European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) may
Vol.6, No.8, 2014 IIS E

Corporate Governance and its Rolein Mitigating Risksin Stock
Brokerage Firmsin Nairobi, Kenya

1. John Kiarie is a lecturer in Finance and Accountih@t. Paul’'s University- Kenya. He can be reached
on:Email:njkiarie@gmail.com
2. Prof. David Minja is an Associate Professor of Mgegraent, Department of Public Policy &
Administration at Kenyatta University-Kenya. He dareached on:Emaihinjad11@gmail.com
Abstract
The success or failure of any organization restst® leadership. In the Zkcentury, corporate governance is
becoming a matter of enormous public attention@mtern. With regard to policy and regulatory aesthat
have taken place in the stock market in Kenya, neonphasis has been put on the need to improve raiepo
governance and strategic leadership practiceok strokerage firms.The study adopted a descriptasgn. A
sample size of 64 managers from finance and opesatdepartments was selected randomly in each
organization involved in this study. The major fimgs were that all the brokerage firms have boafls
directors. However, majority of board members dat have adequate skills, knowledge or experience in
strategic leadership, stock brokerage finance mhkdmanagement.
The study concluded that corporate governance #mdegic leadership practices were not being agplie
optimally to mitigate risks in the firms under syudhis explained why several companies in thelstoearket
had either collapsed or were experiencing finardisttess.
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1.0 Introduction

Strategic leadership which requires that it be led by the governance team, is the ability to cimdite,
envision, maintain flexibility and empower othéoscreate the needed organizational and long-tehanges
(Finkelstein, Hambrick & Cannell2008. In a company set-up, strategic leadership pracéists at the top, in
particular, with the Chief Executive Officer, thedrd of directors and senior management offi¢gimutai,
2009).

On the other hand, corporate governance is thersysy which organizations are directed and comdolThe
governance team comprises of the board of diredBE® and senior managemémturiithi, 2009). The task of
corporate governance as observed by Cummings amiy@005) is to bring about necessary changeshwhi
are responsive to the long-term positive outcoaies| stakeholders.

In support, Frenkel, Hommel and Bufey (2005) obedrthat organizational controls which incorporasks’
mitigation are basic to a capitalistic system andnaportant part of strategic implementation antiexe their
desired outcomes. However, Kaplan and Norton (2@®8erved that some firms only use financial cdstro
which produce more short-term outcomes and risksavmanagerial decisions. As a result, outcomeshaeed
between the business- level executives makingesfi@proposals and the corporate-level executivatuating
them. In this connection corporate governance ecglsratrategic leadership, it can exploit the baaworecard
framework to ensure that they have established ktidftegic and financial controls to assess andstboo
performance, and reducing risk.

Sharma (2007) argued that intellectual capitaljutiog the ability to manage knowledge and creatd a
commercialize innovation, affect strategic leadsrgicess. The author observed that one of the impstrtant
tasks of the leadership in an organization is tocknthe natural state of creativity that sleepthimithe minds
of the followers. This will help the organization e&xperience the kind of innovation required todme a
world-class corporation. On their part, Frenkebkt(2005) argued that when a company is left withoid in
leadership, the ripple effects are widely felt baithin and outside the organization. .

1.1 Stock Market in Kenyan Context

In Kenya, shares dealings were initiated in the y@20. The business was then confined to Britettiess and
investors since local investors were denied tradtingecurities (CBK, 1984). In 1954, the NSE watsigeas a
voluntary association of stockbrokers registeredeunthe societies Act with permission of London cRto
Exchange. Securities that were traded in the NSihgluhe period mainly comprised of government k#pc
loan stocks, preference and common shares.

In November 1988 the Government set up the Captaket Development Advisory Council and charged it
with the role of working out the necessary modaditincluding the drafting of a bill to establiste t&apital
Markets Authority (CMA). In 1989, the bill was paskin Parliament and subsequently received Presaden
assent. CMA was eventually constituted in Janu&90land inaugurated o' March 1990. The CMA was
mandated to regulate and facilitate the developroéan orderly, fair and efficient Capital MarketsKenya.
The main markets players in the Kenyan Capital Megknclude; the Nairobi Stock Exchange, the Céntra
Depository and Settlement Corporation Ltd, Stockbrs, Investment Advisors, Fund Managers, Collectiv
Investment and Authorized Securities Dealers (NRIB8).
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Kilonzo (2009) observed that over the years, the Capital Markehdrity has initiated a number of policies to
facilitate the growth and development of the cdpitarkets in Kenya. As a result, there has beein@aease in
the number of companies seeking to list at thedWaiBtock Exchange. The authority is pursuing megdorms
to strengthen its regulatory framework critical foe maintenance of investors’ confidence as webrhancing
investors’ protection.
The market infrastructure was also improved byailtestion of a computerized central depository sys{€DS)
introduced on November 2004 and whose operatiookided, keeping the share registry, clearing and
settlement arrangement hence assuring faster, aadeeasier trading insecuritigséibuthu, 2005). According to
NSE (2007), the Nairobi Stock Exchange saw the @mgintation of live trading on automated tradingesyson
11" September 2006. Trading is now done through thectEinic Trading System (ETS) which was
commissioned in 2006.
In spite of this growth and development in this ke&rinvestors have been left disenfranchised aftere stock
brokerage firms collapsed resulting in huge losasrany investors. Several firms such as NyagakSto
Brokers and Thuo Stock Brokers were declared bankvack in the year 2007. Discount Securities Bahitvas
also placed under receivership and several othmpanies were facing uncertainty because they vanead
challenges in settling claims.. The big questionbath investors’ and scholars’ minds were whethese firms
had a strong leadership and governance structuré #mey practiced good governance and strategidérship
practices.
Walker (2005) observed that all organizations’ ngmaent is vulnerable to a significant degree inrthe
respective operations. However, the capabilitytefleadership makes a significant difference in teofirm
operates and manages its risk. This study , thexeéndeavoured to establish whether Kenyan baglkefirms
practiced strategic leadership and good governance.
2.0 Statement of the problem
The rate at which the stock brokerage firms hawemlmsllapsing in Kenya is alarming. Over the past years,
Kenyans have watched desperately as some stakerge companies collapsed, causing investdosé¢o
huge investments to the tune of about Ksh3 hill{@aily Nation, Oct 28, 2009). This has led schokard
regulators to look into the issues of governanakleadership practices in stock brokerage firmsalkéf
(2005)argued that, though all organizations face sigafftaisks in their operations, the capability afith
leadership can shape the direction they take dimthavhose top leadership embraces good corporate
governance practices is able to achieve above geeesults. Studies have been done on the roadgtship in
organizational success. Others have focused omaglagement practices in organizations. Little hameis
known about the combined role of strategic leadprahd good governance practices for organizatisnetess,
especially in the Kenyan context. It was therefargortant to conduct this research in order taldish
whether strategic leadership and good corporatergawice principles were being practiced in stookérage
firms operating in the stock market in Kenya. Efffez leadership is critical to organizational sissand
building strong organizations that investors cassttis contingent on the organization’s corporateegnance
and strategic leadership practices.
2.1 Objectives of the study
1. To establish whether good corporate governancestiategic leadership practices were evident in the
brokerage firms under study;
2. To determine the composition of the board of doectind their expertise in corporate governande an
strategic leadership;
3. To establish whether governance and leadershigipeadn the brokerage firms helped to mitigate and
control risks.
2.2 Overview of therole of strategic leader ship in cor por ate gover nance
Finkelstein et al (2008) argued that, the succeskiture of any organization rests on its leadgrsfirms
collapse if the leadership suffers from the follogriweaknesses: The inability to respond or to ifletttreats,
overestimating their ability to control firm’'s ext&l environment, having no boundary between timt@rests
and that of the company, a belief that they canvansll the questions, eliminating all those whsadiree with
them, and underestimating obstacles and relyingvlaait worked in the past (Icarus paradox phenomeran)
addition, Sharma (2007) observed that organizatmiapse when the leadership fails to sell itsoristo its
followers, has not convinced its followers why thehould be passionate and failure to make empldgsasto
organizational agenda.
Sharma (2007) argued that to attain and sustaiersupfinancial performance and win investors’ ddaht,
strategic leadership must guide the firm in wayat tiesult in the formation of a strategic inter@@offee and
Jones (2006) observed that when the leadershilicates itself to liberate rather than to stifie talents of the
people, it leads to quantum leap in loyalty, p@dvity, creativity and devotion to organizatiorcempelling
cause. As observed by Leavy and Mckieman (2088ategic leadership facilitates in the developimef
appropriate strategic actions and supports thgitémentation.
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Calder (2008) observed that in theXfntury, corporate governance has become criicaall medium and
large organizations and is becoming a matter ofranas public attention and concern. Earlier contign by
Kaplan and Norton (2006) had observed that in tedagmpetitive business environment, top leadershist
be seen to practice good corporate governanceig@sactin particular, the authors observed that mmode
management tools such as, code of corporate gawvenambracing regulatory laws and use of balance
scorecard will go hand in and in ensuring high genance and mitigation of risks.

2.2.1 Risk M anagement

The term risk as noted by Francis (1993), origimdtem the Italian word, “riskare” which means tare. The
concept of risk in finance theory as noted by Féscfl199) has undergone many changes in terms of its
meaning. This author argued that it was also agttiwith the departure of the market value offile from

its intrinsic value and uncertainty faced by thenfin earning adequate post-tax profits for payiegsonable
dividends to shareholders. Francis (1P@Bgued that business leverage and liquidity risksume a lot of
importance as a major description of risk. Riskigation as noted by Radcliff (1990) is as old raslé and is
the foundation of insurance industry. Accordind-tenkel et al (2005), risk management is an agtuitected
towards the assessing, mitigating and monitoringsiéds. The investment process involves the ledileist the
firm deciding on which investment to be undertaked how much money to be committed to each invagtme
Allen (2003) noted that, a firm will seek to avaidks in areas of ignorance or non-core activitigsle taking
additional risks in others. The role of the gove&iceateam is to assess sources of risk which indigdéaity
risk, interest rate risk, foreign exchange riskemion risk among others. It is the responsibilitly the
leadership to put in place some policies that gglern how much risk is acceptable without compsarg the
company’s survival.

Risk identification requires an overall undersiagdof the business and the specific economic,|lega
regulatory factors that affect the business (Hgtdn, 2004).The principle goal of risk managemerd firm is

to eliminate or minimize the possibility of adversatcomes (El-Masry, 2006 Francis (1993) notes that a firm
may apply various approaches to mitigate risksctvimay include insurance and hedging; Organiaatin
undertake two different kinds of hedging: operadicend financial hedging.

2.2.2 Theoretical framework

There are a number of theories used to explainamadlyze corporate governance. Some of these dseas
noted by Pandey (20DGre the agency theory which arises from the fi#fldinance and economics, the
transaction cost theory arising from economics amgdanizational and the stakeholder's theory. Other
approaches include the organizational theory aedstewardship theory. While there are marked diffees
among these theories, this study critically exawmhitiee commonly used theory in details- the agehepty
which is mainly used in accounting and financeteslalisciplines.

3.0 Materialsand M ethods

To investigate the extent to which strategic leglli@ and good governance practices were usedtigareai risk
by brokerage firms, descriptive research design theanost appropriate. The study integrated botlitative
and quantitative methods. Quantitative researcdyred discrete numerical or quantifiable data. @ndther
hand qualitative research method dealt with nonemigal data and emphasized words rather than
quantification. The method used also incorporatedresus since the number of brokerage firms wadl.shie
population of the brokerage firms and Investmemtkisavas 18 by the time of study (NSE, 2009). mtmber

of respondents in those firms was 18.

4.0 Results and Discussions

4.1 Good cor por ate gover nance practices

The research wanted to find out whether the orgaioizs had boards of directors. All the respondé8G%
indicated that the organizations had boards ofcthrs which provide leadership in financial perfarme and
strategic mission. However, over 50% of the boalidsnot have directors who are skilled in risk ngeraent.
Some boards did not fully comply with principles god corporate governance. These findings mayaexpl
why some firms had either collapsed or were inrfoial distress.

4.2 Mitigating and controlling risk

In relation to risk mitigation and controls, thesearcher wanted to establish whether the brokeffage had
risk department. On the presence of risk managerdepartment in the organization, 67% respondents
indicated that a risk management department didertt and 33% said that it existed. The majoritytte
respondents indicated that the risk managementrisheat did not exist. This may help to explain teasons
behind the collapse of some brokerage firms. Agchdty Frenkel et al (2005) risk management strasegie
essential for helping firms to achieve their debioeatcomes.

The research further wanted to establish the tgfessks the firms being studied focused on mosilyheir
mitigation strategies. The risks the firms focus®d were interest rate risks as indicated by 40% thef
respondents, 33% of the respondents indicated tpeahrisks while 27% of the respondents indicateat the
focus was on market risk. The findings indicatedt tmajority of the firms focused on the interesterrisks
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perhaps because this type of risk has more tharcamse in terms of price risk, reinvestment rigieppyment
risk and extension risk (Allen, 2003).

The research also wanted to establish the varippsoaches the firms were using to mitigate risk§ he
responses above revealed that the most commonagb®to managing risks were Board involvementiring
risks and use of a risk management committee. @Gipeed and financial hedging were not key strategiethe
firms studied. This could explain why many of théisas under study were weak in mitigating risks.

All the respondents agreed that good corporaterganee practices are essential for organizatiamadess. The
research ,however, observed that not all firmsfatdn place mechanisms for good corporate govemamd
strategic leadership practices.This may explairctilapse of brokerage firms in Kenya.

The research also showed that all the brokerages firad boards of directors but majority of boaranimersdid
not have adequate skills, knowledge or experiencstriategic leadership, stock brokerage finance résid
management.This meant that some firms under stisipat practice good principles of corporate goegice.
This was a departure from Goffee and Jones (2006)avgue that strategic leadership and good gomeenke
in mastering a wide range of skills which are eBakffor corporate success. Leavy and MacKieman$200
further argue that strategic leadership practicdifates the development of appropriate strategitons for
corporate success.

The study also found out that independent non ekexs) directors were not actively involved in piding
strategic direction in the firms studied thoughyttage key in providing technical expertise andejmehdent
thinking according to corporate governance expédSCD,2004) . This phenomenon could somehow explain
the cause of corporate failure of some brokeragestFrancis(1993) argues on the need for an azgaon to
establish a mechanism for managing risk. One susthamism entails the presence of independenttdisein
corporate boards.

The fact that 67% of the firms studied did not havesk management department could also help iexplay
some brokerage firms collapsed. This agrees witduv(2006) on the importance of a structure thsistsan
organization in mitigating risks.

This study brought to light the fact that firms dele put much emphasis on strategies that would them
mitigate risks. In addition, independent thinkirtgtlee board level is a critical ingredient in edittbing boards
that practice good corporate governance

5.0 Conclusion and Recommendation

This study established that strategic leadershibgmvernance practices in the firms under studyewerak and
that those firms did not have specialised unitdgal with risks. These findings explain why sontekt
brokerage firms either collapsed or were facingtiitial distress.The research therefore recomméiadls t
brokerage firms strengthen their governance strecnd risk mitigation mechanisms.
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