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ABSTRACT

Undeniably, agency cost has emerged as one of the leading determinants of
financial performance of a firm. The purpose of this dissertation was to conduct an
assessment into the relationship between agency costs and financial performance of
Micro-Finance Institutions (MFIs) in Machakos County, Kenya. Specifically, the
study sought to investigate the influence of monitoring costs, bonding costs and
residual loss on financial performance of microfinance institutions in Machakos
County in, Kenya. In order to achieve these objectives, a descriptive design was
used. The target population of the study comprised the three MFIs in the Machakos
County. To obtain primary data on agency costs, 5- point Likert scale structured
questionnaires were ministered to block-holders, finance directors and chief
executive officers who were selected through census technique. Secondary data was
extracted from the annual reports of the MFIs to determine financial performance.
Descriptive statistics such as the mean and standard deviations while inferential
statistics included correlation and regression procedures were used to analyze the
data. The study found out a significant relationship between monitoring costs and
financial performance. Also established was that bonding costs were found to
significantly influence financial performance. The study equally established a
strong positive correlation between the residual loss and financial performance. The
findings were presented using frequency tables. The study recommends that an in-
depth investigation should be done on competitive challenges facing the
microfinance firms in Machakos county and Kenya in general. Kenya has come of
age against the backdrop increased development of mobile phone-based lending
platforms which have seriously affected the financial performance of micro finance
institutions. The study also recommends that the influence of moderating and
intervening factors such as age and size of the firm should be examined, since that
was not within the scope of the current study, and more so because the study has
adduced mixed results, probably due to the influence of control variables that were
not modelled in the study.
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DEFINATION OF TERMS
Agency Costs : These are expenses incurred for monitoring, bonding and
residual loss (Abdulrahman, 2014).

Bonding Costs : These are expenses incurred by the agents to provide assurance
to the principal that they are acting in the principal’s best interests
(Banerjee, Karlan & Zinman, 2015).

Financial Performance: A Firms financial performance can be defined as the measure
of how well the firm use assets from its primary mode of business
to generate revenues. It measures the financial health of an
organization. The common indicators of financial performance
are; profits, return on investment, return on assets, value added

and margins among others (Amaoko & Goh, 2015).

Microfinance Institutions: These are financial institutions which specialize in banking
services for low-income groups or individuals who would not
normally be accepted by traditional commercial banks
(Tchuigoua, 2015).

Monitoring Cost : This is an agency cost that arises when shareholders take steps
to ensure that protective covenants in the bond agreement are
adhered to by the management (Osman, 2014).

Residue Loss : This expense occurs whenever the actions that would promote
the self-interest of the principal differ from those that would
promote the self-interest of the agent, despite monitoring and
bonding activities (Nobanee, Ellil and Abraham, 2017).

Return on Investment : This is a performance measure used to evaluate the efficiency of

an investment (Adhikary & Papachristou, 2014).
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

An agency relationship occurs when a principal hires an agent to perform certain duties
on his/her behalf. A conflict known as agency problem arises because of the divergent
interest between the needs of the principal and those of the agent. This problem leads to
certain expenses from both antagonistic parties. Agency costs arise as a result of conflict
of interest between shareholders and the company's managers. A shareholder in the
normal operations of the organizations activities wants the manager to make decisions
which will increase the shareholders value. However, managers instead would prefer to
expand the business and increase their earnings, which may not necessarily increase

shareholders value.

Originally, agency problem was raised by Jensen and Meckling (1976) who stated that,
lack of consistent interest in the needs of shareholders and management leads to agency
costs. Indeed, separation of management and ownership does not come without costs.
Alabdullah (2016) argued that lack of complete contractual relationship between the
needs of the agent and the principal might cause agency problem. Further, Nobanee, Ellil
and Abraham (2017) stated that performance can be defined as end results and

achievement, positive or negative outcome of an activity carried out by an organization.

Agency costs is the cumulative of three types of costs that characterize agent operations
or functionality which include monitoring costs, bonding costs and residual loss
(Adhikary & Papachristou, 2014). Costs of monitoring are those spent on making follow-
up or evaluating all the management processes or activities the agent carries out in the
company on behalf of the owners. Generally, such compensation or payment made for
monitoring, remunerating and assessing the performance of the agent or manager who
runs the company constitute agency costs. Equally, agency costs include those that
compensate the board of directors, expenses spent to hire, develop as well as train staff
(Banerjee, Karlan & Zinman, 2015).



On the hand, costs being referred to as bonding are incurred by the managers or agents in
discharging contractual responsibilities or mandate to impress their bosses (principals).
Such costs are incurred to carry out their roles meant to ensure the owners achieve their
desired goals. Usually, bonding expenses are utilized to establish and function according
to a definite structure or system. The two types of costs discussed above take divergent

direction in that increased bonding costs should lead to decrease in monitoring costs.

The conflict of interest between the shareholders and managers results in another
problem, where the decision taken by the managers are not aligned to maximize the
wealth of the owners (Biwott, Asienga, Oketch & Mutai, 2015). These inefficient
managerial decisions lead to a loss known as the residual loss. Alabdullah (2016)
elucidated that the residual loss is the key component of the agency cost, which should
have to be reduced by the principals. To reduce the residual loss, the owners incur
monitoring cost and bonding cost. Hence, these costs have become the whole of the

irreducible agency cost.

Financial performance can be measured using different ways of which all should be
taken in aggregation. Items such as operating income, revenue from operations and cash
flow from operations can be used as total unit sales. Ratios such as return on investment
(ROI), return on assets (ROA) and return on equity (ROE) can be used by the financial

analyst to seek out declining debt or marginal growth rate of the firm.

There are several theories that have been put across to explain the relationship between
agency cost and financial performance of a firm. These theories include: agency theory,
stakeholders theory, free cashflow theory and the pecking order theory. According to
agency theory as it was propounded by Jensen and Meckling (1976), managerial actions
depart from shareholders interest of maximizing return hence leading to agency problem.
As shareholders are concerned about the health performance of the firm and promising
returns, the management and employees of the company are interested with their

allowances and salaries resulting into conflicting interests.



Another theory is the stakeholder theory as it was put forward by Freeman (1984).
According to Miradji (2014) shareholders may take an action against the managers of the
firm due to failure to perform their required duty of care. Olarewaju (2017) defined
stakeholders as groups which are important for success and survival of the firm. Another
theory is free cashflow theory. According to Lachheb and Slim (2017), too much free
cash flow will result to the waste of cooperate resources and internal insufficiency hence

leading to agency cost becoming a burden to shareholders wealth maximization goal.

The last theory is the pecking order theory which was propounded by Myers (1984).
Myers argued that retained earnings are better than debts and debts are better than equity.
According to Abdulrahman (2014), pecking order is a special case of adverse selection.
When the firms value is undergoing adverse selection, firms decide to issue debts over
outside equity hence standard pecking order model apply. However, when there is
information about risk, adverse selections for debt apply and hence firms prefer to issue

external equity over debt.

1.1.1 Agency Costs

Abdulrahman (2014) defined agency costs as expenses incurred by the principal for
monitoring, bonding and  residual loss. Additionally, Okundi (2011) defined agency
costs as the sum total of bonding costs, monitoring costs and residual loss. Basically,
there are three types of agency costs which include, monitoring, bonding and residues
loss. A study done by Bortych (2017) argued that there is a good reason to belief that the
agent will not always act in the best interest of the principal. In order to limit the agent
from divergences from the principal’s interest, the principal puts checks and balances
which are referred to as monitoring costs (Bortych, 2017). Some of the monitoring costs
include, staffing costs, budget control costs, auditing costs, compensation costs (cash
&equity), additional layers of management, directorship (block holders) costs, indenture

costs and contract enforcement costs among others.

In certain situations, there is a payment to the agent bonding costs in order for the agent

not to act in a way that can harm the principal. Such costs include, advertising



expenditures, license fees, asset utilization costs, accounting costs, travel and vehicle
expenses, maintenance and repair costs, attorney fees and legal fees, utilities, such as

telephone.

According to Abdulrahman (2014), residual loss is also an agency cost of the agency
relationship experienced by the principal. Costs such as perks beyond remuneration
package, expanded workforce, high debt ratio, wasteful expenses, higher interest
expense, higher equity costs, are some of residue costs. The importance of agency costs
is to help to mitigate the effects of agency problem. Agency problem are the difficulties
faced by shareholders or stakeholders in ensuring that their funds are not wasted on
unprofitable projects (Osman, 2014). This makes financiers gain financial benefit from

their organization.

According to Xiao (2009), computing the asset utilization ratio is one major way of
measuring agency cost. Similarly, according to Abdulrahman (2014) agency costs due to
conflicts between managers and shareholders is a loss which means the agent consumes

various benefits from the firm to maximize his own interest.

According to Machuki and Aosa (2011), one party delegates work and the other party
performs the duty on behalf of the principal. According to Odhiambo (2012), analysis of
agency costs generated from the conflict between manager and shareholders can be
reduced by increasing the owner-managers proportion in equity. Okundi (2011), opines
that agency problem arises due to the impossibility of perfect contracting of an agent
whose actions affect the welfare of the principal. Therefore, the principal agent

antagonistic relationship is attributed to conflicting interests of each party.

1.1.2 Financial Performance

According to Abdulrahman (2014), financial performance is defined as how well a firm
uses its primary resources to generate revenue. It involves measuring firm policy results
and monetary terms by allocating resources to the most profitable projects that will

generate income which will maximize shareholders’ wealth. According to Tchuigoua



(2016) performance can be defined as end results and achievement, positive or negative
outcome(s) of an activity carried out by an organization. Financial performance is used to
determine or gauge how a firm maximizes the assets it has to produce returns (Quayes,
2015).

Additionally, Adabenege and Yahaya (2015) suggested that for a firm to obtain funds for
expansion and growth and also to sustain business operations, it must earn sufficient
profits. The financial health of a firm for a period of time is measured using financial
performance. It also compares the performance of industries in aggregation or

performance of firms in an industry.

On the other hand, Acharya, Dupatti and Locke (2015) observed that different methods
can be used to determine the performance of a firm in terms of finance which should be
considered cumulatively. Some items like operating income, profits emanating out of
processes as well as cash-flow gotten from operations, should be utilized as overall
component sales. Ratios such return on investment, return on assets and return on equity
are used by the financial analyst to seek out declining debt or marginal growth rate of the

firm.

1.1.3 Agency Costs and Financial Performance

The underlying theoretical base of agency theory explains the relationship between
financial performance and the agency costs. The theory states that compensation should
be contingent and should be of more than one performance measure (Abedifar, Hasan &
Tarazi, 2016). The researcher further pointed out that the relative importance of

performance measures should be sensitive to manager’s performance.

Ahmed, Bhuiyan, Ibrahim, Said and Salleh (2016), in their work in Malasya, asserted that
firms from overseas record higher agency related costs due to policy of these firms to
employ highly qualified managers to do best auditing because the principals are far.

Butcher & Galbraith (2015) concured with the assertion that higher auditing charges than



local firms are outcomes of complex financial reports framework or system of foreign

holding or subsidiaries as well as strict adherence to corporate governance principles.

The existing theories on agency costs resulted in different findings and conclusions.
Firstly,Casselman, Sama and Stefanidis (2015) observed reduced agency costs are
attributed to a board that is independent. Wijesiri, Yaron and Meoli (2015) found a
positive correlation between audit committees and managers ‘competence and low
agency costs. Lacalle-Calderdn, Chasco, Alfonso-Gil and Neira (2015), and Butcher &
Galbraith (2015) observed that agency cost reduces where remuneration as well as
nomination committees exist. Furthermore, Kiaritha (2015) established a strong

relationship exist between agency costs and capital structure of firms.

Wangai, Bosire and Gathogo, (2014) found weak relationship between agency costs and
capital structure of firms. Kleynjans and Hudon (2016) reported a strong positive
correlation between the ratios of asset turn over. Hoepner, Liu, Sandberg and Wilson
(2017) found out that the duality of a chief executive officer does not lead to high
returns. Wijesiri, Yaron and Meoli (2017) found a strong positive correlation between
family-owned and managed companies’ agency costs and performance. Additionally,
D’Espallier, Goedecke, Hudon and Mersland (2018) observed a free cash flow increases

agency costs.

According to Ali (2015), many economic factors affect financial performance hence it
will be insensitive to link this to the managers actions. On the other hand, accounting
measures can be created to capture different aspects of an organization circumstances and
appear to cater in both long term and short-term aspects of performance which are not
well captured by either relative or general measures of stock return (Micro Finanza
Rating, 2015).

1.1.4 Micro Finance Institutions in Kenya
The number of Micro-finance institutions increased in Kenya as a result formal

commercial banking institutions excluding majority of low income earning Kenyans from



banking services (World Economic Forum, 2015). Lending institutions such as
microfinance institutions offer services which allow Kenyans to invest and save on the
available resources and assets. The MFIs are more accessible to the majority low income
earners than the commercial banks which favour high income earners and not available in

most rural areas of Kenya where the majority of Kenyans live.

This further enhances and facilitates the growth of economic activities in Kenya through
provision of finances and working capital to small business people. The key role of
microfinance institutions in Kenya is to bridge the gap in the financial services industry.
This is achieved by offering micro-loans (small loans) to borrowers who may lack the
qualifications and collaterals for conventional loans (Muiruri, 2014). Additionally, these
institutions offer access to financial services to communities with limited resources and

limited avenues of economic development.

The MFlIs also offer avenues for saving and borrowing for small business and medium
business holders at affordable rates. The MFIs offer asset financing to customers whereby
the beneficiaries are able to acquire and use an asset as they repay in instalments. Micro
finance institutions play a key role in Kenya’s landscape of financial intermediation
focusing mostly on small and micro enterprise sector of the economy and also personal
development. The MFIs have impacted positively to the economic wellbeing of most

Kenyans through access to affordable credit and assets though asset financing.

Medium and small business holders in Kenya can apply for these micro-loans to establish
small businesses with regards to their skill sets or talents (Munene, 2014). These MFIs
are regulated by the CBK (CBK, 2015). According to the Central Bank of Kenya (CBK,
2017) and Capital Market Authority (2015), by 2015 Kenya had about 65 fully licensed
MFIs of which 51 were offering retail services and the rest wholesale. Besides, 269
branches made up a strong MFIs network where 105 were Deposit-Taking (DPM) while
164 offered credit-only services. Jointly, MFIs control a whopping 1.47 million accounts
of deposit in nature with a value of Kenya shillings 32.04 billion with an unpaid loan
range estimated at Kenya shillings 34.77 billion (CBK, 2016).



The geographical scope of this current study, Machakos County, is home to three MFIs
franchises which had been licensed and operating in the last five years at the time the
study was conducted. These included, Faulu Microfinance Bank Ltd, Kenya Women
Microfinance Bank Ltd, and SMEP Microfinance Bank Ltd. However, the CBK annual
report of the year ending 2017, painted a grey picture of a 10%, 8% and 11% declining
return on asset, return on investment and return on equity respectively among the MFIs
branches in Machakos County (CBK, 2017). Worse, despite Machakos County’s close
proximity to the Kenya’s capital city Nairobi that hosts over 60 MFIs, the later hosting

only 3 MFIs, points to possible environmental issues hindering MFIs’ penetration.

1.2 Problem Statement

Undoubtedly, Stakeholders incur cost to keep managers remain focused on maximizing
shareholders interest. Despite the huge investments by the shareholders on MFIs in
expectation of better returns, the management goals of earning better salaries and
allowances are in conflict to the shareholders goals. According to Gulubov and Xiong
(2016), management is tempted to pursue selfish strategies when firm has debt hence

imposing agency costs on the firm.

Despite the importance placed on MFIs, available empirical literature consists of solid an
undesirable connection between agency costs and financial performance of MFIs in
Kenya (Mukulu, Rukaria & Sakwa, 2015). However, agency costs have negatively
impacted MFIs such as lowering the market value, ROA, ROI, ROE and return on
capital. For instance, the CBK annual report of the year ending 2017, painted a grey
picture of a 10%, 8% and 11% declining return on asset, return on investment and return

on equity respectively among the MFIs branches in Machakos County (CBK, 2017).

Despite the negative performance associated with agency costs in microfinance
institutions, there seems to be scarcity of research in this field. To that end, most of these
studies are contextually based abroad especially the developed countries. Locally,

previous research in this area have dwelt on the banking sector as a whole, Commercial



banks and microfinance institutions on aggregate (Muriithi, & Waweru, 2017; Otieno,
Nyagol & Onditi, 2016; Mwangi, Shisia, Mwai & Okibo, 2014). Besides, not much
research has been done to establish how agency costs are related to the performance of
finances specifically for Microfinance Banks in Machakos County in Kenya.

In order to fill this gap, the current study sought to find out the relationship between
agency costs and financial performance MFIs in order to act as a guide to microfinance
stakeholders in controlling agency costs as they pursue good financial performance for
institutions they manage. Since it is not logistically possible to survey all MFIs in Kenya,

special reference was given to MFIs in Machakos County.

Principally, the present study strived to fill the contextual and conceptual empirical
evidence insufficiency by contributing to governance of corporates in this case MFIs in
Kenya. Additionally, probing the influence of agency costs on financial performance, the
regulatory regime is likely to improve these aspects. The outcomes of this research
should enlighten shareholders and other stakeholder on better agency principal relations

among MFls.

1.3 Research Objectives
1.3.1 General Objective
The main objective of this study was to investigate the influence of agency costs on the

financial performance of micro finance institutions in Machakos county.

1.3.2 Specific Objectives

(i) To examine the influence of monitoring cost on financial performance of
microfinance institutions in Machakos county.

(if) To determine the influence of bonding cost on financial performance of
microfinance institutions in Machakos county.

(1) To establish the influence of residual loss on financial performance of microfinance

institutions in Machakos county.



1.4 Research Questions
The study sought to answer the following questions:
(1) What is the effect of monitoring costs on financial performance of microfinance
institutions in Machakos county?
(i) What is the effect of bonding costs on financial performance of microfinance
institutions in Machakos county?
(i1i1) What is the influence of residual costs on financial performance of microfinance
institutions in Machakos county?

1.5 Significance of the Study

Essentially, the study is expected to provide information to micro-finance institutions
regulatory authority and other policy makers in formulating policies that enhance the
performance of MFIs in Machakos county and also Kenya at large. The study might also
help the management of MFIs in formulating strategies that may lead to increase in size

of the variable that would lead to positive financial performance.

To the micro-finance institutions customers, they would appreciate the effect of their
savings on financial performance of the MFIs. The study might also form a basis for
further research for scholars and researchers on the effects of financial performance of
micro finance institutions. It would add value to the existing literature in implementing

strategic change initiative in MFIs in Machakos county and to other in Kenya.

1.6 Scope of the Study

Conceptually, this study set out to evaluate the influence of agency costs on the financial
performance of MFIs. Geographically, the study was conducted in Machakos county.
The study targeted three micro finance institutions based in Machakos county and

licensed by the Central Bank of Kenya.

1.7 Limitations of the Study
Notably, the current study was limited in some ways that need to be evaluated before the

findings are considered. Firstly, it was delimited on MFIs in Machakos county in Kenya,
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considered only three variables of agency costs as determining factors of the financial
performance of MFIs hence might have ignored other critical factors that may have
affected financial performance of the MFIs in Machakos county. In addition, the study
was confined to the Machakos county hence the findings of the study may not be

generalizable across the country due to contextual factors.

Likewise, using ROI as determination of finance performance was narrow measurement
and therefore it might not be a true representation of the efficient financial performance
in the MFIs in the county. There were also limitations of using samples and therefore care
was taken to ensure that the sampled respondents were representative of the population in

order to arrive at reliable generalizations.

The study also took into consideration the financial indicators to determine the
performance of MFIs, whereas, there could be non-financial indicators of performance.
The MFIs might have reservations that the findings of the study could be divulged to
their competitors to their disadvantage; however, respondents were assured the study was
meant for scholarly purposes exclusively. Moreover, the process of obtaining secondary

data was time consuming due to the bureaucracies involved.

1.8 Summary of the Study

This chapter comprises the background to and motivation for the study. It further
highlighted global, regional and local perspectives of the research problem in addition to
the problem statement, research questions and research objectives. Secondly, the scope,
the significance and limitations of the study was provided. Further, a conceptual analysis
of key concepts used and profile of the study area was equally given attention in this

section of the current study.
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CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter reviewed both theoretical and empirical literature pertaining to the study
problem. Whereas the theoretical literature focused on the theories and models
underpinning the study, the empirical literature reviewed previous scholarly work in
relation to the present research objectives. The contributions of previous scholars as well
as the gaps thereof were also explored. Finally, the conceptual framework showing
relationship among variables were also presented.

2.2 Theoretical literature

The theoretical framework is the structure that can hold or support a theory of a research
study. The theoretical framework introduces and describes the theory that explains why
the research problem under study exists. Theories are formulated to explain, predict, and
understand phenomena and, in many cases, to challenge and extend existing knowledge
within the limits of critical bounding assumptions. Without a theoretical framework, the
structure and vision for a study is unclear, much like a house that cannot be constructed
without a blueprint. By contrast, a research plan that contains a theoretical framework
allows the dissertation study to be strong and structured with an organized flow from one
chapter to the next (Ravitch & Riggan, 2017).

There are various theories that develop or shade light on the key variables being
examined in the current study. These theories strive to give adequate explanation of the
relations existing relations between agency costs and financial performance. These
theories include: agency theory; free cash flow theory; stakeholder theory; and the

pecking order theory.
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2.2.1 Agency Theory

This theory was advanced by Jensen and Mecklings (1986). According to Goergen and
Renneboog (2014), firm’s owners give professional managers to manage their firms.
Meyer (2015) stated that agency problem arises when managerial action departs from
maximizing shareholders return. Agency theory aims at resolving problems that occur in
the relationship between agent and the principal (Mori, Golesorkhi, Randoy & Hermes,
2015). Nasrin, Rasiah, Baskaran and Masud (2017) suggest that agency theory rests on

assumption that firms should aim at maximizing shareholders wealth.

Tchuigoua (2015) argued that, agency costs are incurred by the principal to ensure that
manager’s actions are based on maximizing shareholders return. There are two main
concerns that are involved in the principal agent relationship. The first concern is the
expense the principal incur when monitoring the agent routine actions while second

concern is the divergent attitudes held by the agent and the principal towards risks.

However, agency theory has received some criticism. The principal makes prescriptions
and predictions of management to control the behavior of the agents. This is done
through imposing internal controls so as to minimize the agency cost so as to maximize
the wealth of principal. The lack of general empirical support for an agency relationship
between the principal and management suggest at least two responses (Wooldridge,
2014).

This theory is relevant to the present study by imploring the MFIs management to focus
more on process rather than structural issues can lead to profit maximization. The second
relevance is based MFIs management on improving firm performance by aligning the
goals of the MFIs owners and the goals of the management to minimize principal-agent
conflict. A motivated management will strive to achieve long term success which will
benefit the principal (Mishkin, 2016).

This theory has been criticized on grounds that it has a narrow and biased approach that

only delved one part of the agent as the one that is to blame for agent-principal conflict
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ignoring the principal that equally has the potential of creating or contributing to the
conflicts. Indeed, the principal, like the agent, takes advantage, cheats and dodges his/her
employee (the agent) (Livnat, Smith, Suslava & Tarlie, 2016). Furthermore, principals
cunningly and opportunistically drag unsuspecting agents into risky unclear or ambiguous

work contract.

Secondly, this theory takes for granted employment contract between the two parties that
lacks time frame thereby bringing in the element of uncertain of the future of the agent.
Worse, the assumption of this theory of contract agreement addressing or doing away
with agency conflict is hampered by information sharing disproportionateness,
shrewdness, swindle as well as and contract expenses or cost. This is deceptive and
because while the principals expect maximization of their investment through massive
returns, their engagement in the operations or management of the enterprises is very
insignificant (Bortych, 2017).

2.2.2 Free Cash Flow Theory

Narwal and Jindal (2015), recalled that the idea of free cash flow was proposed by Jensen
(1976). The scholars defined free cash flow as the remaining liquidity (cash flows) when
the needs of positive net present value ventures get subtracted. Management of the
organization is the one which is responsible to allocate free cash flows hence it is also

referred to as idle cash flows.

Too much free cash flow can lead to waste of corporate resources and internal
insufficiency hence resulting into agent related expenses (costs) being a liability to
shareholders’ treasure or prosperity. Additionally, too much cash flow in an organization
could lead to spending outside the budgeted amounts by the management thus affecting
the financial performance of the organization and returns to the shareholders at the end of
the financial period.

Quayes (2015) argued that in the 1980’s free cash flow is blamed for drastic decline of
ROI beyond normal rates in US companies. In addition to free cash flow, the theory
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argued that self-interest motive of the management of the organization is the key driver of
agency costs. This is obvious when management and shareholder interests collide or
conflict that leads to management interest always dominating the shareholders interest

consequently.

Free cash flow theory has also some weaknesses. It states that organization with
substantial free cash flow in most of the times tend to face conflicts of interest between
managers and stakeholders. Once managers are satisfied with obligations contracted by
the firm with cash flow generated by operations, managers use the remaining cash flow

for their own benefit instead of the interest of shareholders (Narwal & Jindal, 2015).

This theory is very applicable to the current study in the sense that the management of
MFIs having a lot of free cash at its disposal could tempt them to spend on non-essential
that have not been factored into the budget. In all cases, such expense is usually to the
benefit of the management to satisfy their personal interests. Consequently, such
expenses increases agency costs at the expense of the owners of MFls.

Amaoko and Goh (2015) maintained that firms with excess cash flow have high agency
costs. Managers invest the excess free cash flow in projects which are non-value
maximizing. The firm owners with more free cash flow monitor the activities of the
management to avoid wastage of resources. This monitoring increases the firm cost of
monitoring hence increasing the agency cost of the firm. The researcher also stated that,
high level of leverage in the capital structure of the firm also increases the firm’s
bankruptcy risk.

2.2.3 Stakeholder Theory

According to Ronzoni and Valentini (2015), this theory was advanced by Freeman
(1984) who defined stakeholder as any individual or any group which can affect the
achievement of the set objectives of the organization. Over time, the father of stakeholder
concept changed the definition of stakeholder. According to Ronzoni and Valentini

(2015) stakeholders are those groups or individuals who are crucial and determine an

15



organization’s performance, existence and continuity. The author added a new principle

which portrays a new trend in stakeholder theory.

Stakeholders may bring an action against the board of directors for failure to perform
their action of duty of care. The management of any firm should have the shareholders
interest at all the time during their daily operations in achieving the stakeholder
objectives. The theory articulates that management should be more sensitive towards
achieving the interest of the shareholder for a long-term sustainability and financial

performance of the enterprise.

However, stakeholder theory has also received some criticism. Different stakeholder
groups do not share a common commercial purpose. Some may want a company to grow,
some may want it to be taken over, and some may want the company to maintain its
present size and many others. As a result, the purpose of a company may be frustrated. In
addition, competition does not loom large in stakeholder theory. The competition of the
company should be stakeholders since they are affected by achievement of companies’
objectives. Also, stakeholder theory does not show how stakeholders can be represented
(Ronzoni and Valentini, 2015).

2.2.4 Pecking Order Theory

According to Lachheb and Slim (2017), the pecking order theory was put forward by
Myers and Majluf (1984) argued that debt is better than equity and reserved incomes
supersede liabilities such as debts. The idea behind the adverse selection model is that,
managers and owners of organizations know the growth opportunities and the exact asset

value.

Incidentally, shareholders not on the board of directors can only conjecture or speculate
such asset value. If a manager wished to sell equity, outside investors ask themselves,
why is the manager willing to sell the equity? Manager of an undervalued firm will not be

happy to sell equity while manager of overvalued firm will be happy to do so. Chan and
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Lin, (2015) argue out that some agency theory versions infer hierarchical funding or

financing. Pecking order can be as a result of agency cost of equity.

According to Lachheb and Slim (2017), a special case of adverse selection is the standard
pecking order when firm’s value is having adverse selection, the firm favors debt outside
equity issuance hence selection arguments for debt apply when there is a symmetric
information about risk and hence companies make the choice of issuance of outside
equity rather than debt. Choosing adversatively, often results into favoring outward
equity (outside debt) that is predicated on either lopsided information issues are related to

risk or value.

The pecking order theory has also some criticism. It does not explain the influence of
financial distress, taxes, agency costs, security, insurance costs and the set of
opportunities available for firm investments. The pecking order theory it also ignores the
problems that can arise when managers of the firm accumulate so much discipline. Due
to this reason, the pecking order theory is offered as a complement to the traditional trade

off model rather than a substitute for the traditional trade off model.

2.3 Empirical Review
This section presents previous studies in the area of study. Secondly, it’s from the review
of empirical literature that the research hypotheses have been developed for further

investigation.

2.3.1 Monitoring Costs and Financial Performance

The monitoring costs are a type of agency cost that originated from principal and
agent theory emerged in the 1970s from the combined disciplines of economics and
institutional theory. Theorist Stephen Ross is credited to have originally come up with the
idea and later developed by Barry Mitnick. However, the most cited reference to the
theory comes from Michael Jensen and William Meckling (1976). When the principals
attempt to monitor or restrict the actions of agents, they incur expenses referred to as

monitoring costs.
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Some MFIs choose to monitor holdings especially abroad by employing personnel from
their own countries to run their branch business abroad. The aim here is to ensure the
shareholders maximize return on investment since the hired staff are fellow countrymen
are most likely keen not to betray principals who are their own people (Cull, Navajas,
Nishida & Zeiler, 2015).

Typically, MFIs in Japan, have embraced this model of hiring their fellow countrymen as
high and middle cadre managers to run their foreign subsidiaries. They effectively
monitor their subsidiaries abroad through such like-minded countrymen. Meyer (2015)
suggests additional non-staff monitoring strategies such as establishing elaborate systems
of budgeting, extra managerial cadres and boards. Nevertheless, maximization of local

personnel is prudent given hosting countries’ restrictive foreign employee polices.

Similarly, Quayes (2015) advises MFIs to embrace audit as an additional strategy of
monitoring agents. The author asserts that mechanisms such as auditing, authenticates or
validates operations and decisions of the affiliates are in tandem with interests and
aspirations of the shareholders. Ahmed, Bhuiyan, Ibrahim, Said and Salleh (2016), in
their work in Malasya, assert that firms from overseas record higher agency related costs
due to policy of these firms to employ highly qualified to do best auditing because the

principals are far.

This view is shared by Bortych’s (2017) findings in a research conducted in the USA
which established that MFIs hire high-end quality auditing officers. Studies reveal MFIs
operating in many countries, release more detailed financial reports than firms that
operate exclusively in a single country (Blanco-Oliver, Irimia-Dieguez & Reguera-
Alvarado, 2016). Understandably, reports with more details emanate from more aspects
or items to be audited requiring more auditing input in terms of time and human effort.
As a result, auditors charge more fees for such massive work culminating in increased

agency costs.
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Butcher & Galbraith (2015) concurred with the assertion that higher auditing charges
than local firms are outcomes of complex financial reports framework or system of
foreign holding or subsidiaries as well as strict adherence to corporate governance
principles. Besides, the requirement to have financial reports in many languages, inter-
state currency transactions and transfer fees, requires extra auditing which increases

auditing fee.

Casselman, Sama and Stefanidis (2015) attributed mechanisms of monitoring to global
MFIs corporate governance competition. Increased competition dictates more caution of
parent firms to relax stringent systems and decentralize control to enable affiliates to
survive stiff competition. This validates auditing to check decentralized control so that it
is not abused in the subsidiaries and ensure interests of shareholders are not

compromised.

Daher and Saout (2015) identified with the above line of thought who found an MFI
requires solid guarantee mechanism that can only be provided by an external auditor who
is autonomous that the company cannot influence. Indeed, an outside auditor is more the
one employed in the company. As such auditing role becomes crucial and more

dependable than even directors on the board.

2.3.2 Bonding Costs and Financial Performance

Bonding costs are a form of agency costs that originated from principal and
agent theory that emerged in the 1970s from the combined disciplines of economics and
institutional theory. Theorist Stephen Ross is credited to have originally come up with the
idea and later developed by Barry Mitnick. However, the most cited reference to the
theory comes from Michael Jensen and William Meckling (1976) who argued that
bonding costs are incurred when the agent (management team) uses the company’s

resources for his or her own benefit.

According to agency theory, structure of ownership contributes significantly to reduced

agency costs. Equally, Fratini and Tettamanzi (2015) and Ibrahim, Ahmed and Minai
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(2018) have the view that agency costs can decrease by increased number of firm owners
being part of the board of directors. The argument is that more directors on the board of

directors increase monitoring chances.

According to the agency theory institutional type of company ownership brings down
agency costs due to strictly laid down operational systems. In their study conducted in the
UK, Ahmed, Bhuiyan, Ibrahim, Said and Salleh (2016) established that block-holders
(concentrated type of ownership) equally scales down agency costs. However, Bortych
(2017) established that the concentrated form of company ownership has been found not
to lower agency costs in Indonesia but a company that is family owned, puts agency costs
in check. On the other hand, there was no positive correlation between block holders have

and decreased agency cost.

Similarly, D’Espallier, Goedecke, Hudon and Mersland (2017) revealed zero agency cost
among companies where the owner doubles as the manager because this structure ensures
the alignment of both the owners and managers’ interests. This is because employees
receive dividends from company increased returns. On the contrary, listed public
enterprises which are owners are not part of the management with the latter being outside
managers. Proponents of agency theory hold the view that agency costs are considerably
lowered by effective governance.

The researchers in their study determined that big as well as influential boards of
directors offer very effective governance. On the other hand, Mishkin (2016) companies
are properly governed by lesser or boards with less directors. Nurmakhanova,
Kretzschmar and Fedhila (2015) associated less agency cost with a board consisting more
directors but Randoy, Strom and Mersland (2015) established the contrary in the sense
that the less the directors of a board the less the agency costs. Casselman, Sama and
Stefanidis (2015) observed reduced agency costs are attributed to a board that is

independent.
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Wijesiri, Yaron and Meoli (2015) found a positive correlation between audit committees
and managers’ competence and low agency costs. Lacalle-Calderdn, Chasco, Alfonso-Gil
and Neira (2015), and Butcher and Galbraith (2015) observed that agency cost reduces
where remuneration as well as nomination committees exist. Furthermore, Kiaritha
(2015) carried out a study to determine whether there is a relationship between agency

costs and capital structure of firms listed in Nairobi stock exchange.

The study which concurred with a study carried by Wangai, Bosire and Gathogo (2014),
also investigated whether use of debt in capital structure can minimize the conflict
between managers and shareholders. The total population of the study included all
companies in Nairobi stock exchange between the year 2012 and 2013. Statistical power
of excel was used to analyze the data where the findings indicated weak relationship exist
between agency costs and capital structure of firms in Nairobi stock exchange. It was also
concluded that, use of debt increases asset utilization in low growth firms and decreases
expenses in high growth firms. Generally, diverse governance forms are utilized in

addressing the agency conflict or problem.

2.3.3 Residual Loss and Financial Performance

Residual loss is a category of agency cost that originated from principal and
agent theory in the 1970s from the combined disciplines of economics and
institutional theory. Theorist Stephen Ross is credited to have originally come up with the
idea and later developed by Barry Mitnick. However, the most cited reference to the
theory comes from Michael Jensen and William Meckling (1976) who asserted that
Residual loss are costs emanating from divergent principal and agent interests despite the

use of monitoring and bonding.

Additionally, Kleynjans and Hudon (2016) carried out a study among 505 companies at
the Taiwan Stock Exchange (TSE) between 2013 and 2014 on the relationship between
free cash flow and agency costs. Performance of a company was operationalized as ROA
and ROE. The findings showed a strong positive correlation between the ratio of asset

turn over and performance of a firm in terms of ROA and ROE. Also, operating expenses
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to sales ratio were found to influence company performance operationalized as ROA and
ROE.

On the other hand, Hoepner, Liu, Sandberg and Wilson (2017) conducted a study on the
influence of the duality of a chief executive officer on company performance and had
findings in consistent with agency theory’s assumptions that asserts the duality of a CEO
does not lead to high returns. Randomly, sampling 40 companies from Fortune 500,
Garcia-Meca, Garcia-Sanchez and Martinez-Ferrero (2015) studied companies with CEO

quality or CEO as chair with full independence annually between 2009 and 2013.

It was established that firms with such system experienced increased ROE, ROI as well
as higher profitability. However, Banerjee, Karlan and Zinman (2015) observed the
reverse and suggested more inquiry into influence of board structure on returns.
Elsewhere, Wijesiri, Yaron and Meoli (2017) found a strong positive correlation between
family-owned and managed companies’ agency costs and performance. The research
design was a cross- sectional survey which targeted a total of 37, 301 CEOs of family
owned companies in the US. The firms selected as the sample had average annual sales

of $36million, with 195 employees and had been in businesses for 49 years.

The data indicated a positive relationship existed between performance for non-family
pay incentives but not the reverse. The findings showed that strategic planning had a
positive impact on performance while CEO tenancy had a negative effect on organization
performance. Aribi and Arun (2015) studied the effect of unutilized liquidity combined
with moderating effect of agency costs on firms trading at the Telavi Stock Exchange, in
Israel. Using randomly sampled 143 firms were investigated between 2006 and 2011, and
agency costs operationalized through efficiency ratio while free cash flow was
determined through the model of Len and Paulse. The study observed a free cash flow

increases agency cost.

Ayuma, Namusonge and Iravo (2015) did a study to investigate the salient aspects and
the nature of agency relationship between the public universities in Kenya as an agent

and the government as the principal for the provision of higher education. Six
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commissioned public universities were selected where semi structured questionnaires
were sent to each university. The data was analyzed using tables, proportions and
percentages. Findings depicted an agency relations between higher institutions of
learning and the government are direct and are expressed in form of policy, parliamentary

legislation, establishment, financing higher education, collaboration and research.

Similarly, Biwott, Asienga, Oketch and Mutai (2015) sought to establish if agency cost as
well as some determinants of managerial behavior had influence on firm performance in
Kenya. A sample of 27 firms from three economic sectors namely banks, industry and
services were used. The research observed a non-linear, and a substantial correlation
amongst an agency cost of ownership and the managerial ownership on such a
relationship is affected by firm performance Kahuthu, Muturi and Kiweu (2015)
examined the impact of prices of stock quoted in Nairobi stock exchange on agency cost.

The researcher used secondary data from annual financial reports from authorized data
vendors by the Nairobi stock exchange council. Descriptive statistics was used to present
the data. In addition, quantitative analysis was conducted to give meaning to the data
results. The revealed a strong positive correlation between the agency costs incurred by

public companies and the price of their stock.

Mwangi, Shisia, Mwai and Okibo (2014) did a study to establish whether agency related
cost have a relationship with the divided policies from companies quoted in Nairobi stock
exchange. A target of 54 companies quoted in Nairobi stock exchange used. Descriptive
approach that maximized stratified random sampling. A sample of 20 companies out of
population of 54 companies was picked for a period of 8 years from 1999 to 2006. It was
found dividend policies of the firm do not seem to be designed to mitigate the agency

costs of the firm.

2.3.4 Finance Performance
Studies on financial performance should include multiple criteria analysis. Thus different
models or patterns of relationship between financial performance and its determinants

should be used to demonstrate the various sets of relationships between the dependent
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and the independent variables in the estimated models (Shahzad, Ali, Ahmad and Ali,
2017). These researchers reported that agency cost has positive effect on financial
performance while studies such as the ones of John (2018) reported otherwise. However,
the results that could be obtained from developing economies like Nigeria may be quite
different given the differences in the nature of economies and the level of sophistication

in the monitoring mechanisms.

Additionally, Zabri, Ahmad and Wah (2016) pointed out that larger firms generate
superior performance relative to smaller firms. A firm’s demographic characteristic such
as number of outlets and the age or life stage of the firm as well as board size are seen by
some researchers as driver of financial performance. If there are economies of scale, a
larger number of outlets mean a better performance due to the incurring of agency costs
such as monitoring costs, if not, more outlets lead to a worse performance. In a study on
retail banks, Barnett et al. (1994) find single unit banks performing better. They argue

that a firm’s emphasis on market positioning retards organizational learning.

Secondly, Grazzi, Jacoby and Treibich (2016) set out to establish that a positive
relationship exists between agency costs incurred by family firms and performance. The
research design was a cross sectional survey which targeted a total of 37, 301 chief
executives of privately held U.S.A family businesses of which a sample of 1376 firms
was selected. The firms selected as the sample had average annual sales of $36million,
with 195 employees and had been in businesses for 49 years. The data indicated a
positive relationship existed between performance for non-family pay incentives but not
for family pay incentives. The data also showed that strategic planning was positively
related to performance and CEO tenure was negatively associated with firm performance,

average board tenure and outside directors.

Ahmar, Rahman, Arifin and Ahmar (2017) studied the effect of free cash flows and
agency costs on the performance of listed companies in Tehran Stock Exchange. A
sample of 140 companies were selected during the time span from 2009-2016. Efficiency

ratios were used as measures of agency cost and Len and Paulsen model issued to
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measure free cash flows. F-Limer and Hausman tests were used to appropriate estimate of
models for selecting among one of methods of the common effects, fixed effects and
random effects. Results from research hypotheses testing have shown that there is no
significant relationship between free cash flows and firm performance. While, there is
significant and positive relationship between total asset turnovers with measures of firm
performance. Negative and significant relationship is observed between operating income

volatility with measures of firm performance.

2.4 Summary of Literature Review

The review has tried to explain various theories that have been put forward to explain the
linkage between agency costs and financial performance. Also, empirical review has been
conducted to determine the relationship between agency cost and financial performance
of firms in different contexts. Largely, there is strong evidence of positive as well as

negative relationships between agency cost and financial performance the world over.

2.5 Research Gaps

From the literature review above, a contextual gap has emerged of scarcity of previous
studies on the influence of agency cost on financial performance among MFIs in
Machakos County in Kenya. In this regard, most of these studies have been done in other
contexts but little in the scope of the current study. Conceptually, most studies have
examined broad aspects of agency cost in relation to other variables such as performance,

profitability and competitiveness among other others.

Therefore, this research gap needs to be addressed by examining the relationship between
agency costs and financial performance of microfinance institutions in Machakos County.
Essentially, this makes huge empirical contribution to knowledge in this field and
particularly MFIs performance in developing countries. In addition, by examining the
relationship between these monitoring costs and MFIs, the intervention measures can be
further evaluated and improvised by the regulators. The findings can also help the
stakeholders and the organizations to better understand the economic rationale for agency

costs, and the roles they play in the corporate governance of MFIs.
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2.6 Conceptual Framework

In this study, the conceptual framework is based on three independent variables that are
presumed to affect finance performance in microfinance banks in Kenya. The dependent
and independent variables in Figure 2.1 illustrate the conceptual framework. The
framework hypotheses the relationship between the independent and depend variables.

In this case, the figure shows relationship that exists between agency costs and financial
performance of firms. Agency costs are operationalized as monitoring costs, bonding
costs and residual loss while financial performance is measured by ROI. Return on
investment was exclusively used to measure financial performance because MFIs core
mandate is deposit-taking and lending hence financial performance can only be
determined by ROI. The study relates a set of independent variables which include effect
of agency costs on financial performance of MFIs.
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Independent variables Intervening Variable  Dependent variable

/Monitoring Costs \

e  Staffing costs

Budget control costs

Auditing costs

Compensation costs (cash &equity)
Additional layers of management
Directorship (block holders) costs
Indenture costs

Contract enforcement costs

Financial
Performance

\ )
/Bonding Costs \

e Advertising expenditures
License fees

Asset utilization costs
Accounting costs

Travel and vehicle expenses
Maintenance and repair costs
Attorney fees and legal fees
Utilities, such as telephone

Insurance /

Return on
Investment (ROI)

A\ 4

\_

Residual Loss

Perks beyond remuneration package
Expanded workforce

High debt ratio

Wasteful expenses

Higher interest expense

\ Hiaher eauitv cost /

Intervening Variables
. Firm size

e  Demographic features
. Age

e  Capital structure

Figure 2.1 Conceptual Framework
Source: Author (2019)
The framework can either show a positive or a negative association depending on how

the independent variables behave.
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction

The organized questioning and survey either by hypothesis formation or scientific testing
of any enquiry or investigation by following a set of standard rules and procedures is
defined as research methodology (Fusch & Ness, 2015). A research methodology defines
techniques or tools such as surveys, questionnaires and or interviews adopted in research

process to relevant collect, assemble and evaluate data (Stage & Manning, 2015).

Accordingly, this chapter presents the research methodology adopted for the study. It
concentrates on identification of the research philosophy that the study adopted, research
design, target population, sampling design and procedure, data collection instrument,
validity and reliability of the research instrument, data collection procedure, data

analysis, and ethical considerations.

3.2 Research Design

This study adopted descriptive research design. Fletcher, Massis and Nordqvist, (2016)
argued that, descriptive research design describes the characteristics of a particular group,
individual, situation or phenomenon accurately and systematically. A research design is
an outline which gives answers to research problems (Fusch & Ness, 2015). It can

answer what, when, where, when and how questions, but not why questions.

This research design was an appropriate choice because the research aimed at identifying
characteristics, frequencies, trends, correlations, and categories between agency costs and
financial performance. Unlike in experimental research, the design was suitable as the
researcher was limited in controlling or manipulating any of the variables, but only
observed and measured them. Further, it was apt since items in each questionnaire were

uniform hence made is easier for analysis and reporting of the findings.
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3.3 The Target Population of the Study

For this study, the target population was the three MFIs in Machakos county. Target
population also known as the theoretical population, has varying characteristics and it
refers to the entire group of individuals or objects to which researchers are interested in
generalizing the conclusions Kihn and lhantola, (2015). The accessible population or
study population is the population that is derived from the target population to which the
researchers for the smooth conduction of the research and can apply their conclusions. It
is from the accessible population that researchers draw their samples (Galvan, 2015).

Although there might have been more MFIs, only three (3) microfinance institutions
which included Faulu Microfinance Bank Ltd, Kenya Women Microfinance Bank Ltd
and SMEP Microfinance Bank Ltd (CBK, 2017) qualified to for consideration. This is
because the present study set a threshold of five years for a MFI to be considered for the
study. This was based on the express understanding that a MFI must have been operating
for a while to exhibit the effect of agency cost tendencies on financial performance. The
accessible population compromised 19 block-holders, 15 board of directors, 2 CEOs and

3 finance directors from all microfinance institutions in Machakos county.

Table 3.1: Target Population

Category/Strata Stratum Population Size | Percentage
1 Block-Holders 19 47
2 Board of Directors 15 37
3 CEOs 3 8
4 Finance Directors 3 8
Total 40 100

Source: Author (2019)

Financial data from statement of comprehensive income and statement of financial
position was used to calculate the financial performance of the microfinance institutions.
These are registered MFIs currently operating in Machakos county, involved in some
form of lending and are therefore exposed to agency costs and subsequently affect
financial performance. The accessible population provided insightful and relevant

information on the relationship between agency cost and financial performance in
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Microfinance institutions in Machakos county. The response rate is discussed in the next

chapter (chapter four).

3.4 Operationalization and Measurement of Variables

The dependent variable of the study is financial performance, while independent variable
is agency costs. From the studies reviewed, 5 or 7 Likert scale point emerged as the
dominant variable determination or measurement set-up among studies on partnerships
(Marshall & Rossman, 2015). Accordingly, this study adopted 5-point Likert scale in

determination of variables of this study.

3.5 Sample Design and Procedure

Essentially, the accessible population comprising only 40 prospective respondents from
three MFlIs is sufficiently small hence necessitated a census method. It is possible to have
more MFIs in the county but only 3 qualified since the study focused on those with over
5 years of operation. In the opinion of Stage and Manning (2015), a census technique of
selecting study participants, every single individual or subject of the accessible

population is picked to participate in the study.

In other words, it can be referred to as listing or enumerating everyone meaning, which
means the whole tally or count. To this end, the study gathered comprehensive or full
(complete) data entirely from the accessible population. Therefore, 19 block-holders, 15
board of directors, 3 chief executive officers and 3 finance directors of the three MFIs

were selected to take part in the study.

Table 3.2 Census Distribution

Category/Strata Stratum Sample Size Percentage
1 Block-Holders 19 47
2 Board of Directors 15 37
3 CEOs 3 8
4 Finance Directors 3 8
Total 40 100

Source: Author (2019)
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3.6 Data Collection Instruments

This study used primary data (questionnaires) and secondary data. Primary data obtained
from 19 block-holders, 15 board of directors, 3 chief executive officers and 3 finance
directors of the three MFIs, was used to determine agency costs (monitoring, bonding and
residual costs). Secondary data comprising (detailing) the 2018 MFI supervision annual
reports, was obtained from Central Bank of Kenya (2018) with help of secondary data
collection sheet detailing which information was required. Financial data from statement
of comprehensive income and statement of financial position was used to calculate the

financial performance of the microfinance institutions in Machakos County.

The data for the study was not solely obtained from secondary Sources, as some of the
information required (such as internal audit costs) was not available from secondary
Sources. Primary data was collected using structured questionnaires with questions
designed to ensure consistency with the study objectives and research questions. A 5-
point Likert scale was used for more expansive responses to capture agency costs such as
directors’ remuneration, external audit costs, and internal audit costs among others

specifically for the financial year ended 2018.

3.7 Data Collection Procedures

The permission to collect data from the organization was sought from the University and
also consent from the MFIs was requested by use of a formal introduction letter.
Authorization to carry out the research was granted by the National commission for
science and innovation. The questionnaire was administered by the researcher and
research assistants to ensure accuracy and completeness. Research assistants were trained
to minimize data collection flaws and bias (Stage & Manning, 2015). Respondents were
given specified ample time to respond to the questionnaire before dropping the same at
specified point in the premises. Any issues requiring clarification were adequately
addressed promptly by the research team. Adequate requisition for the meeting with the
respondents for filling of the questionnaire was done to ensure time saving and non-
interference with the respondents’ programs. These also ensured the respondents were

well prepared and ready the exercise.
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3.8 Data Analysis
Primary data on agency costs and secondary data from CBK were used to generate
relationship between agency costs and financial performance of MFIs in Machakos
County. To achieve this, a multiple correlation and regression analysis was used. This
helped to determine the relationship between agency cost and financial performance of
micro-finance institutions in Machakos County. Statistical package for social sciences
(SPSS), version 23 was also used in data analysis and also to communicate the research
findings. Simple regression model was used to test the significance of the independent
and dependent variable.
The multiple regression model was as stated below:

Y=Bo +f1 X 1 +f2 Xz + BsXs+ e

Where;

Y = Financial performance of the firm (ROI)

X1= Monitoring costs of the firm

X,= Bonding costs of the firm

X3= Residual loss of the firm

e = error term

Bo= represents regression constant

B1, B2, and B3 = coefficients of regression equation

3.9 Piloting of the Research Instrument

Pilot study is a little trial intended to test coordination and accumulate data preceding a
bigger report, so as to improve the instrument’s quality and proficiency (Fletcher, Massis
and Nordgvist, 2016). It can uncover insufficiencies in the plan of a proposed
examination or system and these would then be able to be tended to before creatures, time

and assets are exhausted on huge scale ponders (Ravitch & Riggan, 2017).

A pilot is largely about necessary and useful in providing the groundwork in a research
project. To pilot test the data—collection procedures, the questionnaire was administered
to selected respondents in a neighboring county of Nairobi to validate the content of the
questionnaire by adjusting areas deemed inadequate. As a result, required changes were

affected before the toll was administered to the respondents.
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3.9.1 Validity of Data Collection Instruments

For research questionnaire to meet its purpose, it ought to be reliable and valid.
Reliability criterion refers to the internal stability as well as consistency of the
instrument. Validity, on the other hand, refers to the extent to which an instrument
measures what it is set out to measure. Validity refers not only to what the instrument
measures but also to how well it does it. It is whether what one is measuring is what one
intended to measure; hence unreliable data is invalid since reliability assures validity
(Stage & Manning, 2015).

Validity is the degree to which an assessment measures what it is supposed to measure
(Kihn & lhantola, 2015). The questionnaire was verified for validity of all the possible
dimensions of the research topic to ensure it correctly determined or measured the
intended measurement, notwithstanding the person responding, the response time and to
whom they respond or when self-administered. The validity is greatly influenced by how

the instrument is administered and was therefore compared against a gold standard.

The questionnaire was pre-tested the instrument on SMEP micro finance bank Ltd from
the neighbouring Nairobi County to determine whether it measured what it was intended
to measure. As a result, adjustments were made on the questionnaire items and necessary
corrections done. Respondents were asked about the clarity of the questions; the
researcher explored the respondent’s interpretation of questions to see whether the
researcher’s meaning was clear. Further, corrections were made to refine the multiple-
choice questionnaire items and question sequencing was updated where necessary. This
helped to validate the instruments (questionnaires).

3.9.2 Reliability of Data Collection Instruments

Reliability is about stability, consistency and dependability of data; this is when the
measurements are not only accurate but also trustworthy, in such a way that somebody
else using the same measuring instruments should obtain same or similar results. Simply
put, a research tool that is reliable instrument is one, which if constant produces the same

outcomes if used with same respondents on different occasions.
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Testing of the reliability of the scale is very important as it shows the extent to which a
scale produces consistent results if measurements are made repeatedly. This is done by
determining the association in between scores obtained from different administrations of
the scale. If the association is high, the scale yields consistent results, thus it is reliable.
Cronbach’s alpha is the most widely used method. It may be mentioned that its value
varies from 0 to 1 but, satisfactorily value is required to be more than 0.6 for the scale to
be reliable (Marshall & Rossman, 2015).

In the present study, Cronbach’s alpha scale was used as a measure of reliability. Specific
items in the questionnaire were redesigned to measure the same concept and presented
differently in two or more different questions and obtained responses correlated, a
manner similar to the equivalent-form technique of reliability testing. Further the
researcher carried out a statistical test for reliability using Cronbach’s Alpha. To that end
a score of 0.76 and above was obtained hence the instrument was deemed reliable as the
standard or acceptable threshold is 0.70 and above (Ravitch & Riggan, 2017).

3.10 Ethical Issues

Ethical issues are norms for conduct that distinguish between acceptable and
unacceptable behavior during research (Fletcher, Massis & Nordgvist, 2016). The major
ethical issues in conducting research include, informed consent, beneficence (do not harm
subject), respect for anonymity and confidentiality, and respect for privacy. The
researcher adhered to the ethical issues during the study where confidentiality observed
and the data that was used only for research purposes.

Respondents were assured that the information they were giving would be confidential
and would be used only for academic purposes. Additionally, respondents were assured
that information given would not be used to victimize anyone. Besides, any respondent
who wanted to withdraw from was allowed to do so. Any information that the researcher
obtained in the course of the work was not shared with any other unauthorized persons

and other competitors. In addition, the researcher followed the right channels to obtain
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any required information without any form of bribery or incentives in exchange for data
and information. This was achieved through seeking authorization from the relevant

bodies and acquiring the relevant permits to carry out the research.

The researcher dealt only with the authorized and bona fide office bearers for information
gathering. Any documents obtained during the study were wholly returned to the MFIs
after the research or as agreed upon between the parties. The researcher did not in any
way, reproduce, photocopy or print any of the documents obtained without authority and
permission from the MFI. The researchers also ensured high levels of integrity during the
whole period of conducting the research and ensured confidentiality in information and

data collected.
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CHAPTER FOUR
DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

The interpretation and presentation of the study results have been discussed in this
section. It presents the response rate, demographic information of the respondents, as
well as findings on agency costs, and financial performance. The study results have been
presented in accordance with the objectives of the research. Descriptive as well as
inferential statistics form the basis for discussion of the study findings.

4.2 Response Rate

A total of 40 respondents constituted the sample size, from whom 30 successfully filled
and returned the questionnaires, making a response rate of 75 percent. This response rate
sufficed for the researcher to draw reasonable conclusions from the study in accordance
with the Mugenda et al. (1999) suggestions. The response rate is as shown in Table 4.1

below.

Table 4.1: Response Rate

Category Frequency Percentage
Returned 30 75
Unreturned 10 25
Total 40 100

Source: Author (2019)

4.3 Demographic Information

The respondents were asked to provide the following data: their positions in the current
organizations; length of service in current organizations; and length of service in the
micro finance sector. Respondents’ current organizations were considered valuable
because it would demonstrate the relevance of the participants for the nature of the data
required. Length of service of the respondents was considered important since it is an

indicator of their knowledge of the respective firms, and the micro-finance sector.
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4.3.1 Position in Current Organization
The respondents were asked to state their positions in the current organization. The

responses were as shown in Table 4.2 below.

Table 4.2: Position in Current Organization

Category Frequency Percentage
Chief Executive Officer 3 10
Block-Holders 13 43
Board of Directors 11 37
Finance Directors 3 10