives, excessivepisite consumption, non-optimal investment decisimaking
or acts of accounting mismanagement or corporatgfrThe adverse implications of these actionshae felt

in the form of the destruction of shareholder wealhd wider impacts on other corporate stakehaldéne
realization of the consequences flowing from theidance of agency problems have led to emphasizggbei
placed on the importance of competitive markets rf@magerial labor and corporate control as momitpri
mechanisms designed to limit the degree of ageiveygence, the role of institutional shareholdersabstitute
agency devices and the development and enforceafertides of corporate governance practice to erhanc
director and management oversight and create thssiracentive structures within firms. The empitica
literature on the role of corporate governance itigating agency cost is very limited. Howeverisitsuggested
that agency costs can be reduced by internal gameenmechanisms and there is empirical evidensapport
of this argument.

2.3 Board Size

Small boards were found less powerful and effeciseeompare to boards that are large in size tndy glone
by Pearce and Zahra (1991). This result is alspatpd by Singh and Davidson 11l (2003) by sayihgttthe
association between size of the board and asskgatitn ratio is positive and statistically sign#nt,
furthermore they conclude that agency cost willllbeer the greater the asset utilization ratio. tmtcast
Florackis and Ozkan (2004) in a study during 190020n a sample of UK public listed companies, tbthat
size of board has a negative influence on agensymroxy asset turnover, which means that the hititesize
of the board the higher will be the agency costsabse of less efficiency. Similarly (Beiner et 2004; and
Eisenberg et al.1998) support the findings of Fikim and Ozkan's (2004) with evidence that boam# 3
negatively correlated with asset turnover.

2.4 Board Independence

Larger board independence is perceived as a mgmtechanism which can play an important role initlimy
or controlling the agency problem. There are numerstudies in the literature which shed light oa tble of
independent directors and suggest that they are tik@ly to work for the shareholders interest sashByrd
and Hickman (1992), Brickley et al. (1994), Wesipgdrad Zaiac (1995) and Borokkhovich et al. (19%&milar
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results were found by McKnight and Mira (2003) atehry (2004) concluding that agency costs will inedr

the higher the number of independent directorstenbioard. On the contrary the findings of Hermalird

Weisbach (1991) and Agrawal and Knoeber (1996) ssigipat board independence does not play a signtfi
role in mitigating agency costs. Ang et al. (20830 support the argument of Hermalin and Weisl{aép1)

and Agrawal and Knoeber (1996).

2.5 CEO/Chair Duality

It is strongly suggested in the literature thatasaping the post of CEO and chairperson will ndiydmprove
firm performance but also help in minimizing agemogts. However it is proposes by agency theorgpraiang
to Fama and Jensen (1983) that in order to minimagency cost the structure of leadership could beot
separated. It was found that CEO/Chair duality do@simpact agency costs McKnight and Mira (2008) a
Florackis and Ozkan (2004). Mcknight and Weir (2008a study on UK public listed firms also findsat
duality does not play an important role in mitigatiagency cost.

2.6 Remuneration Structure

The next variable which is remuneration structsreroxied as taking natural log of the sum of ttaltannual
benefits paid to all board members? It is predidtethe prior literature that the higher the renmatien of
directors the lower will be the agency cost becahsse incentives will induce managers to workhie best
interest of company shareholder in order to cowotirsly receive these benefits and to protect tldirgecurity.
However in contrast to the predictions made ingher literature about the association between remation
structure and agency cost Darren Henry (2006) fahatithe influence of remuneration structure osrag cost
measure asset utilization ratio is negative, irtthgathat higher directors pay does not mitigateray cost, on
the other hand he found that remuneration strudiagenegative association with asset liquidityoratiggesting
that remuneration structure lowers agency cost.

2.7 Managerial Ownership

Agency costs will be reduced the higher the manalgewnership because when the ownership of masager
the firm increases it will result in the convergeraf interests between company managers and shdeehas
suggested by Jensen and Meckling (1976) in thecggdreory. Singh and Davidson (2003) also supguwet t
prediction of agency theory however he find weeklence that agency problem is minimized with insieg
ownership of managers in the firm.

2.8 Ingtitutional Owner ship

Institutional shareholders play a key role in ndtigg agency problem because they can monitor firm
performance and action of managers and can infuemanagerial decision making. Furthermore, instibal
shareholders as shown by Brickley, Lease, and S(i#i88) as compare to other shareholders vote more
actively on anti-takeover amendments and work enkast interest of shareholders. According to Pq888)
institutional investors as compare to private shaliders who are less informed can monitor manageria
performance at lower cost because of greater egpexhd resources. Henry (2004) also supportdrida§s of
Pound (1988). In contrast, Doukas et al. (2000), Bicknight and Weir (2008), show that agency ceshot
influenced by institutional ownership. Accordirg$ingh and Davidson (2003) outside block ownerslaimot
appear to have a significant influence on agensy. co

2.9 External Owner ship

The final variable of the study is external ownguskvhich is measured as the sum of all individual
shareholdings except managerial and institutiomareholdings. Similar to institutional shareholdetker
external substantial shareholders can also maxith&e value by monitoring company performance,clahivill
result in minimization of the agency costs. Accogdio Darren Henry (2006) there is a negative erilte on the
dependent variable asset utilization ratio, bug #ssociation does not appear to be significamil&iresult was
found by Singh and Davidson Il (2003) in a studynd in the context of US, concluding that extermakck
holding does not have a significant impact on agest when it is measured in terms of discretipragpense
ratio and asset utilization ratio. The reason atiogrto Singh and Davidson Il (2003) for the insfgcant
association between the explanatory variable eateswnership and proxies of agency cost may be useca
these agency variables may not completely capheeperformance metrics that are evaluated by thsidmu
block holders when evaluating firm performance.
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3. Conceptual framework

In this paper we have discussed all the importagiteidients of which conceptual framework consitdigure
1), for example generation of the research hyp@hesriables Operationalization, design of redeaasnd
limitations.

BRDSIZE
DUALITY
IND DIR AGENCY
REMSTR COST

DIROW
EXTOW
INSOW

Figure: 1

3.1 Hypothesis
H1: Agency costs will be lower when companies have d®#rat are small in size.
H,: Companies will face lower agency costs when thesellagher board independence.
Hs: Agency costs will be lower when companies have tifterent persons acting as a CEO and
chairperson.
H,: Agency costs decreases with increasing pay andsesmf management.
Hs: At higher level of managerial ownership firm wikve lower agency costs.
He: At higher level of institutional ownership agenasts will be lower.
H+: Higher external ownership mitigate agency problem.

4, Data and Operationalization of Variables

The sample used in the study consists of top 9cepompanies selected on the basis of marketat&gition.
We select companies which are listed in the Nai&dasturities Exchange and for which data is availainl all
variables. The period of the study consist of 4rgdeom 2008-2012. The data has been collected K3,
Central Bank of Kenya and the Audited Annual Repdrom companies’ official websites. Audited Annual
Accounts of all the companies during 2008-2012 hasn mostly considered for calculation of financial
variables. Fixed effect multivariate regressionlgsia is used in order to examine the role of gogece and
ownership attributes in mitigating agency cost.

4.1 Operationalization of Variables
4.1.1 Dependent Variable
Dependent variable of the study is agency costchvis measured by using the proxy asset utilizattio.

4.1.1.1 Agency Cost

The asset utilization ratio is used by followingdArCole and Wuh Lin (2000) and Singh and David<008).
A higher asset utilization ratio indicates that gamies are making investment decisions which areapdimal
or a second interpretation will be that compantesiavesting their funds in projects which are wgorctive. It
is defined as:

Asset utilization ratio = total revenue/total asset

4.1.2 Explanatory Variables

The variables evaluated in this paper as potedgd¢rminants of agency cost levels can be categbris
representing ownership influences and corporatemg@ance mechanisms.

4.1.2.1 Director Ownership: Following Darren Henry (2006) we measured it aspghecentage of total firm
equity capital held by all company directors.

4.1.2.2 Ingtitutional Ownership: Following Darren Henry (2006) it is determined & total percentage
shareholding of all institutional shareholders.

4.1.2.3 External Ownership: Following Darren Henry (2006) we define it as thensof all individual non-
institutional and non-director shareholdings.

4.1.2.4 Board Size: Following Mir and Nishat (2004) we measure boam 9y taking natural log of all board
members.
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4.1.2.5 Duality: Following Mcknight and Weir (2004) duality is inclad as a dummy variable which is given a
value of 1 if the CEO is also the chairperson efltbard of directors and 0 otherwise.

4.1.2.6 Independent Directors. Following Darren Henry (2006) it is measured las humber of independent
directors on the board relative to total numbebadrd members.

4.1.2.7 Remuneration structure: We measured this variable as taking natural loghefsum of total annual
benefits paid to all members of the board.

5. Model Specification

The technique used in the study to examine theldetkveen governance and agency cost proxies id &Kects
multivariate regression analysis. This techniqumaees omitted variable bias and allows for coningll
unobserved heterogeneity across the sample firtresnTodel specifications are as follows:

Agency cost i = Bo+ B (CEO- chair duality it) + B, (Board independenceit) +
Bs (Board size;) + B4 (Board remuneration ;) +
Bs (Institutional ownership ;) + Be (External ownership ;) +
B (Director Ownership ;) + &; + €

Where:
Agency cost ;; = the dependent variable of the study, it repreasset utilization ratio for firm
at periodk.
o = Intercept,
&; = Firm-specific fixed effect, and
g = Error term

6. Analysis And Results

6.1 Descriptive Statistics

In table 1 we have shown descriptive statisticsseven explanatory variables and agency cost passgt
utilization ratio. The descriptive statistics induthe median, mean, standard deviation, min and vakes.
The sample consists of 50 companies listed in thieoi Securities Exchange, during 2008-2012. Thim thas
been taken from company’s annual reports, NairabclSExchange and Central Bank of Kenya. The result
show that the mean asset utilization ratio is 0879@ith a standard deviation of 0.5879. As for agporate
governance and ownership characteristics are coedethe variable independent director has a mahre\of
0.1554, which indicate that the percentage of iedeent directors in company board of directors5$4%.
The mean board size stood at 8 members with aatdntkviation of 2.4365, whereas duality has a nvadue
of 0.1956 which means that sample companies inlwBiEO is also the chairperson of the board is tleas
20%. The number of shares held by company dire@ndsinstitutions is 24.87% and 16.45% respectiodly
total equity capital. The average value of exteavahership is 23.86% with a standard deviation©82%.

Table 1: Four Year Summary of Descriptive Statistics

Variables M ean Median SD Minimum Maximum
Asset utilisation ratio 0.7938 0.5436 0.5879 0.0004 3.2145
Independence 0.1554 0.1865 0.2756 0.0000 1.0000
Duality 0.1956 0.0000 0.3881 0.0000 1.0000
Board size 8.5478 7.0012 2.4365 4.0000 21.000
Director ownership 0.2487 0.0865 0.1954 0.0000 1881
Institutional ownership 0.1645 0.1435 0.1284 0.0000 0.5867
External ownership 0.2386 0.1378 0.2781 0.0000 w79
Remuneration (Ksh.000) 1979.6 1309.0 3245.3 11.000 55200.0

6.2 Correlation Matrix

The Pearson’s co-efficient of correlation is usedaider to examine whether multicollinearity exashong the
regressors or not, table 2 presents the resulthrigue for detecting multicollinearity is througfe use of a
correlation matrix. Their will exist the problem ofiulticollinearity between explanatory variables emha
serious correlation is found between them, butareters do not agree that at what specific poicareelation
will be considered as a high correlation. A cotielawill be called as a high correlation whenxteeds 0.80 or
0.90 according to Kennedy (1998). According to Bnay and Cramer (2001) when the correlation betvaesn
two variables is 0.80 or higher then they will hakie problem of multicollinearity whereas 0.70 &ed as a
bench mark by Anderson et al. (1999) for seriougetation. Data for the whole sample is used tal fin
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correlations among explanatory variables using $&ees co-efficient of correlation which are showntéable 3.
However it can be seen that there is no seriougletion between any two of the independent vagbl

After analyzing the Correlations between indepehdesriables we find several observations which are
noteworthy. First, it can be seen in table 2 thamber of independent directors increases as itistiil
ownership increases however when managerial amairetownership increases board independence destea
Similarly the CEO is not the chairperson of therdoa companies where board independence andutistial
ownership is higher; in contrast companies withhkigmanagerial ownership will have CEO working as
chairperson of the board. Furthermore institutiomahership is less in companies where majorityhafras is
held by company directors or external shareholdeesefore such firms are exposed to higher agpralylems.

Table 2: Correlation Matrix

Ind dir Duality Board Size | Dir.own I nsown Extown Remstr
Ind dir 1
Duality -0.265 1
Board Size | 0.124 -0.044 1
Dirown -0.045 0.467 -0.205 1
Insown 0.348 -0.123 0.128 -0.035 1
Extown -0.267 -0.006 -0.165 -0.132 -0.078 1
Remstr 0.066 0.041 0.365 -0.029 0.124 -0.164 1

Note: Ind dir = Independent directors, Dirown= Director ownership, Insown= Institutional
ownership, Extown= external ownership, Remstr= remuneration structure

6.3 Regression Results

The results of fixed effect multivariate regressanalysis are presented in table 1, with assetatiibn ratio as
the dependent variable. The model as a whole rfgignt in explaining variation in the dependeatiable. R-
square is 0.458 which means that the seven indepéndriables explain 45% variation in the dependen
variable asset utilization ratio. Firm-specificdtk effects are also highly significant, indicatggstantial firm
heterogeneity across sample firms. The result shbaisvariable director ownership and asset utibizaratio
have strong positive correlation. The reason i$ the higher the director’s shareholding in the pany the
more closer will be their wealth and decision mgkiimterest with that of company shareholders. Tdsia result
the agency cost will be reduced. Our result isragahe findings of Singh and Davidson 111 (2003)orfound
that director ownership has negative associatidh agset utilization ratio. However when they measigency
cost as discretionary expense ratio the result hesoinsignificant. However, Mustapha and Ahmad {300
found that higher director ownership reduces agensys. Hence the hypothesis that higher directgreoship
will lower agency cost will be accepted.

Similarly, institutional ownership has significapbsitive influence on asset utilization ratio. Ihgtonal
investors monitor the decision making and perforeeaaf the firm, effective monitoring align the irgst of
shareholders with that of the owners, resultingnitigation of agency cost. Thus we will accept bypothesis
that higher institutional shareholding will redumgency cost. Henry (2004) also found that agensysaowill be
lower the higher the institutional shareholdingscontrast, Doukas et al. (2000) and Mcknight arelr\{2008)
show that agency cost is not influenced by ingtihal ownership. However external ownership did lmmte any
significant influence on agency cost. Similar résuas found by Darren Henry (2006) while taking ediss
utilization ratio as the dependent variable. Siagd Davidson 11l (2003) also do not find any sigraht impact
on agency cost when it is measured in terms ofelienary expense ratio and asset utilization ratio

As for the variables related to corporate goverpam® concerned, most of them have significantémfte on
asset utilization ratio. For example it can be seetable 1 that asset utilization ratio enhandgdiicantly by

increasing the number of independent directorshenbbard and with smaller size boards. The justific for

the negative association between the explanataigbla board size and the asset utilization ratay rbe that
smaller size boards, in making decisions are mffeetévze and organizationally functional as comptrdarger
boards, furthermore it is rather more easy for ne@magement for example Chief Executive Officer datrol

smaller board of directors. Hence boards with sisial are therefore having lower agency costs. résult is
consistent with the findings of Ibrahim and abdamsd (2006), they also found that smaller board glay a
significant role in lowering agency costs. In cast; Pearce and Zahra (1991) and Florackis andrO2a04)
found that larger boards mitigate agency costoagpare to smaller boards.
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The company with larger number of independent ¢tirscwill have lower agency costs because indepgnde
directors have a significant influence on the pemiance of the firm. Independent directors not gigtect the
interest of shareholders but also monitor decisi@king of company’s management. Thus we will acoept
hypothesis that agency cost decreases with smalerds and increasing the number of independeattdirs.
Similar results were found by McKnight and Mira (&) and Henry (2004) that board independence lowers
agency costs. In a study on data taken from Maday&imily and non-family ownership firms lbrahindaabdul
samad (2006) conclude that there is no signifieesiciation between agency cost and independerttatis
when it comes to companies from family ownershig, ib contrast independent directors minimize agausts

in non-family ownership. Hermalin and Weisbach (LpAgrawal and Knoeber (1996), Ang et al. (20000 a
Singh and Davidson Il (2003) found that independairectors does not influence agency costs.

The association of variable CEO/Chair duality wasset utilization ratio is negative and statishjcsignificant.
Firms with same person acting as both a CEO andri@aa will increase the influence of a single perso the
decision making of the board of directors, resgltin a higher agency problem. Thus the hypothdss t
separation of the post of CEO and chairpersonlailler agency cost stands. Ibrahim and abdul sa2@@6)
found that in family ownership firms agency costmases when duality role exist, on the other hagehcy
costs rises when duality role exists in non-famalynership. It was found that CEO/Chair duality does
impact agency costs McKnight and Mira (2003), Féé&is and Ozkan (2004) and Mcknight and Weir (2008).
Consistent with prior literature remuneration ofalw of directors has positive relation with assétzation
ratio, which means that higher pay to managerslteesuraising firm performance and reducing agenosgt.
Thus we will accept our hypothesis.

Table3

The results of fixed effect regression of the deteants of agency cost for the duration of fourrgdeom 2003-
2006. The dependent variable is the asset utiimatatio. Explanatory variables are related to ooafe
governance.

Variables Coefficient t-statistic p-value
Intercept 0.322 4.052* 0.0000
Director ownership 0.112 3.41* 0.0007
Institutional ownership 0.002 2.94* 0.0080
External ownership 1.183 0.637 0.0138
Board size -0.514 -3.092* 0.0060
Duality -0.017 -4.46* 0.0000
Independence 0.019 3.96 0.0001
Remuneration structure 0.010 2.566** 0.0190
R-square 0.452

F-statistic 8.470

Fixed effect significance 58.254

*Sgnificant at 1% level

**Jgnificant at 5% level
7. Conclusion
The paper attempts to examine the role of corpagaternance in mitigating agency cost on a sample o
randomly selected service firms listed in the Naiir®ecurities Exchange during the period 2008-20%2.used
the proxy asset utilization to measure agency ddsttivariate fixed effect regression is used talgme the
data. Explanatory variables consist of governamzk @vnership related attributes such as directaresghip,
external ownership, and institutional ownershipef board of directors, CEO/Chair duality, anchueeration
structure and board independence. The results #mmvhigher director and institutional ownershigduees the
level of agency cost. Smaller size boards alsolteegulowering agency cost and the variable bcsré have
significant negative association with asset utilema ratio. Board independence has positive asSoniavith
asset utilization ratio. The separation of the méSEEO and chairperson and higher remuneratiortagency
cost when asset utilization ratio was the dependatidble.

7.1 Limitations of the Study
The research conducted in this study has the falighimitations:
1) In fact, more work is required in the area of poaddl selection tests, and an accreditation syshain t
Guarantees at least some fundamental levels of lshkdwledge and experience.
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2) The study only covers data of firms that are listethe, Nairobi Stock exchange, for the last fgeiars
2008-2012, and therefore does not represent timedpkeyond this.

3) The study only focus on firms listed on the NSE #metefore does not represent unlisted companies.
Furthermore, the study also excluded financial $irdue to their unique ownership and governance
structure.

4) Firms had to be a KSE listed company for the penbdour years in order to meet the criteria for
inclusion in the sample. This might have resultedample bias Zikmund (2003).

7.2 Suggested Future Resear ch
Based on the limitations and findings of curresech, the following recommendations can be madgifure
research:

1) In order to find out the association of agency awith some other types of structure of ownership fo
Example family ownership and public sector firmsiathis unique in Kenya, research in the future
needs to make a difference between family and aamily ownership.

2) The researcher needs to include more years ofidaieder to extend the study and add some control
Variables like leverage, growth, risk and size led firm to investigate their role in mitigating agy
cost.

3) Furthermore, those who want to study the impaagafernance on agency cost in the future needs to
cover financial sectors, which will not only extettds study but also the results, will become more
effective.

4) In order to investigate whether the level of agewogt is affected by the existence of nonlinear
ownership, the researchers in the field of corgofatance needs to re-estimate the above model afte
including squared terms for the external and dinectvnership variables.

References

Agrawal, A. and C.R. Knoeber, (1996). Firm perfont@a and mechanisms to control agency problems
betweenmanagers and shareholders, Journal of kahanc Quantitative Analysis. 31: 377-397.

Ang, J.S., R.A. Cole and J. Wuh Lin, (2000). Agerogts and ownership structure, Journal of Finabse81-
106.

Beiner, S., Drobetz, W., Schmid, F. and Zimmerm&hr(2004). An Integrated Framework of Corporate

Borokhovich, K. A., Parrino, R., & Trapani, T. (189 Outside directors and CEO selection. Journ&liadncial
and Quantitative Analysis. 31(3): 337-355.

Brickley, J. A., Coles, J. L., & Terry, R. L. (199Dutside directors and the adoption of poisols pilournal of
Financial Economics. 34: 371-390.

Brickley, J., Lease, R. C., & Smith, C. W. (1988)wnership structure and voting on antitakeover atmemts.
Journal of Financial Economics. 20: 267—-291.

Byrd, J. W., & Hickman, K. A. (1992). Do outsideretors monitor managers? Journal of Financial Boucs.
32: 195-221.

Carcello, J.V., Hermanson, D.R., Neal, T.L. andeRilR.A. (2002). Board characteristics and audisfe
characteristics, International Review of Finanéiahlysis. 14: 493-507.

Cheema, A. (2003). Corporate governance in Kersgds and Concerns. The Journal. 8: 7-19, NIPA,

Cheema, A., F. Bari, and O. Saddique (2003). CatpoGGovernance in Kenya: Ownership, Control and the
Law. Lahore University of Management Sciences, tah@ontemporary Accounting Research. 19(3):
365-84.

Dalton, D.R., C.M. Daily, A.E. Ellstrand and J.lohhson, (1998). Meta-analytic reviews of board cositfon,
leadership structure and financial performancet&tfic Management Journal. 19: 269-290.

Doukas, J.A., C. Kim and C. Pantzalis, (2000). 8gcwanalysis, agency costs and company charatitesis
Financial Analysts Journal. 56: 54-63.

Doukas, J.A., P.J. McKnight and C. Pantzalis, (308®&curity analysis, agency costs and UK firm

Eisenberg, T., Sundgren, S., and Wells, M. (1998yger Board Size and Decreasing Firm Value in $mal
Firms, Journal of Financial Economics. 48: 35-54

Fama, E. F., & Jensen, M. C. (1983). Separatioovafership and control. Journal of Law and Econonés
327-349.

Finance, and Investment, (University of ChicagesBr€hicago). 149-180.

Fleming, G., R. Heaney and R. McCosker (2005). Agerosts and ownership structure in Australia, fRaci
Basin Finance Journal. 13: 29-52.

Florackis, C. and Ozkan A. (2004). Agency Costs &adporate Governance Mechanisms: Evidence for UK
Firms, Working Paper, University of York, UK. 49(2)39-58.

153



Research Journal of Finance and Accounting www.iiste.org

ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) g
Vol.5, N0.12, 2014 IISTE

Gani, W. I. and J. Ashraf (2005). Corporate Govecea Business Group Affiliation and Firm Performanc
Descriptive Evidence from Kenya. Lahore UnivergsifyManagement Sciences. (CMER Working Paper
No 05-35).

Governance and Firm Valuation: Evidence from Switzel, ECGI paper 34/2004

Henry, D., (2004). Corporate governance and owngsthucture of target companies and the outcome of

Hermalin, B. E., & Weisbach, M. S. (1991). The effeof board composition and direct incentives iom f
performance. Financial Management. 21: 101-112.

Humera Khatab et al. (2010). Corporate Governamek Farm Performance: A Case study of Karachi Stock
Market International Journal of Trade, Economicd Bmance. 2(1): February, 2011 2010-023X

Ibrahim (2006). Corporate governance in Kenya: #sial of current challenges and recommendationfutare
reforms Washington university global studies lawiee VOL. 5:323

Igbal, Robina (2006). Corporate Ownership Structanel Firm Performance; Evidence from Kenyai Listed
Companies. M Phil Dissertation, Economics Departim@naid-i-Azam University, Islamabad.

Javid, Attiya Y. and Robina Igbal (2009). Owners@ipncentration, Corporate Governance and Firm

Jensen, M.C. and Meckling, W.H. (1976). Theoryhaf tirms: managerial behavior, agency costs anceostip
structure, Journal of Financial Economics. 3(45-80.

McKnight, P.J. and Mira, S. (2003). Corporate Goaeice Mechanisms, Agency Costs and Firm Performance
in UK Firms,

McKnight, P.J. and Weir, C. (2009). Agency costaporate governance and ownership structure irelahg
publicly quoted companies: a panel data analysis, Quarterly Review of Economics and Finance.

mechanisms, Journal of Banking and Finance. 27-81%3

Mir, Shahid and Mohammad Nishat (2004). Corporateveédnance Structure and Firm Performance in
Kenya:An Empirical Study. Paper presented at Secamaual Conference in Corporate Governance.
Lahore University of Management Sciences, Lahore.

Pearce, J.A. and Zahra, S.A. (1991). The Relatiwed? of CEOs and Boards of Directors: Associatiathw
Corporate Governance, Strategic Management Jourdal.35-18

Performance: Evidence from Kenya. The Kenya Devakat Review 48:4.

Pound, J. (1988). Proxy contests and the efficierichareholder oversight. Journal of Financialreguoics. 20:
237-265.

Prowse, S.D., (1990). Institutional investment grais and corporate financial behavior in the Uni¢ates and
Japan, Journal of Financial Economics. 27: 43-66.

Shaheen, Rozina and Mohammad Nishat (2005). Cam@avernance and Firm Performance: An Exploratory
Analysis. Paper presented in the Conference of leaBohool of Management Sciences, Lahore.

Singh, M. and W.N. Davidson IlI, (2003). Agency t9®wnership structure and corporate governance

takeover bids’, Pacific-Basin Finance Journal.419-444.

Weir, C., D. Laing and P.J. McKnight, (2002) Intelrand external governance mechanisms: Their ingrathe
performance of large UK public companies, Jourfiddwsiness Finance and Accounting. 29: 579-611.

Westphal, J. and Zaiac, E. (1995). Who Shall Go¥eZiO/Board Power, Demographic Similarty, and New
Director Selection, Administrative Science QuaitediO: 60-83

Yatim, P., Kent, P. and Clarkson, P. (2006). GoaBoe structures, ethnicity, and audit fees of Makay listed
firms, Managerial Auditing Journal. 21(7): 757-82.

154



The IISTE is a pioneer in the Open-Access hosting seradeacademic event
management. The aim of the firm is Accelerating Global Knowledge Sharing.

More information about the firm can be found on the homepage:
http://www.iiste.org

CALL FOR JOURNAL PAPERS

There are more than 30 peer-reviewed academic journals hosted under the hosting
platform.

Prospective authors of journals can find the submission instruction on the
following page: http://www.iiste.org/journals/All the journals articles are available
online to the readers all over the world without financial, legal, or technical barriers
other than those inseparable from gaining access to the internet itself. Paper version
of the journals is also available upon request of readers and authors.

MORE RESOURCES

Book publication informationhattp://www.iiste.org/book/

IISTE Knowledge Sharing Partners

EBSCO, Index Copernicus, Ulrich's Periodicals Directory, JournalTOCS, PKP Open
Archives Harvester, Bielefeld Academic Search Engine, Elektronische
Zeitschriftenbibliothek EZB, Open J-Gate, OCLC WorldCat, Universe Digtial
Library , NewJour, Google Scholar

e m INDEX (&' COPERNICUS
ros INFORMATION SERVICES ERETEENEEIORES

@ vimiensice yournarrocs @

£z 8 Elektronische
©0®@ Zeitschriftenbibliothek

open

occ O 48 i

aaaaaaaa 's libraries T UniverseDigitall,
Connected. WorldCat ey —



http://www.iiste.org/
http://www.iiste.org/journals/
http://www.iiste.org/book/

