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ABSTRACT: This paper examines the interrelations among ownership, board and manager 
characteristics and firm performance in a sample of 54 firms listed at the Nairobi Stock Exchange 
(NSE). These governance characteristics, designed to minimize agency problems between principals 
and agents are operationalized in terms of ownership concentration, ownership identity, board 
effectiveness and managerial discretion. The typical ownership identities at the NSE are government, 
foreign, institutional, manager and diverse ownership forms. Firm performance is measured using 
Return on Assets (ROA), Return on Equity (ROE) and Dividend Yield (DY). Using PPMC, Logistic 
Regression and Stepwise Regression, the paper presents evidence of significant positive relationship 
between foreign, insider, institutional and diverse ownership forms, and firm performance. However, 
the relationship between ownership concentration and government, and firm performance was 
significantly negative. The role of boards was found to be of very little value, mainly due to lack of 
adherence to board member selection criteria. The results also show significant positive relationship 
between managerial discretion and performance. Collectively, these results are consistent with 
pertinent literature with regard to the implications of government, foreign, manager (insider) and 
institutional ownership forms, but significantly differ concerning the effects of ownership 
concentration and diverse ownership on firm performance.  
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1. INTRODUCTION  

The separation of ownership and control of capital in publicly held companies precipitates 
conflicts of interest between principals and agents (Berle and Means, 1932). Whereas the basic 
motivation of owners of capital is to maximize their wealth by enhancing the value of the firm, the 
objectives of agents are diverse and may include enhancement of personal wealth and prestige. This 
divergence of interests often leads agents to engage in insider dealings where there are no mechanisms 
for effective monitoring, ratification and sanctioning of managerial decisions. It has been argued 
(Jensen and Meckling, 1976) that agents resort to extraction of private benefits from firms that they 
manage if they are not shareholders, and thus neither meet the full cost of mismanagement nor share in 
the residual income of those firms. To remedy managerial failings, a number of governance 
mechanisms aimed at aligning the interests of agents with those of principals, including equity 
ownership by managers, may be considered. To enhance their monitoring role, and ensure capital is 
applied to its intended purpose, shareholders choose from amongst their ranks, individuals to represent 
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them on the board of directors. The Board is therefore, put in place to safeguard the interests of 
principals from agents who are bent on extracting private benefits from the organization (Jensen and 
Meckling, 1976). Research has however, shown that the board of directors does not always protect the 
interests of shareholders, and some of them, in fact, get entrenched. They thus become a threat to 
shareholders rather than a panacea to managerial failings. To mitigate the collective failings of both 
agents and board, shareholders are forced to incur agency costs by hiring independent auditors to help 
monitor managerial decisions that are ratified by board of directors. Managerial discretion has been a 
subject of academic investigation for sometime, especially after initial researches showed mixed 
results on its relationship with firm performance. These governance mechanisms have not been 
adequately researched in Kenya. The study whose results are reported by this paper was thus, 
conceived to bridge the glaring gap in literature. Kenya has experienced turbulent times with regard to 
its corporate governance practices in the last two-and-a-half decades, resulting in generally low 
corporate profits across the economy (Anyang’-Nyong’o, 2005). Coincidentally, this picture is fairly 
well replicated globally in the same period.  
1.1. Global Trends in Corporate Governance 

From the global perspective, the history of corporate governance systems is now well 
documented. According to Gomez (2005), the past two decades have however, witnessed significant 
transformations in corporate governance structures, leading to increased scholarly interest in the role 
of board of directors in driving corporate performance. Arising from many high profile corporate 
failures, coupled with generally low corporate profits across the globe, the credibility of the existing 
corporate governance structures has been put to question. Subsequent research (Shleifer and Vishny, 
1997) has thus called for an intensified focus on the existing corporate governance structures, and how 
they ensure accountability and responsibility. The now well-publicized cases of Enron Corporation, 
Adelphia, Health South, Tyco, Global Crossing, Cendant and WorldCom, among others, have 
repeatedly been put forward as typical scandals that justify corporate governance reform and the need 
for new mechanisms to counter the perceived abuse of power by top management.  

Monks (1996) argues that the numerous cases of corporate failures are an indictment of the 
effectiveness of the existing corporate governance structures. Initially, these financial scandals 
appeared primarily to be an American phenomenon, arising from overheated U.S. stock markets, 
excessive greed, and a winner-take-all mindset of the American society. Over the past twenty years or 
so, however, it has become clear that the vice of managerial fraud, accounting irregularities and other 
governance abuses is a global phenomenon, afflicting many non-U.S. companies including Parmalat, 
Vivendi, Hollinger, Ahold, Adecco, TV Azteca, Royal Dutch Shell, Seibu, China Aviation, among 
other high profile cases. Related to these disclosures of alleged gross corporate malfeasance, there was 
also a more widespread erosion of standards throughout the global markets, with questionable and 
unethical practices being accepted. The net effect has been to undermine the faith shareholders and 
investors have in the integrity of the world’s capital markets. Researchers in corporate governance 
(Donaldson & Davis, 2001; Huse, 1995; Frentrop, 2003) have reported that there is still lack of 
concurrence on the ideal corporate governance structure that could safeguard shareholders’ assets 
while promoting wealth creation ventures.  

The corporate governance debate has largely centered on the powers of the Board of Directors 
vis-à-vis the discretion of top management in decision making processes. The traditional approach to 
corporate governance has typically ignored the unique influence that firm owners exert on the board, 
and by extension, the top management, to behave or make decisions in a particular way. Consequently, 
studies on corporate governance (Cubbin and Leech, 1982; Monks, 1998; Jensen, 2000; Shleifer, 
2001; Frentrop, 2003; Donaldson, 2005; Huse, 2005) have not comprehensively identified and dealt 
with the complexities that are inherent in corporate governance processes. Perhaps, this is where the 
greatest problem of corporate governance lies. Owner preferences and investment choices are 
influenced by, among other factors, the extent to which they can take risks. To the extent that owners 
have economic relations with the firm, their priority would be to protect their interests even though 
this may lead to low investment returns, and generally low profitability. In this regard, Thomsen and 
Pedersen (1997) argue that banks which play a dual role as lenders and owners would not favor high 
risk ventures with great potential for returns since such a policy is inimical to loan repayment. 
Government may also play the dual role of regulator and owner. For each of these owners 
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(stakeholders), preferences regarding company strategy will involve a trade off between the pursuit of 
shareholder value and other goals (Hill and Jones, 2005). 
1.2. Conceptual Framework 
  The role of corporate governance in an economy can not be gainsaid. Yet the ongoing research 
and debate on ideal corporate governance structure appears to have paid inordinate attention to the role 
of board to the exclusion of other equally important aspects of governance such as ownership structure 
and managerial discretion. Thus, the corporate governance framework in its current form is evidently 
lacking in a monitoring system or contract, aligning the role of the firm owners, board of directors and 
managers' interests and actions within the wealth creation and welfare motivation of stakeholders. This 
paper, therefore, proposes a more vibrant conceptual framework (Figure 1) combining both ownership 
structure and the board. This framework can help us better appreciate the phenomenon of corporate 
governance. 

FIRM OWNERSHIP IDENTITY
 · Managers (Insiders)
· Government
· Corporation
· Foreign
· Diffuse/ Diverse
)

FIRM OWNERSHIP
CONCENTRATION 
(Per centage of shares owned)

    Board Effectiveness
.  Leadership

.    Stewardship
.   Monitoring
.  Reporting

     Managerial Discretion
.  Perceived discretion

.    Locus of control
.    Perceived power

Market Influences
. Managerial Labour Markets
. Product Markets
. Financial Markets
. Industry Structure

Internal Influences
. Intangible Resources
. Leverage
. Size

Corporate Performance

. Return on Assets (ROA)
. Return on Equity (ROE)

. Dividend Yield (DY)   

 
Figure 1: Corporate Governance Model 
 

Ownership structure has a direct bearing on the risk-taking orientation of the firm. Agency 
problems arise whenever investment ideas and preferences of principals (owners) are at variance with 
those of their agents (Leech and Leahy, 1991). Hence the board of directors acts as the intermediary 
between the principals and their agents, and is charged with four main responsibilities: leadership; 
stewardship; monitoring; and reporting back to the principals. The effectiveness of the board helps in, 
among other ways, monitoring and controlling managerial discretion. Broadly speaking, there are two 
sources of influences on managerial discretion. Apart from the internal influences (imposed by the 
board) there are external influences that pertain to the role of markets in monitoring and disciplining 
managers (Jensen and Ruback, 1983). The most significant market-related constraints arise from 
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managerial labor markets, product markets and financial markets. Managerial labor markets pose 
multi-dimensional threat to inept managers in the form of imminent take-over or absorption by better- 
managed firms, replacement of the management team or simply being black-listed. Managerial 
ineptitude, more often than not, leads to poor financial management and erodes confidence of potential 
creditors (Brown Governance, Inc., 2004). These constraints impose on managers extra vigilance as 
they exercise their discretion. Other factors that moderate managerial discretion include intangible 
(idiosyncratic) resources, firm leverage, size, and industry structure. Demsetz and Villalonga (2001) 
found out that there was a significant positive relationship between corporate performance and 
intangible resources among American companies. Intangible assets are firm-specific characteristics 
that are unique to, and influence performance of an organization.  

Resource Based View (RBV) holds that firms can earn sustainable supra-normal returns if and 
only if they have superior intangible resources that are protected by some form of isolating mechanism 
preventing their diffusion throughout industry (Miller, 2003). According to Wernerfelt (1984) and 
Rumelt (1984), the fundamental principle of the RBV is that the basis for a competitive advantage of a 
firm lies primarily in the application of the bundle of valuable resources at the firm’s disposal. To 
transform a short-run competitive advantage into a sustained competitive advantage requires that these 
resources are heterogeneous in nature and not perfectly mobile (Barney, 1991; Peteraf, 1993). 
Essentially, these valuable resources become a source of sustained competitive advantage when they 
are neither perfectly imitable nor substitutable without great effort (Hoopes, 2003; Barney, 1991). In a 
nutshell therefore, to achieve these sustainable above average returns, the firm’s bundle of resources 
must be valuable, rare, imperfectly imitable and non-substitutable (Barney, 1991). The extent to which 
external and internal factors affect managerial discretion will depend on, among other factors, the 
manager’s locus of control, perception of discretion and the amount of power that people perceive the 
manager to possess.  

The relationship between locus of control and how managers view their discretion is 
practically important to the extent that the variation in perceived discretion is systematically related to 
consequential managerial or organizational outcomes (Eisenhardt and Bourgeois, 1988). One such 
outcome is managerial power, defined as the ability to influence others. Managerial power is important 
because its use is especially likely at the strategic apex of the firm due to the ambiguity and 
uncertainty surrounding strategic issues (Eisenhardt and Bourgeois, 1988; Finkelstein, 1992; 
Tushman, 1977). These researchers reported that managerial power is a positive predictor of 
managerial efficacy, the firm's strategic choices and performance among manufacturing firms in 
Europe. Noteworthy about the conceptualization of managerial power is that a manager must be able 
to recognize himself/herself, and be recognized by others, as powerful in order to influence these 
others (Pfeffer, 1981, 1978). This condition is significant since it conceptualizes managerial power as 
theoretically and practically distinct from perceived managerial discretion. For example, managers 
may perceive themselves as having much discretion and as powerful, they are not powerful (Pfeffer, 
1992). Thus, managerial power is an interpersonal phenomenon, whereas perceived discretion is an 
intra personal phenomenon. The relationship between locus of control and how managers view their 
discretion is systematically related to consequential managerial or organizational outcomes 
(Eisenhardt and Bourgeois, 1988). One such outcome is managerial power, defined as the ability to 
influence others. Managerial power is important because its use is especially likely at the strategic 
apex of the firm due to the ambiguity and uncertainty surrounding strategic issues (Eisenhardt and 
Bourgeois, 1988; Finkelstein, 1992; Tushman, 1986). 
 
2. GOVERNANCE MECHANISMS AND FIRM PERFORMANCE 

This paper argues that the Board alone is not a panacea to all the governance problems 
afflicting the modern corporation. To better appreciate the corporate governance issues, firms need to 
also take into consideration the risk-taking orientations of their shareholders as these have a direct 
bearing on the type of investment decisions that managers will prefer. Firm ownership structure is thus 
discussed in terms of the actual identities of the owners as well as percentages of shareholding by 
these shareholders (ownership concentration). In addition, managerial discretion is critical for 
innovation and creativity, which translate to firm performance.  
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2.1. Ownership Structure 
The composition of ownership of a firm comprises the actual identity of individual and 

institutional shareholders of a corporation as well as the proportion of shares owned by each 
shareholder (ownership concentration).  

 
2.1.1. Ownership Identity and Firm Performance 

The pertinent literature on corporate governance pays much attention to the issue of 
shareholder identity (Shleifer and Vishny, 1997; Welch, 2004; Xu and Wang, 1997). The cited authors 
argue that the objective functions and the costs of exercising control over managers vary substantially 
for different types of owners. The implication is that, it is important, not only how much equity a 
shareholder owns, but also who this shareholder is, that is, a private person, manager, financial 
institution, non-financial institution enterprise, multi-national corporation or government. Investors 
differ in terms of wealth, risk aversion and the priority they attach to shareholder value relative to 
other goals. Owner preferences and investment choices are influenced by shareholder interests that the 
owners may have in addition to their own interests (Cubbin and Leech, 1982; Nickel, 1997; Hill and 
Jones, 1982; Hansmann, 1988; 1996). To the extent that owners have their economic relations with the 
firm, conflicts of interest may arise. For example, banks may play a dual role as lenders and owners, 
government as regulators and owners (Thomsen and Pedersen, 1997). For each of these stakeholders, 
preferences regarding company strategy will involve a trade off between the pursuit of shareholder 
value and other goals. A similar trade-off is implied for corporate owners such as multi-national parent 
companies that may want to sacrifice local profit maximization for global interest of the organization. 
Among the different ownership forms, managerial ownership seems to be the most controversial as it 
has ambivalent effects on firm performance. On one hand, it is considered as a tool for alignment of 
managerial interests with those of shareholders, while on the other hand, it promotes entrenchment of 
managers, which is especially costly when they do not act in the interest of shareholders (Mork et al, 
1988; Stulz, 1988). Thomsen and Pedersen (2000) posit that the relationship between ownership 
concentration (as a proxy for shareholder control over managers) and firm performance depends on the 
identity of the large (controlling) shareholders. One possible interpretation of this finding is that 
different types of shareholders have different investment priorities, and preferences for how to deal 
with managers’ agency problems. The overall impact of managerial ownership on corporate 
performance depends on the relative strengths of the incentive alignment and entrenchment effects. 
Regarding government (state) ownership, there is much more unanimity in the academic circles. State 
ownership has been regarded as inefficient and bureaucratic. Stulz (1988) defines state-owned 
enterprises as “political” firms with general public as a collective owner. A specific characteristic of 
these firms is that individual citizens have no direct claim on their residual income and are not able to 
transfer their ownership rights. Ownership rights are exercised by some level in the bureaucracy, 
which does not have clear incentives to improve firm performance. Yarrow (1988) considers the lack 
of incentives as the major argument against state ownership. Other explanations include the price 
policy, political intervention and human capital problems (Shleifer and Vishny, 1994). State 
ownership of firms is not without some benefits to the society.  

Traditionally, public enterprises are called upon to cure market failures. As social costs of 
monopoly power become significant, state control seems to be more economically desirable as a way 
of restoring the purchasing power of the citizenry (Atkinson and Stiglitz, 1980). Generally speaking, 
however, empirical evidence suggests that public firms are highly inefficient in comparison to private 
ones (Megginson, et al, 1994), even in pursuing public interests. There are several reasons for such 
observed poor performance of state-owned firms. According to Shleifer and Vishny (1994), state-
owned firms are governed by bureaucrats or politicians that have extremely concentrated control 
rights, but no significant cash flow rights since all the profits generated by the firms are channeled to 
the government exchequer to finance the national budget. This is aggravated by political goals of 
bureaucrats that often deviate from prudent business principles (Repei, 2000). Such enormous 
inefficiency of state firms has precipitated a wave of governance transformations in economies around 
the world in the last two decades through heightened privatization of state-owned firms. In their 
analysis of political control of state-owned firms’ decision making processes, Boycko, Shleifer and 
Vishny (1996) argue that transferring control rights from politicians to managers (i.e. increasing 
managerial discretion) can help improve firm performance largely because managers are more 
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concerned with firm performance than are politicians. Banks and other financial institutions are most 
likely to be risk averse because of their concern with profit maximization. An organization that is 
heavily leveraged lacks the capacity to pursue risky investment options as these would jeopardize their 
chances of honoring loan repayment schedules, especially in loss making situations. Banks will also 
try to discourage further indebtedness as more loans might lead to liquidity problems and perhaps 
insolvency. Public companies, on the other hand, can support further indebtedness, if it promises to 
improve the financial position of the firm and shareholder value in the long-run.  

Regarding diffuse shareholding, it is clear from the relevant literature on agency problem that 
this kind of ownership structure will not give adequate control to the shareholders due to lack of 
capacity and motivation to monitor management decisions (Jensen and Meckling, 1976). Hence the 
control of the firm reverts to underhand dealings aimed at augmenting their income. This insider 
dealing might compromise company performance. Manager/insider ownership, on the other hand, has 
attracted a lot of attention and interest for a wide variety of reasons. Much of the interest has focused 
on the potential for better economic performance, particularly through enhanced motivation and 
commitment from employees who have a direct stake in the residual income of the firm. Strong 
majorities of the public believe that manager-owners work harder and pay meticulous attention to the 
quality of their work than non-owners, and are more likely than outside shareholders to influence firm 
performance. There have also been social arguments for manager/insider ownership of firms, based on 
its potential to broaden the distribution of wealth, decrease labor-management conflict, and enhance 
social cohesion and equality by distributing the fruits of economic success more widely and equitably. 
The effect of foreign ownership on firm performance has been an issue of interest to academics and 
policy makers. According to Gorg and Greenaway (2004), the main challenging question in the 
international business strategy is the outcome gained from foreign ownership of firms. It is mainly 
accepted that foreign ownership plays a crucial role in firm performance, particularly in developing 
and transitional economies. Researchers (Aydin, Sayim and Yalama, 2007) have concluded that, on 
average, multi-national enterprises have performed better than the domestically owned firms. It is 
therefore, not surprising that the last two decades have witnessed increased levels of Foreign Direct 
Investments in the developing economies. Two main reasons have been put forward to explain the 
phenomenon of high performance associated with foreign ownership of firms. The first reason is that 
foreign owners are more likely to have the ability to monitor managers, and give them performance-
based incentives, leading the managers to manage more seriously, and avoid behaviors and activities 
that undermine the wealth creation motivations of the firm owners. The second reason is the transfer 
of new technology and globally-tested management practices to the firm, which help to enhance 
efficiency by reducing operating expenses and generating savings for the firm.  
2.1.2. Ownership Concentration and Firm Performance 

The effect of ownership concentration on company profitability has been studied since Berle 
and Means (1932). Other studies comparing  profitability of manager–and owner–controlled 
companies, often categorized by the share of the largest owner, generally found a higher rate of return 
in companies with concentrated ownership (Cubbin and Leech, 1983). These studies, however, were 
seriously lacking a theoretical foundation. They neither used nor provided a theory of ownership 
structure and seemed to imply that shareholders could profit by rearranging their portfolios. This point 
was emphasized by Demsetz (1983) who argued theoretically that the ownership structure of the firm 
is an endogenous outcome of the competitive selection in which various cost advantages and 
disadvantages are balanced to arrive at an equilibrium organization of the firm. Traditionally, 
concentrated ownership has been thought to provide better monitoring incentives, and lead to superior 
performance (Leech and Leahy, 1991). On the other hand, it might also lead to extraction of private 
benefits by the controlling shareholders at the expense of the minority shareholders (Maher and 
Andersson, 1999). The principal-agent model suggests that managers are less likely to engage in 
strictly profit maximizing behavior in the absence of strict monitoring by shareholders (Prowse, 1992; 
Agrawal and Knoeber, 1996). Therefore, if owner-controlled firms are more profitable than manager-
controlled firms, it would seem that concentrated ownership provides better monitoring which leads to 
better performance. Gugler (1999) provides a comprehensive survey of empirical studies of the effects 
of ownership concentration on corporate performance, beginning with the pioneering work of Berle 
and Means (1932) to more recent work by Leech and Leahy (1991), Prowse (1992), Agrawal and 
Knoeber (1996), and Cho (1996). Based on primary studies from the US and UK, he finds that 
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although the results are ambiguous, the majority of studies find that firms with concentrated ownership 
tend to significantly outperform manager-controlled firms. Demsetz and Lehn (1985) found no 
association between ownership concentration and profitability (return on equity) in large US 
companies when controlling for determinants of concentration and other variables.  

According to standard agency theory (Shleifer and Vishny, 1997), the choice of a privately 
optimal ownership structure involves a trade off between risk and incentive efficiency. Other factors 
kept constant, larger owners will have a stronger incentive to monitor managers and more power to 
enforce their interests and this should increase the inclination of managers to maximize shareholder 
value. Generally speaking, however, the owners’ portfolio risk will also increase the larger the 
ownership share. To the extent that companies differ in terms of firm specific risk, the privately 
optimal share of the largest shareholder (owner) will therefore, vary. Furthermore, the nature and 
complexity of activities carried out by individual firms may also vary, and so may the marginal effect 
of monitoring on the shareholder value of individual firms (Demsetz and Lehn, 1985). Small 
shareholders may have an insufficient incentive to maximize total shareholder value because the 
control and monitoring gains from large block shareholdings are shared with other investors. And if 
one or a very small group of shareholders attempts to acquire a large ownership stake, the gains will 
largely be captured by the other shareholders who sell their shares at a premium reflecting increased 
demand for the shares and value of the firm. This in effect leads to a positive equilibrium effect of 
ownership concentration on company performance since companies with large owners will do better 
and since minority investors have insufficient incentives to change the ownership structure. But with 
increasing ownership shareholding, improved incentives will have less of an effect on performance if 
the marginal effect of monitoring effort is decreasing. Besides, a large ownership stake in a particular 
company indicates a less than fully diversified portfolio on the part of the owner so that the owner risk 
aversion may induce the company to trade off expected returns for lower risks. This is because a risk-
averse investor, who has most of his investments in a particular line of assets, is always wary of the 
chances of his capital being substantially reduced or even wiped out in a hostile investment 
environment (Short, 1994). Finally, the separation between ownership and management becomes 
blurred as ownership share increases with the added risk or owner “entrenchment” due to private 
benefits of control (information advantages, perks, etc) (Ibid, 1994). From the above literature, and in 
accordance with Morck, Shleifer and Vishny (1988), the following hypothesis is suggested: There is a 
positive relationship between ownership concentration and firm performance. 
2.2. Board Effectiveness and Corporate Performance 

The Board of Directors, which is elected by the shareholders, is the ultimate decision making 
organ of the company (McDonald, 2005). The Board plays a major role in the corporate governance 
framework, and is mainly responsible for monitoring managerial performance, and achieving an 
adequate return for shareholders. The Board also acts as an intermediary between the principals 
(shareholders) and the agents (managers), ensuring that capital is directed to the right purpose (Brown 
Governance, 2004). In this role, the Board prevents conflicts of interest that may arise between 
managers and shareholders, and balances competing demands on the corporation. When necessary, the 
Board also invokes its authority to replace the management of the corporation with new, presumably 
more efficient management that will maximize the firm’s profits. Besides, the Board is responsible for 
reviewing key executive remuneration.  The Board also acts as the voice of the agents to the 
principals, articulating their ideas for uses of capital and making an accounting of the use of capital 
back to the principals (Brown Governance, Ibid, 2004). The Board, in exercising its business 
judgment, acts as an advisor to the top management and defines and enforces standards of 
accountability, all with a view to ensuring that top management execute their responsibilities fully and 
in the interest of shareholders. The role of the Board has come under increasing scrutiny since the first 
wave of major corporate scandals broke, particularly, in the US. Prior to the scandals, blame for 
corporate governance failures fell squarely on the CEO's shoulders (Ibid, 2005). In the recent past, 
investors have become increasingly skeptical about how well boards are running their companies. 
With more vigilance coming from stakeholders, directors are coming to grips with the need to play a 
hands-on role in maintaining the overall health of the enterprise for the benefit of its owners: the 
shareholders. 
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 2.2.1. Board Composition                                                                                                                                    
There is near consensus in the conceptual literature that effective boards are composed of 

greater proportions of outside directors. A preference for outsider- dominated boards is largely 
grounded in agency theory. Agency theory is built on the managerialist notion that separation of 
ownership and control, as is characteristic of the modern corporation, potentially leads to self-
interested actions by those in control- managers (Eisenhardt, 1989; Jensen and Meckling, 1976). 
Agency theory is a control-based theory in that managers, by virtue of their firm-specific knowledge 
and managerial expertise, are believed to gain an advantage over firm owners who are largely removed 
from the operational aspects of the firm. As managers gain control in the firm, they may be able to 
pursue actions that benefit themselves and not the firm owners. The potential for this conflict of 
interest or battle for control necessitates monitoring mechanisms designed to protect shareholders as 
owners of the firm (Fama and Jensen, 1983; Jensen and Meckling, 1976). One of the primary duties of 
the board of directors is to serve this monitoring function (Fama and Jensen). According to the agency 
theory then, effective boards will be composed of outside directors. These ‘outsiders’ are believed to 
provide superior performance benefits to the firm as a result of their independence from firm 
management. Some empirical support has been found for this position. Ezzamel and Watson (1993), 
for example, found that outside directors were positively associated with profitability among a sample 
of U.K. firms. An examination of 266 U.S. corporations found that firms with more outside board 
members realized higher returns on equity. Several other researchers have also noted a positive 
relationship between outside directors and firm performance. Other researchers have, however, noted 
the potential benefits of inside directors (Baysinger and Hoskisson, 1990). Baysinger and Hoskisson 
(1990) have suggested that the superiority of the amount and quality of inside directors’ information 
may lead to more effective evaluation of top managers’ performance. Others have noted a positive 
relationship between inside directors and corporate R and D spending (Baysinger et al, 1991), the 
nature and extent of diversification and CEO compensation. Consistent with stewardship theory, some 
researchers have found that inside directors were associated with higher corporate performance. For 
example, in an examination of Fortune 500 corporations, Kesner (1987) found a positive and 
significant relationship between the proportion of inside directors and returns to investors. The earlier 
work on corporate governance reported a positive association between inside directors and firm 
performance. Additionally, there is a stream of research which has found no relationship between 
board composition and firm performance (Chaganti, Mahajan and Sharma, 1985; Kesner, 1987). 
2.2.2. Board Member Selection Criteria 

Board members fulfill both the internal functions of monitoring and ratifying managerial 
decisions and providing conduits of trust and information for the firm in its external dealings. The 
board member selection criteria would ideally take into consideration these onerous responsibilities of 
the board. Particular attention should, therefore, be paid to the ability of the individual members of the 
board to appreciate the dynamics of the business environment, and provide leadership in real time. In 
this regard, care should be taken to constitute boards that are endowed not only with specific 
knowledge of a firm’s technology and financial markets, but also general knowledge of corporate 
governance structures as well as overall appreciation of global business and financial trends. In order 
to build and sustain a positive image of the organization, board members should be people who enjoy 
unquestioned industry-specific reputation, build individual networks across the industry, possess 
superior bargaining power and intellectual independence to competently monitor managerial 
performance and ratify managerial decisions. This overview on board effectiveness, board 
composition, and board member selection criteria, among other things, demonstrates that there is little 
consistency in research findings to explain the most appropriate board composition that can ensure 
effectiveness, measured in terms of corporate performance. It however, helps us to appreciate the 
oversight role of the board as comprising four core responsibilities, namely, that sets the strategic 
direction of the organization (leadership); stewardship; monitoring; and reporting to the principals the 
results of using their capital. In addition, the modern Board must exhibit enthusiasm for creativity and 
innovation. This leads us to hypothesis H3: Board effectiveness has a positive effect on firm 
performance 
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2.3. Managerial Discretion and Firm Performance 
Hambrick and Finkelstein (1987) have defined managerial discretion as the executives' ability 

to effect important organizational outcome; a function of the task environment, the internal 
organization, and the managerial characteristics. While concurring with this definition Holmstrom 
(1982b) specifies factors affecting managerial discretion to include industry structure, rate of market 
growth, number and type of competitors, nature and degree of political, legal constraints, degree to 
which products can be differentiated, organizational characteristics of the manager. Hambrick and 
Abrahamson (1995) and Finkelstein and Hambrick (1990) posit that managerial discretion moderates 
the correlation between top management effectiveness and both strategic continuity and firm 
performance. Agency theory hypothesizes that managerial discretion is related negatively to firm 
performance if managers use their discretion to pursue their own selfish objectives. According to 
Chang and Wong (2003), strategic management of managerial discretion is dependent, to a large 
extent, on a comparison of the objectives of controlling shareholders and those of managers. Although 
it is now a well established fact that managers may have self-serving objectives, there is no priori that 
restricting managerial discretion will better serve the goal of maximizing firm performance.  

When controlling shareholders also have self-serving objectives, increasing managerial 
discretion can be a useful way to partially protect the interests of investors, and improve firm 
performance (Ibid, 2003, pp. 4). Typical agency theory views managerial discretion as an opportunity 
for managers to serve their own objectives rather than the objectives of their controlling shareholders. 
The controlling shareholders may develop various strategies to prevent managers from using their 
decision making discretion to pursue self-serving objectives at the expense of firm performance. These 
strategies would include doubling managers’ compensation with firm performance, and establishing 
monitoring and bonding mechanisms to limit opportunistic actions by managers (Fama and Jensen, 
1983). Such measures may discourage managers from pursuing their own goals even if they have the 
discretion to do so. Furthermore, it may be in managers’ best interest to maintain a certain level of 
firm performance because of both the discipline and opportunities provided by markets for their 
services, both within and outside the firm (Fama, 1989). Nevertheless, the core hypothesis within 
agency theory is that managerial discretion is negatively associated with firm performance if managers 
use their discretion to pursue self-serving objectives. Many studies have examined the empirical 
relationship between managerial discretion and firm performance.  

Existing evidence about the relationship is however, inconclusive. Some studies (Palmer, 
1973; Berger et al, 1997; Denis et al, 1997; Brush et al, 2000). Other studies find that managerial 
discretion is unrelated to firm performance (e.g. Chaganti et al, 1985; Demsetz and Lehn, 1985; 
Agrawal and Knoeber, 1996). The absence of a relationship is interpreted as evidence that various 
controlling shareholders have made optimal use of various mechanisms to control managers’ agency 
problems and therefore, is considered to be consistent with agency theory’s hypothesis. There are 
however, some studies (Kesner, 1987; Donaldson and Davis, 1991) that find a positive association 
between managerial discretion and firm performance. While researchers have focused their efforts on 
identifying the indicators of discretion, they have not examined whether managers' perception of 
discretion vary within similar organizations and industries. Consequently, they also have not examined 
the sources of such variation. The goal of this study is to extend research on managerial discretion, 
and, more generally, to enrich our understanding of why managers and organizations may respond 
differently when confronted with similar strategic opportunities. Cognitively oriented studies have 
attributed managers' perceptions to industry conditions (Hambrick & Abrahamson, 1995) and 
organizational performance (Dutton and Duncan, 1987). These studies, have, unfortunately, not 
addressed the critical issue of managers personality characteristics; that is, whether the managers' 
actions are controlled by inner drive or some external influence (i.e. locus of control). Rotter (1966) 
suggests that one's locus of control may affect the extent to which one perceives himself/herself to 
have discretion in a variety of situations. Locus of control reflects individual's generalized perceptions 
of the degree to which they control, or are controlled by their environment (Rotter, 1966).  In fact, 
Rotter (1966) argues that the manager’s perception of own discretion in decision making processes 
actually defines his/her perception of power relations within the organization. "External" individuals 
tend to believe that the events in their lives are beyond their control; in their view, luck or destiny 
determine their fate. In contrast, "internals" tend to view their fate as primarily under their control. 
These perceptions tend to be communicated through informal channels or “body language” to the 
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managers’ subordinates, and they ultimately define the authority that managers actually wield over 
those subordinates. 
2.4. Constraints on Managerial Discretion 

According to the classical separation of ownership and control perspective, a dominant or 
majority shareholder has both the incentive and the ability to monitor management so that the firm is 
managed in a manner consistent with profit maximization. The incentive to monitor is high because 
the majority shareholder has a claim on all residual profit (Alchian and Demsetz, 1972), and the ability 
to monitor is high because the dominant shareholder can often control the Board of Directors (Tosi et 
al, 1989; Fama and Jensen, 1983). On the other hand, agency theory is premised on the assumption 
that managers have non-profit maximizing objectives. Various studies analyzing managers’ objectives 
make many different assumptions about these objectives. For example, Baumol (1959) assumes that 
managers have an incentive to maximize sales subject to the constraints of satisfactory profit, and that 
managers have a positive preference for incurring staff expenses, acquiring bigger managerial 
emoluments, and increasing funds available for discretionary use. Some studies suggest that managers 
prefer a non-optimal capital structure because such a structure enables them to pursue personal goals 
(Fama, 1980). When the Board of Directors is under the control of a dominant shareholder, the cost of 
organizing a coalition to oppose existing management is avoided. In contrast, when shareholdings are 
widely diffused, neither the incentive nor the ability to monitor agents is present and so managers are 
afforded a greater degree of discretion that puts less pressure on them to maximize profits (and 
shareholder wealth). Thus concentrated ownership is a powerful restraint on managerial discretion. 
Research grounded in the separation of ownership and control thesis therefore typically makes the 
simplifying assumption that managerial discretion is essentially a function of ownership concentration. 
As such, individual, organizational and environmental factors other than ownership concentration that 
may impact upon managerial discretion are typically ignored (Hambrick and Finkelstein, 1987).  

Nevertheless, even though modern corporations are often characterized by diffused ownership, 
managers are not necessarily able to engage in unethical discretionary behavior due to the monitoring 
and control role of boards of directors (Ibid, 1987). There are two broad sources of constraint on 
managerial discretion. These constraints may be classified as internal or external. Internal constraints 
largely emanate from the Board of Directors and are exercised on behalf of the shareholders (owners). 
These constraints reflect the composition and powers of the Board, including the ease by which 
shareholders can appoint or remove Board members, and the rules governing voting. External 
constraints, on the other hand, pertain to the role of markets in monitoring and disciplining managers. 
The mostly noted market-related constraints arise from managerial labor markets, product markets and 
financial markets (Jensen, 1989). Managerial labor markets play a key role in influencing the behavior 
of managers. When the management of a firm is inefficient, or failing to maximize shareholder value, 
this exposes the company to the threat of a take-over bid, with the consequential removal of inefficient 
management (Maher and Andersson, 1999). While up until now the market for corporate control has 
not been a key feature of corporate governance systems in developing countries such this is gradually 
beginning to change, as mergers and acquisitions are becoming more common (Ibid, 1999, pp.22).  

According to Maher and colleagues (1999), product market competition can to some extent act 
to reduce the scope for managerial inefficiency and opportunism. This is because there are limited 
opportunities for supernormal profits and rent-seeking behavior when markets are competitive, forcing 
managers to enhance efficiency in order to survive. Competition also provides a benchmark by which 
the performance of the firm can be judged by comparing it with performance of other firms within the 
same sector. Providers of capital tend to maintain complex and long-term relationships with the 
corporate sector. According to Blair (1995), the long-term relationships between banks and their 
corporate clients provide greater access to firm-specific information. Due to this disclosure, the bank-
firm relationships reduce asymmetric information problems, enabling banks to supply more finance to 
firms at a lower cost, and thus increasing investment. In addition, bank-firm relationships increase 
monitoring, thus ensuring firms are run more efficiently (Ibid, 1995, pp. 25). The modern corporation 
is increasingly experiencing extra-ordinary vigilance by a wide range of stakeholders who manifest 
themselves either directly or indirectly. Stakeholders place a lot of constraints on managerial 
consultations before major decisions are made. A Board that represents shareholder (or stakeholder) 
interests can effectively monitor managers by virtue of its proximity to sources of information. Also, 
because the Board is a relatively small body, monitoring costs are low (Baysinger and Hoskisson; 
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1990). Needless to say, the efficacy of internal constraints is dependent on the Board acting in the 
interests of shareholders (stakeholders), an assumption that may not always be justified (Hermalin and 
Weisbach, 1991). Unless Board members are significant shareholders, their incentive to monitor is low 
and will not approach that of a dominant or majority shareholder. In contrast to the classical agency 
theory position, there is evidence to suggest that vigilant Boards comprising independent outsiders 
may have a strong incentive to monitor managers when they are shareholders. Further, even in the 
absence of share ownership, Board members have their personal reputations as directors at stake, 
which provides them with an incentive to be vigilant monitors (Fama and Jensen, 1983).  

In countries where employees or other stakeholders are represented on the Board, the incentive 
as well as the ability of stakeholders to monitor can be quite high. Based on this logic, some 
organizations have developed executive share ownership programs for their higher-level management 
and Board of Directors. Under this plan, an employee, usually an executive manager or a member of 
the Board is given a certain number of shares of the company or an option to buy them from the 
market place. This way, the manager or the Board member gets a stake in the profits of the business 
(Muruku et al, 1999). The thesis is that it will be in the interest of the executive or board member to 
increase efficiency since that will result in increased stock prices, from which he also benefits. An 
essential characteristic of internal constraints is that the responsibility for monitoring falls on insiders 
(e.g. owners or Board) who are directly charged with the responsibility for corporate governance. 
What is common to the external constraints is that they rely on a variety of markets or market-based 
measures to align interests and thus, when effective, render monitoring of managers unnecessary. In 
the case of external constraints, shareholders are essentially transferring monitoring responsibility to 
the markets. In the case of markets for corporate control, managers who do not maximize returns to 
shareholders will see their firms acquired and themselves displaced in favor of more proficient 
managers (Jensen, 1989). The influence of internal and market influences on the relationship between 
managerial discretion and firm performance is presented in Table 1. 
 

Table 1. Regression results for the effects of Market Influence on the relationship 
between Managerial Discretion and Firm Performance 

Predictors 

      Col. I 
Market 

Influence as 
Moderator  

ROA  
(β) 

Col. II  
Market 

Influence as 
Moderator 

ROE  
(β) 

Col. III 
Market 

Influence as 
Moderator 

DY 
(β) 

Managerial Discretion .980 .237 1.598* 
Market Influence 4.605 .170 1.884* 
Market Influence x 
Managerial Discretion -.119 -.356 -1.985* 

F (full model) .412 0.289 1.249 
R2  .033 0.023 0.099 
Adj. R2 -.047 -0.056 0.020 

                Standardized regression coefficients 
                *p<.05 

 
The β for the relationship between the independent predictor variable (Managerial Discretion), 

the moderator variable (Market Influence) and their product term (Market Influence x Managerial 
Discretion) were insignificant at the 5 per cent level (i.e. p>0.05).  The above results lead to the 
deduction that the strength of the relationship between managerial discretion and ROA did not depend 
on market influences. Similarly, results in column II show that the relationship between managerial 
discretion and ROE did not depend on market influences. 
2.5. Measuring Firm Performance 

This study used Return on Assets (ROA), Return on Equity (ROE), and Dividend Yield (DY) 
to measure firm performance. These measures of firm performance have been used extensively in 
research in corporate governance (Laffont and Triole, 1991; Xu and Wang, 1997; Heracleous, 2001). 
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ROA measures how much profits a firm can achieve using one unit of assets. It helps to evaluate the 
result of managerial decisions on the use of assets which have been entrusted to them. ROE measures 
the earnings generated by shareholders’ equity of a period of time, usually one year. It encompasses 
three main levers which management can utilize to ensure health of the firm: profitability; asset 
management; and financial leverage. DY refers to the annual dividend per share divided by current 
stock price. DY is an easy way to compare relative attractiveness of various dividend-paying stocks. 
2.6. Hypotheses 
 H1: There is a positive relationship between ownership concentration and firm performance. 
 H2b: Government ownership has a negative effect on firm performance. 
 H2c: Ownership by corporations has a positive effect on firm performance. 
 H2d: Ownership by corporations has a positive effect on firm performance. 
 H2e: Foreign ownership has a positive effect on firm performance. 
H3: Board Effectiveness has a positive effect on firm performance. 
H4a: The strength of the relationship between Managerial Discretion and Firm Performance depends 
on market influences. 
H4b: The strength of the relationship between Managerial Discretion and Firm Performance depends 
on internal influences. 
H5: The relationship between ownership structure and firm performance is hierarchical. 
 
3. EMPIRICAL ANALYSIS AND RESULTS 

Pearson’s Product Moment Correlation and Logistic Regression were conducted on SPSS. The 
results of ownership structure were analyzed in two categories, namely: ownership concentration; and 
ownership identity. Ownership identity has five elements: government; foreign; institution; diverse; 
and manager (insider). Board effectiveness was analyzing by aggregating the scores on the four 
elements: leadership; stewardship; monitoring; and reporting. On the other hand, managerial discretion 
has three elements: perceived power; perceived discretion; and locus of control. The general form of 
the models used was: 
FIRM PERFORMANCE = b0 +   b1OWNCONC + b2FORENOWN + b3INSTOWN + b4GOVOWN + 
b5DIVOWN+ b6 MANOWN +   b7 BOARDEFFECT +   b8MANDISC  
Hypothesis H1: There is a positive relationship between ownership concentration and firm 

performance. 
The results of the Logistic Regression tests in Table 2 indicate that there is a negative and 

significant correlation between ownership concentration and Return on Assets (β=-0.360, p<0.05) and 
Return on Equity (β = -.085, p<0.05). The results for Dividend Yield (β = -.102, p<0.05) were also 
negative but not significant. These results lead to a rejection of the hypothesis H1.   
Hypothesis H2a: Manager (Insider) Ownership has a positive effect on firm performance. 
 The Linear Regression results: ROA (r=0.026, p<0.05), ROE (r=0.038, p<0.05) and DY 
(r=0.041, p<0.05). Logistic Regression results: ROA (β=5.013, p<0.05), ROE (β= 4.409, p<0.05) and 
DY (β = 5.162, p<0.05). The relationship was positive and significant, and hypothesis H2a was 
accepted. 
Hypothesis H2b:  Government ownership has a negative effect on firm performance. 
The Linear Regression results: ROA (r=-.017, p<0.05), ROE (r=-.058, p<0.05); DY (r=-.077, p<0.05). 
Logistic Regression results: ROA (β=-15.794, p<0.05), ROE (β=-17.778, p<0.05) and DY (β=-17.021, 
p<0.05). The relationship was negative and significant, leading to acceptance of the hypothesis H2b.  
Hypothesis H2c:  Ownership by Corporations has a positive effect on firm performance. 
The Linear Regression results: ROA (r=-.016, p<0.05), ROE (r=-.014, p<0.05); DY (r=-.029, p<0.05). 
Logistic Regression results: ROA (β=4.888, p<0.05), ROE (β=2.595, p<0.05) and DY (β=3.120, 
p<0.05).The results were positive and significant, leading to acceptance of the hypothesis H2c. 
Hypothesis H2d:  Diffuse (Diverse) ownership has a negative effect on firm performance. 
The Linear Regression results: ROA (r= 0.012, p<0.05); ROE (r=0.023, p<0.05); DY (r=0.061, 
p<0.05). Regression results: ROA (β=6.041, p<0.05), and ROE (β=5.038, p<0.05); DY (β=3.718, 
p<0.05). The results led to a rejection of the hypothesis H2d. 

Hypothesis H2e:  Foreign Ownership has a positive effect on firm performance. 
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The Linear Regression results: ROA (r=0.044, p<0.05), ROE (r=.037, p<0.05); DY (r=.041, p<0.05). 
Logistic Regression results: ROA (β=6.436, p<0.05), ROE (β=3.810, p<0.05; DY (β=6.579, p<0.05), 
leading to acceptance of the hypothesis H2e...     

Hypothesis H3: Board Effectiveness has a positive effect on firm performance. 
Linear Regression results: ROA (r=-.014, p<0.05), ROE (r=-.026, p<0.05) and DY (r=-.011, p<0.05). 
Logistic Regression results: ROA (β=-.033, p<0.05), ROE (β=-.042, p<0.05) and DY (β=-.035, 
p<0.05). These results lead to rejection of the hypothesis. These results are summarized in Table 2. 
 

Table 2. Logistic Regression Results for the effects of Predictor Variables on 
Firm Performance (Above Market Average) 

Indicator 
Variable 

Column 1 
ROA Above Market 

Average 

Column 2 
ROE Above Market 

Average 

Column 3 
DY Above 

Market 
Average 

Predictor Variable Parameter 
Estimates (β) 

Parameter 
Estimates (β) 

Parameter 
Estimates (β) 

Ownership 
Concentration 

-.360* -.085 -.102* 

Foreign ownership 6.436* 3.810 6.579 
Institution 
ownership 

4.888 2.595 3.120 

Government 
ownership 

-15.794 -17.778 -17.021 

Diverse ownership 6.041* 5.038 3.718 
Board effectiveness -.033 -.042 -.035 
Manager/ insider 
ownership 

5.013 4.049 5.162 

            *p<0.05 
 
The hypotheses H4a and H4b were tested using the models explained below, and their results are 
presented in Table 3. 
Y = d + aX + bM + cXM + E 
The specific Equations are: 
Y= d + aMANDISC + bMKTINFL + cMANDMKTINFL + E 
Y= d + aMANDISC + bINTINFL + cMANDINTINFL + E 
   X =   Independent Variable  
 M =   Moderating Factor  
XM =   Product Term that explains the influence 
 MANDISC =   Managerial Discretion 
MKTINFL =  Market Influence 
 INTINFL =  Internal Influence 
MANDMKTINFL= Product of Managerial Discretion and Market Influence 
MANDINTINFL= Product of Managerial Discretion and Internal Influence 
Hypothesis H4a: The strength of the relationship between managerial discretion and firm 

performance depends on market influences. 
Hypothesis H4b: The strength of the relationship between managerial discretion and firm 

performance depends on internal influences. 
The last hypothesis H5, was tested using step-wise regression method, and the results are 

presented in Table 4 – Table 12 (appendix). 
Hypothesis H5: The relationship between Ownership Structure and Firm Performance is Hierarchical 

(i.e. through Board Effectiveness and Managerial Discretion) 
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Table 3. Regression Analysis of Response by Predictor Variables and 
Type of Investment Market Segment 

Variable 

Agriculture 
Sector 

Commercial 
Services 

Financial 
and 
Investment 

Industrial 
and Allied 

Alternative 
Investment 
Market 
Segment 
(Aims) 

F-
Value 

Board 
Effectiveness 

      

192.25 184.1667 172.9 183.7143 176 Mean 
Median 203 185 174 176 176 .755 

Managerial 
Discretion 

      

Mean 49.75 40 43.9 45.7857 43.4286 
Median 52.5 39 43.5 44 44 

1.395 

Ownership 
Concentration 

      

Mean 63.025 64.15 53.113 55.3792 71.0114 
Median 62.95 67.5 51.045 60.08 72.2 1.695 

Firm Listing 
Age 

      

Mean 35 32 25.7 25.8462 39.7143 
Median 37.5 33 23 33 34 1.549 

 

 
4. METHODOLOGY 

The relationship between ownership structure and firm performance was conceptualized based 
on pertinent literature on corporate governance. Ownership Structure was conceptualized as 
comprising ownership concentration and ownership identity. Ownership concentration (shareholding 
above 30%) was determined using Herfindahl Index, or the equity stake of several largest investors, 
typically the top five shareholders (Demsetz and Lehn, 1985). Four ownership categories were 
identified, namely: foreign; institutional; government; and diverse. Each of these ownership identities 
has different risk-taking orientations, which in effect impact investment decisions and firm 
performance differently. On the other hand, board effectiveness was analyzed based on how well they 
discharged leadership, stewardship, monitoring and reporting functions. Managerial discretion is 
operationalized in terms of locus of control, perceived power and perceived discretion. To test whether 
the relationship between ownership structure and firm performance was direct or through board 
effectiveness and managerial discretion, step-wise regression was used, and the marginal changes in 
value of R monitored to confirm whether the additional variables were of significant or not.  
4.1. Sampling Approach 

A census approach was used, and thus the sampling frame consisted of all listed firms in 
Kenya. Using the Nairobi Stock Exchange Handbooks (2006, 2008), 54 firms were on the roll, out of 
which six had not compiled their financial reports for the relevant period of study. Another six failed 
to take part in the study. The final sample therefore, consisted of forty-two firms, representing about 
78 percent response rate. The sample comprised four firms from the Agricultural sector (9.5%), seven 
from Commercial Services (16.7%), ten from Finance and Investment (23.8%), fourteen from 
Industrial and Allied (33.3%), and seven from Alternative Investment Market (16.7%).  
4.2. Reliability Analysis 

Reliability analysis was used to assess internal consistency (degree of homogeneity among the 
items). Cronbach’s Alpha coefficients were computed for 18 items under board effectiveness and 
managerial discretion, and the overall assessment was 0.87. According to Nunnally (1978), a data 
collection instrument with a good internal consistency should have Cronbach’s Alpha coefficients that 
are higher than 0.7. The items were therefore, found to be highly homogeneous. 
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5. EMPIRICAL FINDINGS 
Prior research has found significant links between ownership structure and firm performance. 

Studies comparing ownership concentration and firm performance have often found a higher rate of 
return in companies with concentrated ownership. Other studies have also shown that it is not only the 
amount of equity held by shareholders that matter when studying firm performance but also the 
identity of the shareholder. The findings of this study therefore, appeared to contradict the position 
held by proponents of ownership concentration (Moldoveanu & Martin, 2001; Kuznetsov & Murvyev, 
2001; Fama & Jensen, 1983; Jensen & Meckling, 1976; Berle & Means, 1932) who argue that 
ownership concentration affords the shareholders the motivation and ability to monitor and control 
management decisions. This, they posit, ensures that managers make decisions that support the wealth 
creation motivation of the shareholders. Managerial ownership is seen as the most controversial where 
its overall effect depends on the relative strengths of the incentive alignment and entrenchment effects 
(Cho, et al, 1998).   

Diffusely owned firms have been shown in previous studies to be poor performers in part due 
to the fact that diverse/diffuse shareholders lack the wherewithal and motivation to monitor, control 
and ratify management decisions. The apologists of strict monitoring and control however, fail to 
clearly appreciate the fact that ultimately, the shareholders rely on the managers’ creativity and 
innovation to deliver the desired superior corporate performance, and inordinate interference of 
shareholders in the management processes will certainly undermine corporate outcomes. The latter 
position is supported by Bergloef and Von Thadden (1997) who posit that concentrated ownership 
curtails the managers’ creativity to a great extent, and therefore force managers to adhere to only those 
strategies that are favored by shareholders, even if they genuinely doubt the efficacy of those 
strategies. The results of this study appeared to vindicate the latter position, which essentially means 
that ownership concentration tends to place inordinate monitoring and ratification powers on 
shareholders, many of whom may not necessarily understand the business well, thereby undermining 
firm performance. The conclusion that may be drawn from the study findings is that in Kenya, 
ownership concentration is inimical to manager creativity and innovation, and curtails firm 
performance. The typical agency problems that are very likely to arise in situations where professional 
managers control the assets of a corporation in which they are not shareholders are adverse selection 
(miscalculations) and moral hazard (failures of managerial integrity). It has been argued that these 
problems often arise because managers lack the requisite motivation to ensure prudence since they do 
not have a stake in the residual income of the firm (Moldoveanu & Martin, 2001; Fama &Jensen, 
1983). According to Mork and colleagues (1988) and Stulz (1988), managerial ownership is the most 
controversial and ambivalent form of firm ownership, and has mixed effects on performance.  

Whereas ownership by managers may be seen as a system of aligning the interests of 
managers with those of the shareholders in a way that enhances corporate performance, this form of 
ownership can also lead to entrenchment of managers, which is costly when they chose to pursue their 
self interests. It has been argued that the overall impact of managerial ownership on firm performance 
depends on how well the entrenchment effects and incentive alignment are balanced (Cubbin and 
Leech, 1982; Nickel, 1997 Hill and Jones, 1982; Hansmann, 1988, 1996). The findings of this study 
agreed to a significant extent with the argument that managerial ownership enhances corporate 
performance. In Kenya, manager ownership of firms has been actualized through executive share 
options. The findings therefore, suggest that when managers also double up as shareholders, they are 
motivated to work towards realization of the wealth creation objective of the shareholders of whom 
they are part. On the other hand, managers who are not shareholders are more likely to engage in 
insider dealings as a way of enhancing their personal wealth and prestige. 

There is near convergence that Government ownership of firms leads to bureaucracy and 
inefficiency that negatively impacts firm performance (Nickel, 1997). Many researchers (Yarrow and 
Vickers, 1988; Shleifer and Vishny, 1997) have argued that state-owned enterprises are political firms 
with citizens as the shareholders, but these citizens have no direct claim to the residual income of 
those firms. The citizens thus cede their ownership rights to the bureaucracy which does not have clear 
incentives to improve performance of the corporations. Others have attributed the prevalent poor 
performance of Government owned firms to the tendency of those firms not to strictly adhere to 
government statutory requirements and regulations. Political manipulation and poor human resource 
policies are other factors that have been blamed for the general poor performance of state-owned 
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enterprises. Since the early 1990’s, the Kenyan Government has pursued a deliberate policy of 
divestiture, aimed at reducing state ownership of corporations with a view to attracting private sector 
participation in management of the fledgling state corporations. It was envisaged that this policy 
would infuse modern management styles into the public sector that would ultimately improve 
performance of these companies. The fact that Government ownership of firms was found to still 
impact firm performance negatively is perhaps an indication that the divestiture program in Kenya is 
yet to reach a critical level where its value can begin to reflect on corporate performance.  

Pertinent literature regarding the relationship between ownership by corporations and firm 
performance emphasizes that investors differ in the degree to which they are prepared to take risks 
(Shleifer & Vishny, 1997; Welch, 2000; Xu & Wang, 1997). Firm owners make investment choices 
that are influenced by their interests and preferences. When a firm acquires shares in another firm, the 
shareholders of the first firm extend their investment preferences, interests and risk taking behavior to 
that new firm. The interesting thing about firm ownership by other firms in Kenya is that the holding 
firms are typically large corporations with the ability to reorganize their branch/affiliate operations to 
bail out non-performing affiliates. Most of these holding firms have also reported good performance 
during the period of study. The good performance of the firms they own is therefore, consistent with 
the documented practice by firms to extend their investment preferences and risk-taking behavior to 
the firms they acquire. Regarding the impact of diverse ownership on firm performance, the findings 
of this study appear to contradict those of previous researchers (Fama and Jensen, 1983; Jensen and 
Meckling 1976; Berle and Mean, 1932) who have argued that agency problems are more severe in 
diffusely held firms due to lack of capacity to collectively monitor the activities of managers, a 
situation that gives managers unlimited leeway to run the affairs of the corporation in their own self 
interest. This argument, however fails to appreciate that shareholder-managers will almost invariably 
demonstrate more commitment to the firm than will their counterparts who are not shareholders since 
the latter have no stake in the residual income of the firm. Although some researchers have tended to 
favor concentrated ownership over diverse ownership, the reality is that the agency costs incurred in 
monitoring managers (especially if they are not shareholders) are huge, and may undermine firm 
performance. Thus, it is a lot cheaper for managers to be able to make independent decisions that 
support shareholder objectives than have shareholders to impose imprudent ideas on them.  

The import of the study findings is that in Kenya, managers work better in an environment 
where they are afforded an opportunity to own shares of the firm, then allowed freehand to exercise 
their professional judgment without undue influence from shareholders. This arrangement works best 
in a diffusely held firm. It can also be argued that the high performing blue chip companies have high 
likelihood to attract more individual investors to buy their shares, thereby diversifying shareholdings. 
The hypothesis H2d is therefore, rejected on the basis of the study findings. The most definitive results 
were on the relationship between foreign ownership and firm performance. The significant positive 
relationships have vindicated the long-held belief that on average, foreign owned companies perform 
better than their counterparts with dominant local ownership. Thomsen and Pedersen (1997) posit that 
preferences regarding company strategies will often involve a trade-off between the pursuit of 
shareholder values, orientation and other goals. Successful companies with an international presence 
tend to be large, with well established management systems that are replicated (with minimal 
customization) in all their branches and affiliates abroad.  

 
6.  IMPLICATIONS OF THE FINDINGS 

There is a significant negative relationship between ownership concentration and firm 
performance. The monitoring and control school of thought argues that the free-rider problems 
associated with diffuse ownership do not arise with concentrated ownership, since the majority 
shareholder captures most of the benefits associated with this monitoring. This found out that the 
reverse is actually true in the Kenyan context. The implication is that when more than 30 per cent or 
more of shares are concentrated on a few hands (i.e. five shareholders or less), there is a tendency for 
the shareholders to be overzealous in their monitoring, controlling and ratification roles over 
managers. This stifles managers’ creativity and innovation, and ultimately affects firm performance 
adversely. It is even worse when the shareholders lack specific and general knowledge about the 
business of the firm. The results of the current study have therefore, shown there is dire need to 
reasonably diversify shareholding as a way of attracting more skills and competencies among the 
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shareholders that can be tapped to improve firm performance. At the same time, the managers should 
be protected from unnecessary direct interference by the shareholders. There is a positive relationship 
between insider ownership and firm performance. It has been argued that when managers own shares 
in their company, they become more committed to the organization since they have a stake in the 
residual income of the firm, and are likely to bear the cost of mismanagement. This commitment 
translates to superior performance. In fact, the study reaffirmed this position among listed companies 
in Kenya. What was not established by the study however is the critical level of shareholding, beyond 
which there would be accelerated firm performance arising from commitment of managers.  

There is a significant negative relationship between government ownership and firm 
performance. Government ownership has been roundly criticized for contributing to generally poor 
performance of firms, due to excessive bureaucracy, tribalism, nepotism, poor human resource 
policies, political expediency in appointments and lack of respect for laws and regulations of the 
country. The current study has confirmed this long-held position. The implication is that government 
should infuse private sector-like management systems and progress the divestiture program to attract 
more private individuals and institutions to co-own the state corporations. There is a positive 
relationship between ownership by corporations and firm performance. Previous studies have found 
ambiguity in the relationship between ownership by corporations and firm performance, due mainly to 
the differences in investment preferences and shareholders’ goals. So the good performance is 
attributable to the investment choices and orientation of the parent companies, and not necessarily the 
ability of managers. The results are a pointer that companies that are performing poorly need to 
carefully chose strategic partners to prop up their poor performance. There is a positive relationship 
between diverse ownership and firm performance. The global trend toward diffuse ownership has 
confounded many researchers, since it undermines the popular belief that managers are inherently self-
seeking and can easily wreck the organization if left without close monitoring. The findings have 
brought a new dimension that emphasizes managerial discretion for creativity and innovation, and less 
monitoring by shareholders. Thus, diffuse ownership of firms provides a good environment for 
excellent policies to be developed and implemented by managers. The managers are therefore best 
informed regarding alternative uses for the investors’ funds. As a result, the managers end up with 
substantial residual control rights and discretion to allocate funds as they choose. The downside of this 
argument is that it presumes that managers are honest, and always prepared to work in the objective 
interest of the shareholders, a position that is often not true. The fact that managers have most of the 
control rights can lead to problems of management entrenchment and rent –seeking behavior by 
managers.  

This study has shown that managers work best when they have sufficient latitude for 
innovation and creativity, that is, less monitoring by principals. The positive and significant 
relationship between foreign ownership and firm performance appears to have gained universal 
acceptance across the globe due to a number of factors. First, foreign owned companies have access to 
management systems whose efficacy has been tested in many contexts. The massive resource base and 
bail-out plans for fledgling affiliates are other factors that enhance performance of foreign owned 
firms. However, the ability of these companies to re-organize their global operations to be able to 
assign more costs to harsh tax regimes and profits to tax havens in a bid to reduce their overall tax 
liability, is the most damning feature of foreign ownership. The board was found to be of no value in 
the Kenyan context. This is indeed an indictment on the board of directors as an organ of corporate 
governance. The greatest shortcoming of the board in Kenya emanates from lack of adherence to 
international best practice in board member selection criteria. This gives room for unqualified people 
to join these boards. Finally, this study has found out that managerial discretion spurs innovation and 
creativity, thus supports firm performance.  
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APPENDICES 
 
Table 4. Results of the Hierarchical Regression Analysis 

Model r R Square 
Adjusted R 

Square 
Std. Error of the 

Estimate 
Change in R 

Square 

 
Change 

in F 
1 .280(a) .079 .054 10.7735659 .079 3.159 
2 .295(b) .087 .036 10.8736776 .008 .322 
3 .296(c) .088 .009 11.0235732 .001 .028 
a:  Predictors: (Constant), Ownership Concentration (Ownconc) 
b:  Predictors: (Constant), Ownership Concentration, Board Effectiveness (Ownconc, Boardeffect) 
c:  Predictors: (Constant), Ownership Concentration, Board Effectiveness, Managerial Discretion  
(Ownconc, Boardeffect, Mandisc). 
 
 
Table 5. Change Statistics from the Results of Hierarchical Regression  
Analysis for Variables associated with ROA 

Model r R Square 
Std. Error of 
the Estimate Change Statistics 

 
Number Value  Value  Value  

Change in 
R Square  

Change in 
F df1 df2 

1 .280(a) .079 10.7735659 .079 3.159 1 37 
2 .295(b) .087 10.8736776 .008 .322 1 36 
3 .296(c) .088 11.0235732 .001 .028 1 35 
 

 
Table 6. ANOVA Results for Change in F ratio with respect to ROA 

Model Type of Test 
Sum of 

Squares df Mean Square F 
1 Regression 366.662 1 366.662 3.159 
  Residual 4294.580 37 116.070   
  Total 4661.242 38     
2 Regression 404.715 2 202.357 1.711 
  Residual 4256.527 36 118.237   
  Total 4661.242 38     
3 Regression 408.071 3 136.024 1.119 
  Residual 4253.171 35 121.519   
  Total 4661.242 38     
 
 
Table 7.  Regression Results for the effects of the Predictor Variables on ROE 

Model r R Square 
Std. Error of the 

Estimate 
Change in R 

Square Change in F 
1 .301(a) .091 13.1200958 .091 3.787 
2 .303(b) .092 13.2892111 .001 .039 
3 .303(c) .092 13.4715041 .000 .005 
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Table 8. Results of Hierarchical Regression Analysis for Variables associated with ROE 

Model R R Square 
Std. Error of 
the Estimate Change Statistics 

        

Change 
in R 

Square  
Change 

in F  df1 df2 
1 .301(a) .091 13.1200958 .091 3.787 1 38 
2 .303(b) .092 13.2892111 .001 .039 1 37 
3 .303(c) .092 13.4715041 .000 .005 1 36 

 
 
Table 9. ANOVA Results for Change in F ratio for ROE Criterion Variable 

Model Type of Test 
Sum of 

Squares df Mean Square F 
1 Regression 651.955 1 651.955 3.787 
  Residual 6541.203 38 172.137   
  Total 7193.158 39     
2 Regression 658.842 2 329.421 1.865 
  Residual 6534.316 37 176.603   
  Total 7193.158 39     
3 Regression 659.827 3 219.942 1.212 
  Residual 6533.331 36 181.481   
  Total 7193.158 39     

 
 
Table 10. Regression Results for the effects of the Predictor Variables on DY 

Model r R Square 
Std. Error of the 

Estimate 
Change in R 

Square  Change in F  
1 .176(a) .031 1.8191858 .031 1.113 
2 .203(b) .041 1.8359751 .010 .363 
3 .203(c) .041 1.8634602 .000 .004 

 
 
Table 11. Change Statistics from the Results of Hierarchical Regression Analysis for  
Predictor Variables associated with DY 

Model r R-Square 
Adjusted  
R-Square 

Std. Error 
of the 

Estimate Change Statistics 

 N0. Value  Value  Value  Value  

Change 
in R 

Square  
Change 

in F  df1 df2 
1 .176(a) .031 .003 1.8191858 .031 1.113 1 35 
2 .203(b) .041 -.015 1.8359751 .010 .363 1 34 
3 .203(c) .041 -.046 1.8634602 .000 .004 1 33 
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Table 12. ANOVA Results for Change in F ratio for DY Criterion Variable 

Model   
Sum of 

Squares df Mean Square F 
1 Regression 3.684 1 3.684 1.113 
  Residual 115.830 35 3.309   
  Total 119.515 36     
2 Regression 4.907 2 2.454 .728 
  Residual 114.607 34 3.371   
  Total 119.515 36     
3 Regression 4.923 3 1.641 .473 
  Residual 114.592 33 3.472   
  Total 119.515 36     

 
 

 
Companies Listed at the Nairobi Stock Exchange (2010) 

 
1. UNILEVER TEA KENYA LIMITED 
2. KAKUZI LIMITED 
3. REA VIPINGO PLANTATIONS LIMITED 
4. SASINI LIMITED 
5. ACCESS KENYA LIMITED 
6. CAR & GENERAL KENYA LIMITED 
7. CMC HOLDINGS LIMITED 
8. HUTCHINGS BIEMER LIMITED 
9. KENYA AIRWAYS LIMITED 
10. MARSHALLS (EA) LIMITED 
11. NATION MEDIA GROUP 
12. SCANGROUP LIMITED 
13. STANDARD GROUP LIMITED 
14. TPS EASTERN AFRICA (SERENA) LIMITED 
15. BARCLAYS BANK LIMITED 
16. C.F.C. BANK LIMITED 
17. DIAMOND TRUST BANK KENYA LIMITED 
18. EQUITY BANK LIMITED 
19. HOUSING FINANCE COMPANY LIMITED 
20. CENTUM INVESTMENT COMPANY LIMITED 
21. JUBILEE HOLDINGS LIMITED 
22. KENYA COMMERCIAL BANK LIMITED 
23. KENYA RE-INSURANCE CORPORATION LIMITED 
24. NATIONAL BANK OF KENYA LIMITED 
25. NIC BANK LIMITED 
26. PAN AFRICA INSURANCE HOLDINGS LIMITED 
27. STANDARD CHARTERED BANK LIMITED 
28. ATHI RIVER MINING LIMITED 
29. B.O.C. KENYA LIMITED 
30. BAMBURI CEMENT LIMITED 
31. BRITISH AMERICAN TOBACCO (K) LIMITED 
32. CARBACID INVESTMENTS LIMITED 
33. CROWN BERGER LIMITED 
34. E.A. CABLES LIMITED 
35. E.A. PORTLAND CEMENT LIMITED 
36. EAST AFRICAN BREWERIES LIMITED 
37. EVEREADY EAST AFRICA LIMITED 
38. KENYA OIL COMPANY LIMITED 
39. KENYA POWER & LIGHTING COMPANY LIMITED 
40. KENGEN LIMITED 
41. MUMIAS SUGAR COMPANY LIMITED 
42. OLYMPIA CAPITAL HOLDINGS LIMITED 
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43. SAMEER AFRICA LIMITED 
44. TOTAL KENYA LIMITED 
45. UNGA GROUP LIMITED 
46. A BAUMANN & COMPANY LIMITED 
47. CITY TRUST LIMITED 
48. EAAGADS LIMITED 
49. EXPRESS LIMITED 
50. WILLIAMSON TEA KENYA LIMITED 
51. KAPCHORUA TEA COMPANY LIMITED 
52. KENYA ORCHARDS LIMITED 
53. LIMURU TEA COMPANY LIMITED 
54. UCHUMI SUPERMARKETS LIMITED (IN RECEIVERSHIP) 

 
 
 


