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DEFINITION OF KEY TERMS 

Compensation is the total amount of the monetary and non-monetary pay provided 

to an employee by an employer in return for work performed as 

required. Compensation is based on: market research about the worth 

of similar jobs in the marketplace, employee contributions and 

accomplishments, the availability of employees with like skills in the 

marketplace, the desire of the employer to attract and retain a 

particular employee for the value they are perceived to add to the 

employment relationship, and the profitability of the company or the 

funds available in a non-profit or public sector setting, and thus, the 

ability of an employer to pay market-rate compensation (Heathfield, 

2010) 

Executive compensation is financial compensation received by an officer of a firm. 

It is typically a mixture of salary, bonuses, shares of and/or call 

options on the company stock, benefits, and perquisites, ideally 

configured to take into account government regulations, tax law, the 

desires of the organization and the executive, and rewards for 

performance (Maijoor & Vanstraelen,  2006). 

Executive Fixed Salary is a fixed amount of money or compensation paid to an 

employee by an employer in return for work performed. An employee 

who is paid a salary is expected to complete a whole job in return for 

the salary. The salaried employee or employee who is paid by salary 

does not track hours worked and is not paid for overtime. Salary is 

determined by market pay rates for people doing similar work in 

similar industries in the same region. Salary is also determined by the 

pay rates and salary ranges established by an individual employer. 

Salary is also affected by the number of people available to perform 

the specific job in the employer’s employment locale (Heathfield, 

2010). 
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Risk                is a natural element of business and community life. It is a condition 

that raises the chance of losses/gains and the uncertain potential 

events which could manipulate the success of financial institutions 

(Crowe et al, 2009). 

Share Ownership benefits plan in which employees own a percentage of their 

company’s shares, which are bought and managed for them by a trust 

(Firth, Fung, & Rui, 2007). 

Executive Allowances Money that a company or government agency provides to an 

employee for a specific purpose, such as transportation, healthcare 

costs or a flexible spending account. Benefit allowances administered 

to employees can be distributed through regular payroll.( Buck, 

Bruce,  Main,  & Udueni , (2003). 

Executive bonus is compensation over and above the amount of pay specified as a 

base salary or hourly rate of pay. The base amount of compensation is 

specified in the employee offer letter, in the employee personnel file, 

or in a contract. Bonus pay can be distributed randomly as the 

company can afford to pay a bonus, or the amount of the bonus pay 

can be specified by contract. Bonus pay that is specified by contract is 

used most frequently to reward executives (Buck, Bruce, Main & 

Udueni,  2003).  

Beta   is a measure of the volatility, or systematic risk, of a security or a 

portfolio in comparison to the market as a whole. Beta is used in the 

capital asset pricing model (CAPM), which calculates the expected 

return of an asset based on its beta and expected market returns. Beta 

is also known as the beta coefficient.(Brealey & Myers, 2003). 
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Commercial banks: type of financial institution that provides services such as 

accepting deposits, making business loans, and offering basic 

investment products."Commercial bank" can also refer to a bank, or a 

division of a large bank, which more specifically deals with deposit 

and loan services provided to corporations or large/middle-sized 

business - as opposed to individual members of the public/small 

business - retail banking, or merchant banks.( Gathua, Ngumi,  & 

Kiragu, 2013) 
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ABSTRACT 

Risk is a natural element of business and community life. It is a condition that raises 
the chance of losses/gains and the uncertain potential events which could manipulate 
the success of financial institutions. Firms that implement executive compensation 
plans based on performance generally create more ambitious and difficult strategies. 
Compensation crisis and risk especially in the financial industry can result from 
people who are rewarded with large bonuses for gaming the system, creating 
artificial value, obfuscating, and taking on excessive levels of risk, all without 
sufficient skepticism or scrutiny. There has been a debate on executive compensation 
among regulators, practitioners, and academicians. Some studies find no evidence 
that compensation affected financial firms’ performance during the global crisis. 
Others find various links between managerial compensation and financial firms’ risk-
taking behavior. The main objective of this study was to determine the effect of 
executive compensation on risk taking among listed commercial banks in Kenya. 
Specific objectives were to Assess the effect of executive share ownership on risk 
taking among the listed commercial banks in Kenya, to establish the effect of 
executive fixed salary on risk taking among the listed commercial banks in Kenya, to 
determine the effect of other executive allowances on risk taking among the listed 
commercial banks in Kenya and finally to examine the influence of executive annual 
bonuses on risk taking among listed commercial banks in Kenya. The study used an 
Epistemology research philosophy, causal research design was adopted whereby 
panel data approach was used. The target population for this study was the 11 listed 
banks on the NSE. Secondary Data for the year 2010 to 2015 was collected from the 
NSE handbook. Data collected was analyzed using descriptive statistics which 
included means and standard deviations. Inferential statistics such as Pearson 
correlation and panel regression was also used. The results were presented in form of 
tables, figures, charts, graphs and trend lines. Based on the findings, the study 
concluded that Share Ownership and risk taking are positively and insignificantly 
related. Regression analysis indicated that Executive Fixed Salary and risk taking 
were negatively and significantly related. Executive Allowances and risk taking were 
negatively and significantly related. Regression analysis results indicated that 
Executive Annual Bonuses and risk taking were negatively and significantly related. 
Based on the findings the study recommended that banks should pursue optimum 
compensation policies, which will ensure minimum cost to the bank. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Background of the Study 

Executive compensation is presently one of the most interesting and innovative fields 

of research in the finance area. It was only in the 1990s, with the growth of the world 

economy, that shareholders felt the need to contract executives and give them 

incentives to make firms’ stock market growth increasingly faster each year. 

Academics and researchers started searching for the best form of compensation to 

motivate these executives. It was not only the values that mattered, but also the way 

in which executives were paid: with more short term compensation (salary or bonus) 

or more long term compensation (stock options, restricted stocks, long-term 

incentives plans) or even with other forms of compensation like perks, and the 

impact of these compensation policies on all the fields of finance (Paolo, 2008). 

Executive compensation has been addressed in numerous studies. Scholars have 

examined executive pay and structure in various contexts such as principal-agent-

theory (Garen, 1994), corporate governance Kang, Kumar and Lee (2006), 

performance (Jensen & Murphy, 1990), and risk taking (Coles, Daniel, & Naveen, 

2006). Intuitively, the pay is closely tied to the extent of executive risk taking in a 

company: Agency theory assumes that shareholders (principals) expect CEOs 

(agents) to take actions in their favored interest, hence to maximize shareholder-

value (Coles, Daniel, & Naveen, 2006). 

Risk is a natural element of business and community life. It is a condition that raises 

the chance of losses/gains and the uncertain potential events which could manipulate 

the success of financial institutions (Crowe, Ostry, Kim, Chamon & Ghosh, 2009). 

Excessive risk-taking is viewed as a contributing factor to the market turmoil that 

erupted in the United States around mid-2007. Among the most frequently debated 

channels that have propagated the accumulation of risky exposures are ill-designed 
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compensation policies, capital regulation, originate-to-distribute business model, low 

short-term interest rates, and others. 

The bursting of the dotcom bubble in 2000 and the ensuing corporate scandals 

triggered a collapse of well-known companies such as Enron, WorldCom, and 

Adelphia, resulting in massive destruction of shareholder wealth as well as damage 

to other stakeholders. The end of a housing bubble and the subprime debacle led to a 

shutdown of the credit markets and the failures of venerable financial institutions 

such as Lehman Brothers and Merrill Lynch. The2008 financial crisis spread rapidly 

around the world. These landmark episodes have drawn attention to the high levels 

of executive compensation, and to the possibility that the structure of executive pay 

plans may have contributed to the post-1990s bubbles, corporate scandals, and recent 

financial crisis (Michael,  Dalida,  Prabhala,  & Lemma, 2011). 

When analyzing the relationship between firm risk taking and CEO compensation 

structure, it is important to keep in mind that conventional management 

compensation schemes motivates risk taking by only looking at return, without 

regard for the risk(s) accepted in generating it (Segerstrom, 2008). The same author 

then further argues that this incomplete approach regarding executive compensation 

can be seen as a reason for the subprime lending binge, which in retrospect has been 

identified as one partial cause for the financial meltdown during the recent financial 

crisis. Since the recent economic crisis originated primarily from the financial 

industry, and then in later stages developed into a more widespread economic crisis, 

it is the executive compensation practices in the financial sector that have been the 

most criticized (Segerstrom, 2008). 

At this point it is necessary to note an important difference between the risk attitude 

of executives and shareholders: Whereas the latter usually hold a broadly diversified 

portfolio, their aim is to maximize gains, thus shareholders prefer more risk taking. 

The former, who cannot diversify their portfolio as easily as shareholders, are 

committed with most of their wealth to their corporation trying to avoid high risks 

(risk-averse) in order to prevent private losses, (Sanders & Hambrick, 2007). One 



3 

 

approach to mitigate the agency problem is to adjust the interests of shareholders 

with the inducements of CEOs, by awarding “appropriate incentives” in managerial 

compensation. This action ultimately results in influencing risk behavior, 

emphasizing the existing link between the compensation structure (agency problem) 

and risk taking. 

There are numerous studies regarding the compensation structure and its 

determinants. This part presents a brief overview of hitherto findings in prior studies, 

which predominantly investigate the influence of executive compensations on risk 

taking. Whereas most studies support a positive relationship between CEO 

compensation and risk taking, some feature only partial support or even the opposite. 

1.1.1 Global Perspective on Executive Compensation and Risk Taking 

Over the past years we have witnessed that executives are being incentivized more 

and more to take riskier investment decisions in order to increase short-term 

shareholders’ value. This practice has increased the overall riskiness of corporations 

and the global economic system (Sharma, 2012). While both CEOs and shareholders 

are risk averse, only CEOs stay risk-averse with respect to the firm’s performance 

because shareholders can become risk-neutral by diversifying away the idiosyncratic 

risk by investing in a portfolio of stocks. Hence, risk-neutral shareholders encourage 

CEOs to take risky investment decisions because these risky projects create value to 

the firm and gains to the shareholders. CEOs with no incentive packages are risk 

averse because their compensation, reputation, job security and future career are 

associated with the firm that they manage and this cannot be diversified. So a risk 

averse CEO prefers to run the firm in a stable and predictable way. 

The 2008 financial crisis raised serious criticism of the US capitalism model, 

particularly regarding corporate governance on executive compensation (Bebchuk 

Cohen, & Spamann, 2010; Hoskisson, Castleton & Withers, 2009; Mintzberg, 2009). 

As a major explanation for executive compensation, agency theory has been 

challenged by the dysfunctional Wall Street practices (Mintzberg, 2009; Walson, 

2009) and criticized as under-socialized for its inability to explain cross country 
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differences (Bruce, Buck,  & Main, 2005; Filatotchev & Allcock, 2010). On the other 

hand, researchers find that agency theory has greater generalizability due to its 

abstraction from context (Gomez-Mejia, Larraza-Kintana, & Makri, 2003; Jian, Kent 

& Todd, 2010). 

From a theoretical point of view, the compensation structures have implications for 

both the managerial risk-taking as well as the agency relation between executives 

and shareholders. When the use of equity-based compensation increases, the interests 

of executives and shareholders converges, thereby decreasing the agency cost in the 

classical principal-agent model. However, due to their option-like claim on the assets 

of the firm, shareholders of leveraged institutions have an incentive to increase the 

risk. Performance conditions have the effect of making the release of equity-based 

awards uncertain on the date of grant. In the US on the other hand, such awards are 

normally only accompanied by a mandatory deferral period with no risk of non-

payment except in the case of personal resignation. In consequence, equity-based 

incentives may value less by executives in the UK than in the US. Conyon, 

Fernandes, Ferreira,  Matos and Murphy (2010) emphasize that the problem with 

excessive compensation and managerial rent extraction in the UK are generally 

considered to be less problematic than in the US. However, the use of performance 

conditions may create a strong incentive for risk-taking, since awards become harder 

to earn. 

Bolton, Mehran and Shapiro (2011) assessed the relationship between executive 

compensation and risk taking in financial institutions, which are supposed to 

maintain low risks in their operations. According to authors, managerial risk taking 

can be reduced by linking executive compensation to default risk by using debt like 

compensation such as deferred pay and pension. Similarly, Carpenter (2000) 

addressed the issue of risk averse CEOs being compensated with stock options and 

found that stock options do not always lead to greater risk seeking. Kempf, Ruenzi 

and Thiele (2009) studied the influence of incentives on managerial risk taking. Their 

conclusion suggested that managerial risk taking depends upon the relative 

importance that incentives comprise in the overall compensation package. Low 
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(2009) worked on vega and the risk-taking relationship and found that the firm risk 

taking is low in firms with low vega and that vega is an efficient mechanism to 

encourage managerial risk taking.  

Core and Guay (2009) and Mehran and Rosenberg (2008) find various links between 

managerial compensation and financial firms’ risk-taking behavior. Recently, the 

four-major federal bank regulatory agencies—the Federal Reserve, the Office of the 

Comptroller of the Currency (OCC), the Office of Thrift Supervision (OTS), and the 

Federal Deposit Insurance Corporation (FDIC)—jointly issued final guidance on 

incentive compensation. The goal of the guidance is to prevent two kinds of behavior 

by banks: pursuing short-term profits at the expense of the long-term financial health 

of the organization, and taking imprudent or excessive risks that could jeopardize the 

safety and soundness of the organization (Jian, Kent & Todd, 2010). 

Bhattacharyya and Morrill (2008) performed Tobit analysis in relation to managerial 

compensation and dividend payout in the US firms over the period 1992-2001 so as 

to document empirical support for hypothesis arising from his model developed in 

2007.Consistent with the prediction of the Bhattacharyya’s model, a positive 

(negative) relationship between earning retention ratio (dividend payout ratio) and 

managerial compensation was found. In China, a study by Ernst and Young (2006) 

found a positive relationship between the growing non-performing loans, bank 

failures and executive compensation. 

Carpenter (2000) counters common research results and strengthens the impression 

of complexity of option pay, arguing that “...option compensation does not strictly 

lead to greater risk seeking.” Likewise, Ross (2004) notes that granting options to 

managers – omitting additional requirements on utility functions – does not lead to 

bigger managerial risk taking, hitherto findings show that different components of 

executive pay are complex and have multiple implications on risk taking as for 

instance stock options, showing nuanced and sophisticated relations. Up-to datedness 

is shown by the quantity of research in this field, providing a wealth of findings, even 

though sometimes in an altered manner. For that reason, the following more precise 
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questions arise, speaking of CEO compensation and risk taking: Firstly, why and 

how exactly do the single components of CEO pay, if at all, impact managerial risk 

taking? Secondly, which elements of executive compensation could thereof be 

determined as incentives for managers to increase risk taking? 

There are a few studies that have examined the opposite direction of the relationship, 

but they have not used firm risk taking and excess compensation in their model. For 

instance, Coles, Daniel and Naveen (2006) examine the relationship between vega 

and riskier policy choices. After controlling for delta they found that the higher prior 

vega encourages and the delta discourages managerial risk taking. As well, they 

found that riskier policy choices lead to compensation structures with higher vega 

and lower delta. Garen (1994), Aggarwal and Samwick (2002), Himmelberg, Daniel 

and Naveen (1999), and Jin (2002) found the inverse relationship between firm risk 

and pay-performance sensitivity (delta). According to these studies, the variance of 

firm performance is an extremely important determinant of compensation, as implied 

by the principal-agent model. 

1.1.2 Regional Perspective on Executive Compensation and Risk Taking 

Rajgopal and Shevlin (2002) find that the sensitivity of a CEO’s option-based pay is 

positively linked to the variation of future cash flows from exploration activities for a 

sample of mining firms. This result is consistent with options leading to increased 

risk-taking. Further evidence that executive option grants lead to greater risk-taking 

is provided by Chen,  Steiner and Whyte (2006) who find that the standard deviation 

of a firm’s stock returns, along with measures of a firm’s systematic and 

idiosyncratic risk, are increasing in the options held by executives. Coles, Daniel and 

Nuveen  (2006) and Low (2009) assess vega, the dollar change in a CEO’s option 

holdings for a 1% change in stock return volatility, and find that a higher sensitivity 

leads to riskier policy choices, more investment in R&D, and increased total, 

systematic, and idiosyncratic risk.  

Similarly, Armstrong and Vashishtha (2011) find evidence that executive stock 

options (ESOs) positively correlate with total firm risk. Cohen, Krishnamoorthy, and 
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Wright (2002), detect a significant and positive relationship between increases in 

ESOs and subsequent increases in firm risk. Furthermore, Dong,  Wang and  Xie, 

(2010)  detect evidence that executive managers with higher sensitivity to stock 

return volatility, arising from their option holdings, tend to prefer liabilities over 

equity (regardless of firm leverage) as financing pattern. This preference is consistent 

with one of their hypotheses, e.g. indicating inflated risk taking by executives aiming 

at the value maximization of their equity holdings. 

Gao and Shrieves (2002) argued that the components of executive compensation 

influence earnings management. Any changes in the design of compensation 

contracts will potentially lead to a change in managers’ actions. For example, an 

over-emphasis on incentives in compensation contracts will expose executives to 

higher risk. To reach a certain level of pre-required accounting performance, 

executives shift to risky management by managing and manipulating earnings, risks 

and information disclosure. Shareholders are trying to discover the optimal 

mechanism by which to maximize their best benefits and are, as such, aligning the 

interests of executive with the goals of the firm. There is evidence that the 

components of executive compensation encourage executives to manage corporate 

information since asymmetrical information exists between shareholders and 

managers. 

Shaw and Zhang (2010) found that CEO bonus compensation was less sensitive to 

poor earnings performance than it was to good earnings performance. They 

suggested that CEOs get rewards even with poor firm performance. Similarly, 

Fahlenbrach and Stulz (2011) found no evidence to support the proposition that 

banks with CEOs whose incentives were not well aligned with the interests of their 

shareholders performed worse.  

Diamond and Rajan (2009) stated that CEOs are compensated based on the profits 

they produce and this can have negative influences on other firms. Some large 

financial firms can make large return in a reasonable way but this compels the other 

financial firms to catch up with the large firms. Executives in relatively smaller 
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financial firms might take excessive risks to improve the performance and profits of 

firms. Even if managers of smaller firms recognize that the projects they invest are 

negative NPV projects, a desire to skyrocket their stock prices and own wealth might 

make them to estimate the projects as great opportunities for them. These phenomena 

in financial industry lead financial firms to default and make the whole economy 

riskier. It implies that systemic risk might be increased, which means that it would 

cause the collapse of the entire economy. 

1.1.3 Local Perspective on Executive Compensation and Risk Taking 

In the Kenyan environment, the executive remuneration has not come under massive 

spotlight perhaps due to the nature of CEO compensation. The Kenyan Companies 

Act sets the general framework for financial accounting and reporting by all 

registered companies in Kenya, and stipulates the basic minimum requirements with 

regard to financial reporting. Due to the limited details of the Act, financial reporting 

and regulation are supplemented by pronouncements of the Institute of Certified 

Public Accountants Kenya (Barako, Hancock, & Izan, 2006). 

Unlike in the US, where publicly listed firms are required to disclose information on 

top five executives’ compensation, Kenyan listed firms have typically publicly 

disclosed only aggregated total compensation of a firm’s board of directors. This 

compensation is limited to cash compensation as share option issues have not come 

into play yet as such the NSE disclosure on shares is limited to bonus and rights 

issues to the general investing public (Muriuki, 2005).  

According to disclosures on the annual reports of listed companies, CEO 

compensation in the Kenyan listed companies can be divided into salaries, 

allowances, cash bonuses and fees for services as directors. Another key benefit 

obtained by directors is the ease of access to loans with all the listed companies 

having advanced loans to their directors. In view of the absence of stock option 

advancements to the executive as a major incentive, the relationship between stock 

performance and CEO compensation may be weak as the stock market performance 

is not a determinant of the level of executive pay. This is more so given that for most 
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listed companies the payment of executives may not be material in amount and is 

insignificant in its impact on price and as such it is not subjected to the materiality 

rule (Muriuki, 2005) 

Molonko (2004) examined the effects of between board characteristics and board 

compensation in determining firm profitability in the banking industry in Kenya. The 

study used a sample of 30 banks for the period between 1999-2003. The study sought 

to explore whether board size, proportion of non-executive directors, CEO duality 

and board total compensation affected performance in terms of ROA, ROE and profit 

before tax. Board compensation and firm size were found to be positively and 

significantly influential to bank profitability. The effects of board size and proportion 

of non-executive directors were found to be negative and statistically insignificant. 

The negative effect indicated that board structure had not contributed to the reduction 

of agency costs in the banking industry in Kenya. 

Muriungi (2014) investigated the relationship between auditing and performance of 

state corporations in Kenya the findings indicated that Audit committee increase the 

integrity and efficiency of the audit processes in public organisations, as well as the 

system of internal controls and financial reporting in the parastatals in Kenya. The 

findings further indicated that Parastatals heads and employees submit themselves to 

appropriate external scrutiny in the parastatals and in majority of them the heads and 

employees are responsible for their decisions and actions, including their stewardship 

of public funds. 

Aduda (2011) did a study on the relationship between executive compensation and 

firm performance in the Kenyan banking sector. The general objective of this study 

was to measure the relationship between executive compensation and firm 

performance among the commercial banks listed at the Nairobi Stock Exchange. The 

study adopted a causal research design by examining the relationship between 

executive compensation and financial performance among the commercial banks 

listed at the Nairobi stock exchange. The target population comprised of the nine 

commercial banks listed at the Nairobi stock exchange as at December 2008. A 
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census survey was conducted of the listed commercial banks. The study employed 

secondary data which was obtained from the financial statements of the commercial 

banks. Regression results for the whole banking sector revealed that size is 

negatively and significantly related to the determination of executive pay. This is 

contrary to the findings of Rosen (1985) that found pay-for-firm size elasticity to be 

positive and the estimated elasticity was not significantly different from 0.3 that is, β 

= 0.3. In this study, the overall sensitivity of executive compensation to bank size 

was -0.0238, that is, β = -0.0238. With regard to firm performance, two explanatory 

variables were tested namely return on assets (ROA) and relative performance to 

industry ROE which was essentially used to identify the firms that were able to 

register above industry average returns on equity. Thus the study found a negative 

non-significant relationship between executive compensation and performance of 

commercial banks in Kenya. 

Gathua, Ngumi and Kiragu (2013) examined the relationship between executive 

compensation and risk among commercial banks in Kenya. This study used 

descriptive survey research design. Data on executive remuneration was the average 

of four years (2008-2011) while primary data on the dependent variables was 

collected through the questionnaire during the period from July 2012 and concluded 

in August 2012. The findings of the regression analysis show that executive 

compensation explains a very small variation of 0.07% of the changes in the non-

performing loans among Kenyan commercial banks. The p value was found to be 

0.869 which is significantly different from zero at level of significance of 0.05. This 

shows that executive compensation does not lead to variations in the level of non-

performing loans among Kenyan commercial banks. Further, on if executive 

compensation influences practices of creative accounting among commercial banks 

in Kenya, the level of significance on is 0.7688 and is significantly different from 

zero and hence larger than a significance level of 0.05. It can therefore be concluded 

that executive compensation does not encourage accounting malpractices among 

Kenyan commercial banks. 
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1.1.4 Listed Banks at the Nairobi Securities Exchange, Kenya 

The Nairobi security exchange (NSE, 2012) was established in 1954 as a voluntary 

association of stock brokers with the objective to facilitate mobilization of resources 

to provide long term capital for financing investments. Through stringent listing 

requirements the market promotes higher standards of accounting, resource 

management and transparency in the management of business. The NSE is regulated 

by Capital Markets Authority (CMA, 2012) which provides surveillance for 

regulatory compliance. The exchange has continuously lobbied the government to 

create conducive policy framework to facilitate growth of the economy and the 

private sector to enhance growth of the stock market (Ngugi & Njiru, 2005). The 

NSE is also supported by the Central Depository and Settlement Corporation 

(CDSC) which provides clearing, delivery and settlement services for securities 

traded at the Exchange. It oversees the conduct of Central Depository Agents 

comprised of stockbrokers and investments banks which are members of NSE and 

Custodians (CDSC, 2004). These regulatory frameworks are aimed to sustain a 

robust stock market exchange that supports a cogent and efficient allocation of 

capital allowing price discovery to take place freely based on the market forces. 

Banks are unique as addition to the above the central bank of Kenya act cap 491 also 

oversees their licensing and licensing procedure. The central bank of Kenya gets 

involved in the activities of the commercial banks in order to protect the interest of 

the investors, clients‟ money and ensuring sanity in the industry e.g. regulation of 

interest rates, levels of credit of specified banks, setting monetary policies and 

foreign exchange dealings control. (Central bank of Kenya act cap 491). Other pieces 

of legislation that guide banks are: the constitution of Kenya 2010, the banking act 

chapter 488 1st Jan 2013, the national payment system act 2011. As part of the CBK 

monitoring commercial banks its memorandum to banks requires that independent 

directors should constitute not less than one third (1/3) of the total members of the 

board, from the previous 50% or more  from 2013.The independent directors are 

expected to provide checks and balances in the boards. 
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According to the Central Bank of Kenya, there are 43 licensed commercial banks in 

Kenya. Three of the banks are public financial institutions with majority 

shareholding being the Government and state corporations. The rest are private 

financial institutions. Of the private banks, 27 are local commercial banks while 13 

are foreign commercial banks (CBK, 2012). However our study adopted 11 banks 

listed at the NSE. 

1.2 Statement of the Problem 

A major criticism of executive pay packages has been that they incentivize excessive 

risk-taking which contributes to the financial turmoil. To respond to these concerns, 

governments and regulators have taken steps to restrict executive pay arrangements 

in regulated industries. However, there is still ongoing debate in the financial 

literature and among policymakers regarding how has executive pay contributed to 

bringing about the 2008 financial crisis, how to fix compensation structure and if pay 

structures should be reformed, what role if any should the government play in 

bringing about such reforms ( Alon &Yoram, 2010). 

Many studies when attempting to find causal relationships between CEO pay and 

risk taking find mixed evidence (Spitz-Oener, 2006). Mueller and Spitz-Oener 

(2006) examine 356 German financial service firms and find a link between pay and 

company risks in that a higher percentage of managerial ownership shares correlate 

positively with increases in firm risks. Lam and Chng (2006) find that managerial 

stock options correlate positively with firm risks. There are other studies (Sloan, 

1993; Carpenter & Sanders, 2002; Kerr & Bettis, 1987) that find a strong relationship 

between risk measures and executive compensation. Chesney, Stromberg and 

Wagner (2012) find a strong negative relationship between the abnormal CEO 

compensation and excessive risk-taking for the group of banks that do not report 

their Tier 1 ratio (predominantly, investment banks). Palia and Porter (2004) examine 

data for U.S. holding companies and find that the increases in salary and bonus 

components of managerial compensation were associated with lower risk.  
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Hagendorff, Saunders, Steffen  and Vallascas  (2015) find an empirical support to 

this idea, showing that higher bonuses entail a lower default risk. 

Rudolph  (2009)  carried  a  survey  in  the  health  insurance  sector  in United States 

of America  found  out  that  the  risks  that were  previously  considered  unrelated  

in  the health insurance industry blew up the market, with balance sheet items 

pummeled by liquidity,  interest  rate,  and  credit  risks.  Some  of  the  publicly  

traded  companies recorded  drop  in  stock  prices  by  50  percent.  This situation 

made many of the companies to reduce their staff, leading to low income to firms 

that were dealing with health insurance. The emergence of  risks not previously  

affecting  the health  sector and  drop  in  stock  prices  for  quoted  companies  could  

be  attributed  to  weak  risk management. 

The  statistics available  shows  that  risk  facing  firms  in Kenya was  increasing 

while traditional  risks were evolving. A  study by Price Water House Coopers  in 

2011 on risk  in Kenya  showed  that majority  (81 %)  of  the  chief  executive  

officers  (CEOs) interviewed from various firms felt that risk to their organizations 

was increasing and traditional risks were evolving (PWC, 2012). Waweru and Kisaka 

(2011) found out that  implementation  of  ERM  by  firms  in  Kenya  was  low  and  

therefore  could  be attributed to weak performance of firms in Kenya. Nyang’aya 

(2012) found out that traditional  risks  such  as  operational,  regulatory  and  market  

risk  were  key  risks affecting firms. Majority (95 %) of the respondents indicated 

that operation risk was facing the firms, followed by regulatory failure at 89 percent 

and market risks at 83 percent. 

Most studies in Kenya have concentrated on Executive Compensation, Ownership 

structure and Bank performance and not on the risk taking component. Such studies 

include Aduda (2011) who did a study on the relationship between executive 

compensation and firm performance in the Kenyan banking sector. Asala (2012) did 

a study on the determinants of executive compensation in Kenya for firms listed on 

the Nairobi Securities Exchange. Mululu (2005) did a study on the relationship 
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between board activity and firm performance of firms quoted on the Nairobi Stock 

Exchange. 

This study intends to delve into how executive compensation influences the 

systematic risk among listed commercial banks in Kenya by evaluating how various 

compensation types; such as share ownership, fixed salary, allowances and annual 

bonuses affects the riskiness in the banks stocks. 

1.3 Objectives of the study 

1.3.1 General Objective 

The main objective of the study is to determine the effect of executive compensation 

on risk taking among listed commercial banks in Kenya.  

1.3.2 Specific Objectives 

In addressing the general objective, this study pursued the following specific 

objectives; 

i. To Assess the effect of executive share ownership on risk taking among the 

listed commercial banks in Kenya 

ii. To establish the effect of executive fixed salary on risk taking among the 

listed commercial banks in Kenya 

iii. To determine the effect of other executive allowances on risk taking among 

the listed commercial banks in Kenya 

iv. To examine the influence of executive annual bonuses on risk taking among 

listed commercial banks in Kenya 

1.4 Research Hypotheses 

Based on the specific objectives, the study sought to test the following null 

hypotheses; 
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H01: Executive share ownership has no effect on risk taking among the listed 

commercial banks in Kenya 

H02: Executive fixed salary has no effect on risk taking among the listed 

commercial banks in Kenya 

H03: Executive allowances has no effect on risk taking among the listed 

commercial banks in Kenya 

H04: Executive annual bonuses have no effect on risk taking among listed 

commercial banks in Kenya 

1.5 Significance of the Study 

Risk is a natural element of business and community life. It is a condition that raises 

the chance of losses/gains and the uncertain potential events which could manipulate 

the success of financial institutions (Crowe, Ostry, Kim, Chamon & Ghosh, 2009) 

Thus, the study will, be beneficial to the following groups of persons due to its 

informational value. 

The findings of this study can be of help to the boards of listed companies not only in 

Kenya but in other parts of the world in evaluating the importance of executive 

compensation and its effect on risks. Boards of listed companies are becoming more 

aware of the importance of executive compensation in this era and this study will add 

impetus to knowledge on the link between executive compensation and risk taking.  

One of the outputs of this study is policy recommendations. Such policy 

recommendations can be used by government policy makers into policy making 

process. Through the findings and recommendations of this study the government is 

able to structure well targeted policies and regulations for executive compensation in 

order to create the desired economic outcomes and impacts. 

Researchers and academicians are key stakeholders of this study. This study will add 

value to the existing body of knowledge which has been advanced in prior periods by 
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researchers. This study also explored and suggested various research gaps which can 

trigger further research by scholars. The final research will be available as a one stop 

document for scholars interested in research in the area of executive compensation or 

related areas. Students with special interest regarding executive remuneration will 

also benefit from the findings of this study. 

1.6 Scope of the Study 

According to the Central Bank of Kenya, there are 43 licensed commercial banks in 

Kenya. Three of the banks are public financial institutions with majority 

shareholding being the Government and state corporations. The rest are private 

financial institutions. Of the private banks, 27 are local commercial banks while 13 

are foreign commercial banks (CBK, 2012). 

The study comprised   only 11 of them which are listed in the Nairobi Securities 

exchange having met the conditions of listing and applied for the same. The study 

therefore did not explore non listed commercial banks regardless of their size and 

influence in the sector and economy. The time frame of the study was from 2010 to 

2015. 

1.7 Limitations of the Study 

A number of limitations were faced during the study. The empirical analysis in this 

thesis is limited to include financial banks listed on the Nairobi securities exchange. 

Furthermore, the study was limited to only consider publicly available information 

about the firms in our investigation sample. 

The  six -year  period  covered  by  the  study might be  considered  inadequate to  

sufficiently provide  in-depth  and  exhaustive  understanding  of  the  relationship  

between  executive compensation   and  risk taking  of commercial banks   listed  in 

NSE  Kenya.  Further,  in  the process of collecting  the secondary data,  the  

researcher experienced  instances whereby some  firms  had  data  for  some  years  

missing;  resulting  to  situations  of  unbalanced panels. Furthermore, the study 
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acknowledges that secondary data; which was gathered from audited financial 

statements and annual reports of listed non-financial firms could also have contained 

errors. Considering the cited limitations, the possibility of arriving at a biased 

conclusion on the study was real. However, steps to mitigate these limitations were 

taken as described in chapter three.  
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

This  chapter  provides  a  review  of  the main  risk taking   theories  that  informs  

the study and offers an understanding of how  executive compensation affects the 

risk taking of firms listed in the NSE. Further, the chapter presents a conceptual 

relationship between executive compensation and risk taking. The chapter  also  

examines  the  empirical  literature  that  investigate  the  relationship between  the  

study  variables  and  concludes  by  critiquing  the  existing  literature  and 

identifying the gap (s) relevant for the study. This chapter also presents a review of 

literature related to the study variable. It entails literature on executive share 

ownership, executive fixed salary, executive allowances, and executive annual 

bonuses. The section is divided into: theoretical review conceptual framework, 

empirical review, critique of literature, knowledge gap and summary.  

2.2 Theoretical Review 

According to Trochim (2006), and Tormo (2006), a theoretical framework guides 

research, determining what variables to measure, and what statistical relationships to 

look for in the context of the problems under study. Thus, the theoretical literature 

helps the researcher see clearly the variables of the study; provides a general 

framework for data analysis; and helps in the selection of applicable research design. 

The Theory guides every aspect of research, from formulation of the research 

question through operationalization and discussion. 

2.2.1 Principal Agent Theory 

The principal-agent problem was first written about in the 1970s by theorists from 

the fields of economics and institutional theory. Michael Jensen of Harvard's 

Business School and William Meckling of the University of Rochester published a 
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paper in 1976 outlining a theory of ownership structure that would be designed in 

such a way as to avoid what they defined as agency cost and its relationship to the 

issue of separation and control. These issues are central to the principal-agent 

problem. The separation of control occurs when a principal hires an agent, and the 

costs that the principal incurs while dealing with an agent can be defined as agency 

costs. These agency costs can come from setting up monetary or moral incentives set 

up to encourage the agent to act in a particular way. 

A more widespread acceptance of the concept of agency costs and principal agent 

theory, formalized by Jensen and Meckling (1976) can be seen as the starting point 

for the modern executive compensation research. In short the agency theory 

identifies the separation between ownership (shareholders) and control 

(management) as the main reason to why executive compensation systems need to be 

designed such that they achieve an alignment of interests between the owners and the 

management of the firm. Related to this the following is argued; “The principal can 

limit divergences from his interest by establishing appropriate incentives for the 

agent” (Jensen & Meckling, 1976. p. 308). The principal agent theory has a strong 

focus on so-called agency costs, which can be seen as the driving factor for how the 

executive compensation system should be structured from a theoretical point of view. 

According to this theory the executive compensation system should be structured 

such that the agency costs that the shareholders have to bear, originating from 

differences in interests between the agents, are minimized. 

Donaldson (1990) criticized the agency theory dominance in terms of methodology 

individualism, narrow-defined motivation model, regressive simplification, 

disregarding other research, ideological framework, organizational economics and 

corporate governance's defensiveness. 

Focus of agency theory's studies is individual consistent with rational, economic 

model of human behavior. However, absolute explication of every organizational 

activity should not be considered as equivalent to individual activity and that 

represents essential critic of structuralism. 
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It is extremely important to stress that Williamson's axiom about opportunistic 

agent's behavior over time has gained many different forms and interpretations. 

Williamson (1985) identified opportunistic behavior of the minority of individuals, 

the not majority. "Individual sometimes acts opportunistically and trustworthiness is 

hardly ex ante transparent. Therefore, it is compulsory to conduct ex ante screening 

and develop ex post assurance mechanisms or, in contrary, opportunistic individual 

will exploit circumstances towards less opportunistic individual." Since 

organizations cannot completely identify and eliminate opportunism, the 

fundamental proposition is that opportunism is possible and therefore control 

mechanisms are initiated. However, it is important to stress out that even in 

circumstances of highly specific assets, where the probability of opportunism is 

extremely high, there are individuals who will give priority to cooperation and trust 

and will not initiate opportunistic behavior (Hill, 1990).  

This theory is relevant to our study in that it explores the role of the principal in this 

case the directors or other executives in relationship to the firm risk taking behaviour 

of the bank. This theory further envisages the role of directors as the sole proprietors 

of the firm’s risk taking behaviors. 

2.2.2 Resource Dependence Theory 

The resource dependence perspective stems from streams in economics and 

sociological research (Zahra & Pearce, 1989). Proponents of this perspective see 

boards of directors as a means to manage external dependency (Pfeffer & Salancik, 

1978), decrease environmental uncertainty (Pfeffer, 1982), and reduce transaction 

Costs associated with environmental interdependency (Williamson, 1984).  

There are three core ideas of the theory: (1) social context matters; (2) organizations 

have strategies to enhance their autonomy and pursue interests; and (3) Power (not 

just rationality or efficiency) is important for understanding internal and external 

actions of organizations.  The emphasis on power, and a careful articulation of the 

explicit repertoires of tactics available to organizations, is a hallmark of resource 


