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FINANCIAL RISK MANAGEMENT ASA TOOL FOR IMPROVING
FINANCIAL PERFORMANCE IN REAL ESTATE INVESTMENT IN
NAIROBI COUNTY

ABSTRACT

The study is an assessment of the financial riskageament as a tool for improving
financial performance in real estate investmentNarobi County. The study
intended to use descriptive survey design. The atipn of the study was all 151
real estate firms.

The unit of analysis is the real estate managérblairobi Count. A
sample of 110 firms was taken. The study used pyirdata which was collected
through use of a questionnaire. Data analysis waducted using descriptive and
inferential statistics. The specific descriptivatistics used were mean scores and
frequencies. The particular inferential statistised was regression analysis. The
data was then analysed using STATA. This reseagtlost to find out whether
financial management can be as a tool for impro¥imgncial Risk Management in
real estate in Kenya. The study has found outfthancial risks are present in real
estate and the same pose serious challenges testasé¢ managers and investors.

The study has also found out that the risk mamagé measures that the
managers in the industry are using are not adegizga the significant losses that
are suffered by the real estate managers and orgesvnducting business within
this market. The study has found out that playeithinv the industry are in
agreement that effective risk management in rei@teesan increase profitability,
increase operational efficiency and effectivenaesd anlarge market share all of
which can lead to financial performance.

There is therefore need to consider adopting rotls management
measures such as operational hedging and finaheidging that could assist
managers in real estate minimize the losses sdffatteibutable to risks. There is
need to carry out an in depth analysis that wilptreal estate managers identify all
the risk facing them in real estate. There may lmeed therefore to have further
researchers investigate this variance and investip@w prepared real estate
managers are in managing foreign exchange riskenr¢al estate market. Future
researchers could also investigate the reasonsdebdal estate investment and the
fundamentals that guide such investment. With aeratd risk attitude attributed to
Kenyan property investors and their managers, itldvbe interesting to know what
fundamentals drives real investment in Kenya giet risk is of little concern

Key words: Financial Risk Management, Real estate Investmé&ntancial
Performance
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CHAPTER ONE

1.0INTRODUCTION AND BACKGROUND TO THE STUDY.
1.1  Introduction
This chapter gives the background of the study.dtedefines and analysis the

concepts of financial risk management as well &s réml estate management. The
chapter also enumerates the problem that was diutiie objectives of the study as well
as the significance of the research. It also drattention to the rationale for the study,
the justification and scope as well as the assumgtihat were made in carrying out the
study and the limitations encountered.

1.2  Background of the study

121 Risk
Risk is defined as the likelihood or the probabildf a deviation from an

expected and anticipated outcome. Allen (2003)esdhat risk is constant to the human
condition and everything we do has potential rittlached to it. Crouhy, Galaik and
Mark (2006) argue that risk means exposing oneselthe potential of a loss, in
undertaking an uncertain enterprise, or to ganitey expound the definition further to
mean the expected losses associated with a siuatiothe variability around the
expected losses. Risk is the possibility of suffgrioss and has two aspects; some loss
must be possible, and there is uncertainty assatiatith the mentioned loss
(Harrington & Niehaus, 2004).Knight (2009) reasdimat the term risk and uncertainty
though used interchangeably mean different thiRgsk is recognized only when future
events occur with measurable probability. Uncetyaion the hand is used when the

likelihood of future events is indefinite or incalable. In risk we have the



indeterminacy and the chance of loss and the pitidare all known. In uncertainty
however, the main parameters are known but quealtidin of these parameters is
suspect and it is no possible to quantify the axtérthe hazard (knight, 2009;Allen,
2003).

1.2.1 Typesofrisks

Classifying risks according the modern fodid theory, Hull (2006) considers
risks as either systematic or unsystematic. Systemasks are that part of total
variability in return caused by external forcesttbannot be controlled or influenced
and affects prices of financial securities (Pand2§05).Sources of systematic risk
include economic, political and sociological chamgdnsystematic risk is that part of
total risk that is unique to a firm or industry amds controllable. This kind of risk is
influenced by factors such as management capaltlitysumer preference, motivation
of workers, technological changes amongst othensig®fferson, 2003).

Risks can also be classified as either lessiror personal. Business risks are those
concerned with possible reductions in businessevatug. price, default and credits
risks. Personal risks are those risks faced byviddals and families and include
earnings risk, medical expenses risk, liabilitykriphysical asset risk, financial asset
risk, longevity risk (Harrington & Niehaus, 2004lt&h, gruber, brown & Goetz Mann ,

2007).

1.2.2 Risk Management.
Risk Management is the process of monitoring raskd taking steps to mitigate

their effect. Risk management does not involvel telianination of the risk but rather



reducing the risk to acceptable proportions. Thigolves determining those risk to
accept and not seeking to avoid all risks and obrisk in s manner that would
jeopardise the effective operation of the orgaiopatvithin its capabilities and resource
constraints (Banks, 2004).The purpose of risk mamegt is to control the effects of
uncertain and generally adverse external evendsfioins’ activities and projects (Hull,
2006).

Abkowitz (2008) argues that the key nggmaent task in risk management is to
balance the desirable objective of risk reductidth whe cost of doing so. The basic risk
management premise is to have more or good anaidhs bad. The risk management
process is continuous and involves continual adjast of the firms’ exposures in the
light of changing conditions, the firm’s own caggciand the benefit cost trade-offs
involved (Allen, 2003).

1.2.3 Risk Management Process

According to Harrington and Niehaus Q2)) the risk management process
involves several key steps; Identifying all sigeafint risks, evaluating the potential
frequency and severity of losses, developing atecseg methods of managing risk,
implementing the risk management methods chosennamdtoring the performance
and suitability of the risk management methodssirategies on an on-going bases.
1.2.4 Financial risk

Financial risk is an assessment of tiobability that a given investment will fall
to bring a return and may result in a loss of thgial investment. It is any risk that is
related to the form of financing and emanates fritva possibility that a given

investment may fail or change in its ability tourt principal and income (Pandey,



2005).Allen (2003) asserts that financial risks bast be understood by understanding
the nature of cash flows in transaction. Herringiowd Neihaus (2004) argue that
financial risk arises through countless transastioihfinancial nature. Such transactions
include sale and purchases, investments and loamhgagious other business activities.
Financial risk can also arise as a result of legaisactions, new projects, merges and
acquisitions, debt financing and energy componémbsts or through the activities of
the management, stakeholders, competitors, forgmrernments, or weather (Elton,
Gruber, Brown & Goetzmann ,2007; Maggin & Tuttld)ZfExamples of financial risks
include price risks, market risk, interest ratksjscurrency risks, liquidity risk, credit
risk, inflation risk, default risk, execution ristiining risk, pre-payment risk, equity risk,
accounting risk, business risk, political risks a@gst others (Elliott &
Elliott,2006;Allen,2003;L0s,2003)
1.2.5 Financial risk management

Allen (2003) defines financial risk maeagent as the taking of action to reduce
of unfavourable movement in market prices. Findndsk management involves
managing of risks of a financial nature which is pmperly managed could cause the
firm huge financial losses. It involves taking ma&&s to cushion a firm against adverse
effects emanating from its financial transactiond auch as can affect its projected cash
flows. The process requires taking measures thaldceafeguard a firm from losses
arising due to financial risks (Banks,2004;Hull,BR0
1.2.6 Financial performance

Profit is the ultimate goal of real &st firms. All the strategies designed and

activities performed thereof are meant to realiug grand objective. However, this does



not mean that Real estate firms have no other gBalal estate firms could also have
additional social and economic goals.
1.2.7 Risk management and financial performance

Allen (2003) argues that financial rrelanagement leads to lower variability and
less volatility that can result in lower cost opital and more investments. Use of risk
management enables a firm to manage its risksdeptable levels and avoid losses. A
firm is able to minimize losses by managing itksigffectively and is able to enjoy
relatively higher profits compared to a firm in th@me industry that ignores risks. This
is because such a firm is able to cut down on &ssteeam line its operations making
them both effective and efficient, manage its ewst thereby withstand competition and
give value to its customers. A portfolio of firmsing risk management would
outperform a portfolio of firms that does not whether aspects of the portfolio are
controlled (Hubbard, 2009; porter, 1998).
1.2.8 Real estate

Bayer (2003) defines real estate ad &md property permanently attached to it,
such as buildings, houses, homes, fences and Reas$.estate refers to things that are
not movable such as land and improvements permigregiteiched to the land. In legal
sense real estate is also called real property.t@ime ‘real estate ‘refers to land and
fixtures together, as distinguished from ‘real gy, referring to ownership rights of
the land its self (Brueggeman & Fischer,2008).

Kenya'’s real estate market has witreesggnificant growth in the last five years
outperforming other sectors like the capital maskahd tourism in the midst of

economic downturn and post poll violence.



While high interest rates have slowed down caoigsion, stakeholders reckon that the
industry as a whole is still growing fast. In faéleey argue that the Diaspora community
and foreign investors sourcing financing from adgskenya stand to benefit given that
house prices are not likely to fall due to high déachand inadequate supply.
1.2.9 Real estate management

Coronato and Coronato (2008) definé estate management as the operation of
property as a business, including rental, rentectibn, and maintenance, and so on
.Real estate management is also called propertyagesment or real estate brokerage
services and involves the administration of a Heotaother property that is not owner
occupied at a fee (Davis,2003).Tasks involved ial restate management include
accounting and reporting, leasing, maintenance rapdir ,paying taxes, provision of
utilities and insurance, and rent rate setting@sikction (Syaggah & Aligula, 2003).
1.3  Financial risk management and real estate

Real estate is considered as one ofnrtbst secure forms of investments and
hence the huge amount of money involved in reatedtansactions. Compared to other
forms of investments, there is much preferenceet estate mainly because the
investment are considered stable both in realizagh flows and in capital appreciation.
Because of its long term nature real estate is atstsidered a safeguard against
inflation as the investment adjust with inflationedto limited supply that is insensitive
to price. Long term cash flows as well as futurpiteh appreciation are susceptible to
myriad of risk and hence the need of risk managéneamnique real estate. This risk
unless well managed can pose to anticipated cashréturns exposing the investment

thereby making them vulnerable (Davis, 2003;Brueyge & Fisher, 2008).



1.4  Background to Kenyansreal estate

Central Bank of Kenya classifies reslate, renting and business service as a
main sector in the Kenya economy whose contribugmaramount in determining the
performance of the Kenyan economy. The real estalestry in Kenya as witnessed
rapid growth over the last seven years since 20@hwhe NAK government took over
leadership. Though the growth slowed down in 2008 j@art of 2009 due to the 2007
post-election violence, there was improved investoonfidence in the second half of
2009.Investors, both local and international haserbinvesting huge sum of money in
the country’s real estate industry in the hopetéetive returns (central Bank of Kenya
[CBK], 2009).

Report by the central Bank of Kenya KJ®009) indicated that cement
consumption, a major indicator of growth in thel estate sector under the building and
construction industry increased by 38.0% from 2.0metric tonnes in 2007 to 2.8mn
metric tonnes in 2008.The housing market in Naigpdiformed well in 2008 despite
election violence and the outlook for 2009 was fpsigiven that global financial crisis
did not have too severe effects on consumer spgndind tourist numbers
(Mwangi,2009).The presence of Kenyan investors fittve diaspora in the Kenyan
market partly triggered the witnessed growth. G#nBank of Kenya statistics,
indicated that remittance inflows to Kenya reachks 50.4 million in July 2009,an
increase of 8.7%,compared with US$ 46.3 milliodume 2009.Total remittance inflows
for the period January to July for a three yeaigaebetween 2007 and 2009 varied as

follows;



TABLE 1
Comparative Remittances of Kenyans Abroad (2007-2008)

Inflow perioc Amount of remittances i Percentage change  frc
Million US $. previous

Januar-July 200 310.¢

Januar-July 200t 373.: 10.3 increas

Januar-July 200! 342.: 8.4 declin

According to the CBK report (2008), 18040 per cent of Kenya'’s real estate is
driven by Kenyans living in the diaspora and 17 @Pteal estate business comes from
the diaspora, and high sales mortgage businedgitsuted to diaspora purchases. Past
returns in the real estate sector have not disapgbiand in most cases real estate have
guaranteed better returns compared to other foifmisvestment such as equities and
bonds (Central Bank of Kenya [CBK], 2009).With tinematched demand for housing
and office accommodation relative to supply, buigdiand construction was bound to
continue stirring growth in Kenya'’s real estateustly.

15  Statement of the problem

Real estate investments are a very enggctor owing to the huge investment
and capital outlays that is required. This makesurfcial risk to be amplified. The
operating environment is very turbulent. For instarthe interest rate has been
fluctuating and this is shown by the surge in iesérate in the year 2011 to a high of
18% (the bank rate). In addition, inflation hasmdluctuating, therefore affecting
prices of real estate.

With the witnessed growth in Kenyan’alrestate market, the market has been
predisposed to numerous financial risks which idellout not limited to; credit risk,

liquidity risk and price risk. Okoth (2010) obsesvéhat mortgage rates come under



pressure when the property market faces stiff conpe from the capital market. The
writer attributes the move to the investors atgddby high returns in the government
paper who move their cash from real estate andr dtrgy term investments. This
therefore means that financial risk can no longelignored as a primary risk in real
estate management. However Okoth(2010) was not mdrmapsive enough in
addressing the concept of financial risk managenanta tool for improving the
financial performance of real estate firms. Itas this study gap that this study wishes
to evaluate the financial risk management as aftwamproving financial performance
of the real estate firms in Nairobi County.
1.6  General Objective
The general objective of this study was to find wiiether financial risk management
could be used as a tool for improving financialfpenance by real estate firms thereby
enabling these firms to enhance returns by inangagprofitability, improving
effectiveness, efficiency as well as enlarge thwrket share.
1.6.1 Specific Objectives of the study
The specific objectives of the study are;

i.  Establish the effect of credit risk managementioarfcial performance of real

estate investment firms.
ii. Establish the effect of liquidity risk managememt financial performance of
real estate investment firms.
iii.  Establish the effect of price risk management orfcial performance of real

estate investment firms.



1.6.2 Research Questions
The research questions are;
i.  What is the effect of credit risk management orariicial performance of real
estate investment firms?
ii. To what extent does liquidity risk management dffe@ncial performance of
real estate investment firms?
iii.  To what extent does price risk management affeenitial performance of real
estate investment firms?
1.7  Limitationsand Delimitations of the study.
The following limitations were encountered whilerrgang the study and especially
while collecting the data;

i. There were delays in getting responses from th@oretent’s thereby
delaying data collection and analysis. This was@wae by appealing to the
respondents to sacrifice a few minutes and fillghestionnaires

ii.  There was Possibility of bias from the researchieo wonducts business in
the real estate sector. This was managed effegtiebugh the use of a
research assistant whose background was not test eslated.

1.8  Assumptionsof the study
The study was based on the assumption that;
i.  The respondent would genuinely give the anticipatéatmation.
ii. The researcher would obtain the necessary suppoform of permits and
accessibility to enable him carry out the research.

iii.  The respondents understand what financial risk gramant is all about.

10



iv.  The respondents were trained professionals witlt iasning on real estate and
are fully aware of the risks involved in the preeti
1.9  Significance of the Problem
The study was considered important in that it wpuld
i.  Help real estate investors and their managersfinaacial risk management
in managing real estate risks. This would consetipercrease profitability,
efficiency and effectiveness as well as the maskare and guarantee better
returns.
ii.  Provide insight to general readers in helping themerstand and appreciate
risk management in real estate.
iii.  Help other researchers explore whether financgd management could be
applied in other areas so as to improve profitgbili

iv. Add to the existing body of knowledge.

11



CHAPTER TWO
20LITERATURE REVIEW

21 Introduction

This chapter presents a detailed thealeand critical review of both primary
and secondary sources of data and provides a syhohdhe gaps to be filled. The
chapter examines the concept advanced by finanskamanagement and how the same
can be used to augment the management of rislairestate. The augmentation is being
considered in terms of making real estate manageeféaient in a manner that can
increase profitability hence improving financiarfpemance.
2.2 Definition of Risk

Brookbanks, Gandy and Pourquery (200@h€eisk as the uncertainty or doubt
in the face of a situation and which has both berafand adverse consequences. Risk
is costly and risk management is concerned withedesing the cost of risk. The term is
used to describe any situation where there is tenogy about what outcome will occur.
Life is obviously very risky and even the shorimeiuture is often highly uncertain. In
financial and investment management, Risk is usetl more specific sense to indicate
possible variability in outcomes around some exgkstalue (Harrington & Niehaus,
2004). Hubbard (2009) defines risk in insurancenterto be the expected losses
associated with a situation.

Abkowitz (2008) provides that risk iguanction of probability where probability

is a measure of someone’s opinion about the likelihthat an event will occur.

12



2.3  Financial Risk M anagement

Risk management is the process of identgy assessing, and making
decisions regarding the treatment of particulaksrifaced by the organization (Allen,
2003). Grinblatt and Titman (2003) bolster this idéfon by defining risk
management as the awareness, measurement andmadjustf risks facing an
organization. Risk identification is the first steprisk management since one cannot
manage what they are not aware of. Identificat®followed by assessment where the
degree of an organization's exposure to the riskieasured. After identification and
assessment, the organization must make decisioresjpect to the measures which the
organization must take in managing its risks (BaykR005).

Risk management does not start withogept but rather with business planning.
Allen (2003) perceives risk as a trade-off with &k, opportunities and payoffs. It is
the reason for investment so as to seek out pbdftiaby reducing uncertainty and
gaining benefits in terms of customer value anditatality Overcoming risk equals
business success since it is risk that generagepassion of business achievements and
to overcome risk is to overcome a competition @mgk and create opportunities
(Barkely, 2005).
24  Risk management process

Crouhy, Galai and Mark (2006) argue tha risk management process involves
seven key steps of identifying risk exposures, m@ag and estimating risk exposures,
assessing the effects of exposures, finding ingnisnand facilities to shift or trade
risks, assessing costs and benefits of instruméantsjng a risk mitigation strategy by

either avoiding, transferring or mitigating thekriand finally evaluating performance.

13



These steps are complimented by Barkley (2005) gWwes a typical set of six steps in
the risk management process.

Grinblatt and Titman (2003) maintain tllaé basic steps in risk management
process includes; risk planning, risk identificatioisk assessment, risk scheduling, risk
response and risk monitoring and communication.k Rianagement, financial or
otherwise follows a logical process and usuallyolags three steps; awareness,
measurement and adjustment (Brookbanks, Gandy aundjiery, 2006).

24.1 Risk awareness

Brookbanks et al. (2006) argue thak @svareness is an ongoing discovery
exercise that needs to be repeated at frequentvafgeto capture changed conditions
within the dynamic environment. However, it is wblvious how managers may become
aware of risks as some are identified long befohrdenmothers emerge as a result of
changing conditions. According to Allen (2003),rénare three levels of risk awareness.
The first level involves risks that are unknown amineasurable i.e. the risks do not
manifest themselves or have not been perceived.s€bend involves risks that are
known but still immeasurable in the sense thatetheinsufficient data on which to base
an evaluation of the likely consequences or to tifyathe exposure. The last level
involves risks that are both known and measurablénssuch cases there are many
observations on which to build a statistical moakebrder to predict future behavior
(Brookbanks et al., 2006).
2.4.2 Risk Measurement

Brookbanks et al. explains risk mgament as the process that involves

transforming risks which are difficult to measurgoi quantifiable risks in order to

14



measure their impact. Once the risk is quantifileehtdecisions about the appropriate
course of action can be made. This involves evialgatisks using a cost-benefit
approach or the risk-reward trade off accordingredetermined criteria. This helps in
decision making. Tools for risk assessment inclugesbability analysis, sensitivity
analysis, and decisions trees.

24.3 Risk Adjustment.

There are three dimensions to risk rganeent; hedging, diversification and
insurance (Allen, 2003). Hedging helps a firm tan@late risk by selling it in the
market to caution itself against the effects of tis&. Diversification helps reduce risk
by spreading perfectly correlated risks into pdiw® while insurance involves
transferring risk to an insurance firm and pay engum for the insurance firm to take
up the risk (Allen, 2003; Kalman, 2007). AccorditagGrinblatt and Titman (2003) the
relationship between generic risk management appesaand risk processes can be
illustrated as follows:

TABLE 2

Approachesto risk management

Risk pooling Risk transfe

Hedgin¢ There is no pooling ofrisk but| There is exchange or transfer
transactions with an economic effeatisk from one party to another
of selling/ transfer are undertaken

Diversificatior Risk is spread across portfolios wh| There is no transfer of risk. Ri:
the aggregated risk is less comparéslonly minimized
to individual risks

Insuranc Risks are aggregated together and| Risks are transferred throu
risk taker benefits from the benefits jo$elling of premiums from th
pooling together buyer to the seller.

11

Grinblatt and Titman (2003) maintéinat risk management entails assessing
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and managing, through the use of financial denresti insurance and other activities,
the corporations' exposure to various sources si. The writer argues that a risk
management specialist must have a sound undenstaontliderivative securities, tools
for estimating firms risk exposure and an undeditam of which risks to hedge.
Chisholm (2004) defines a derivative as an asséhancial instrument whose value is
derived from the value of some other asset usuedlijed an underlying asset.
Derivatives are in form of contracts between twdipa to exchange value, based on a
real good or service. The seller of a derivativeerees money in exchange for an
agreement to purchase or sell some goods or seatid®me specified future date.
Financial derivatives include forwards, futuresapa, and options (Allen, 2003).
Forwards are legal and binding contractual agreements maabetly between two
parties where one party agrees to buy a finanasétaat a future date and at a fixed
price. The other party is bound by the contraadeébver the commodity or asset at the
predetermined price. A forward contract is bindomg both parties irrespective of the
value of the commodity or asset at the point oivaéey (Chisholm, 2004).

Futures are standardized legal and binding contract simidaat forward made through
regulated exchange instead of being negotiatedttirbetween the parties. In a futures
contract, one party agrees to deliver a commoditgsset on a future date or within a
range of dates at a fixed price and the other pagnees to take delivery. Unlike
forwards, future contracts are guaranteed agaefsiutt; they are standardized in order
to promote active trading and are settled on a deibis (Chisholm, 2004).

Swaps are agreements made between two parties to exehaaygments on regular

future dates where the payment legs are calcutatedifferent basis. They are over the
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counter transactions that are used to manage gehde risks associated with volatile
interest rates, currency exchange rates, commpdigs and share prices (Hull, 2006).
Options are classified as either call options or put oggticA call option gives the holder
an obligation but not a right to buy an underlyasset by a certain date at a given fixed
price. A put option conveys the right to sell amerlying asset by a certain date and at a
given fixed price. A contract fee called a premisnpaid for options (Abkowitz, 2008).
Grinblatt and Titman (2003) maintain that risk mgeaent helps an organization
determine acceptable level of worry and anxietyhout prejudice to the overall
business objective. Risk management helps in egsrstability where earnings are kept
within acceptable bounds. Allen (2003) gives otbigectives of risk management as the
ability to maintain operations where normal op@nadiare restored with minimum delay
after a loss. Risk management also helps in coadirgrowth and hence enabling the
firm to take advantage of growth opportunitieshdips a firm play its role in social
responsibility as a good citizen and satisfy itseexal obligations. Abkowitz (2008)
argues that today's concepts of risk managementbeawell articulated within the
context of enterprise risk management
25  Enterpriserisk management

Brookbanks et al. (2006) argues tinémprise risk management is an emerging
concept in respect to the approach that today'sinimgtions are adopting in risk
management. COSO (2004) defines enterprise riskageanent as a risk management
process initiated by an organization's managentetis applied during strategy setting
for application across the organization. The predesdesigned to identify potential

risks that may affect the organization, and mantgese risks that are within an
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organization's risk appetite so as to provide nealle assurance regarding the
achievement of the organizations objectives. AbkoW2008) defines enterprise risk
management as the process of planning, organideeyling and controlling the
activities of an organization in order to minimittee effects of risk in a firm's capital
and cash flows.
26  Financial Performance

Firms financial performance can be messuiy, its profitability, market share,
effectiveness and efficiency. This is because sufirm is able to cut down on losses,
stream line its operations making them both efiecéind efficient, manage its cost and
thereby withstand competition and give value t@itstomers.
2.6.1 Profitability

Barney (2006) is of the opinion that wreefirm earns a higher economic profit
than the average rate of economic profit of othend competing within the same
market, then the firm has financial performancehiat market. Economic profit is the
difference between the profits obtained by investiasources in a particular activity
and the profits that could have been obtained bgsting the same resources in the
most lucrative alternative activity (Besanko, Dradb Shanley, 2000). Profitability can
be achieved either by increasing the profit ma@irby reducing costs. Other factors
that determine profitability includes the amountvafue customers place on the firm's
products or services, the price charged and thés aifscreating the value (Gary &
Kotler, 2009). According to Porter (1998), finarigeerformance provides the tools to
understand the drivers of costs and a compangswelcost position.

2.6.2 Market share
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Firms with significant market share create a fobfor competitors because the
competitors will have to rely on stealing the markkare away from the competition
since they cannot just create business out of éiminGregory, Lumpkin & Eisner,
2006). Porter (1998) maintains that market shargréat for a company because it
means that its products and services are alsokwelln and well received in the market
place. The writer claims that it has been obsethiatfirms with a high market share are
often quite profitable since they are able to perawcost leadership strategy and are able
to benefit from the economies of scale. Accordimd@arney (2006), if a firm is able to
gain market share over its competitors, the firm davelop a cost advantage where
penetration pricing strategies and a significamegtment in advertising can be used to
increase the market share leading to financialoperdnce.

2.6.3 Effectiveness

Gary and Kotler (1999) define effectiveness as dlegree to which a firm
achieves its stated objectives and is able to aplisimwhat it tries to do and provides a
product or service that is valued by the customdéwscording to these writers,
effectiveness is concerned with doing the righagsiand is related to outputs of the job
and what is actually achieved. Porter (1998) dsfioperational effectiveness as better
performance by a company than its rivals at simaletivities. The writer argues that,
although operational effectiveness is necessagchieving superior performance by a
firm, it is not financial performance in itself. Wever, when a firm seeks to perform its
activities in a better or different way than thengetition, then the film can achieve
financial performance. The quality performancehd firm and the ability to deliver its

stated objectives is the only effective advantagergerprise in a competitive economy
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can have (Raturi & Evans, 2005).

Effectiveness preludes efficiency since a firm mstengaged in the right kind
of work and only then does it matter whether therkwis done efficiently or not.
Effectiveness however is measured by the efficiesfcyystems and procedures as well
as the standards of the services afforded (Gary8eK 1999).

2.6.4 Efficiency

Gary and Kotler (1999) define efficiency as the wa$eminimal resources to
produce a desired volume of output and is concemiigldl doing things right. The
writers claim that efficiency is determined by tfaio of inputs to outputs and entails
making the most economic use of resources and nsecoed with the amount of
resources that have to be employed in achievingnizgtional goals. Sagimo (2002)
maintains that efficiency is enhanced if holdingputs constant, inputs are reduced e.g.
labor inputs can be reduced if employees are bettered decreasing the time spent on
each individual output. The writer also argues #féitiency can also be enhanced if
holding inputs constant, outputs are increaseddRtovity leads to greater efficiency
and lower costs. Superior efficiency helps a compattain a financial performance
through a lower cost structure (Besanko, Dranowharsiey, 2000).

If a firm can achieve the highest efficiency foe ttame service or product, it can
widen the gap between cost and perceived valuenigdd greater profit margins that
can give the firm financial performance (Gregorymipkin & Eisner, 2006). Examples
are where a firm derives a method to reduce wadtagyeby reducing the amount of
material inputs required or finding a way to eliati@ downtime and consequently

increasing, the number of outputs (Gary & Kotl€399).
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2.7 Real estate

Syaggah and Aligula (2003) assert that real estatea legal term that
encompasses land along with anything permanenfixedf to the land, such as
buildings that are stationary or fixed in locatiand all other fixtures permanently
affixed to it. Other fixtures include fences, artirfgs such as plumb%n heating, and
light fixtures. According to Bayer (2003), real ast comprises all manner of landed
properties such as forestry, agricultural propsrtiadustrial, commercial, residential,

special purpose properties.

Brueggeman and Fisher (2008) refer to real propagyany piece of land
including the air above it and the ground belownt any buildings or structures on it.
According to this writer the term is used to reffeithings that are not movable such as
land and improvements permanently attached to #mal.| Any interest in land,
developments, growing plants or the improvementsitprbuildings, and all things
permanently attached to land are all referred tceakestate (Bayer, 2003). Thomcraft
(2004) contends that the use of "real" to refdata also reflects the ancient preference
for land, and the ownership thereof (and the owtleseof).

2.7.1 Real Estate Management

Thomcraft (2004) defines real estate managementthas direction and
supervision of an interest in landed propertiehwite aim of securing the optimum
returns and these returns need not always be falabet may be in terms of social
benefits, status, prestige, political power or soatker goals or group of goals.

Coronato and Coronato (2008) defines real estateageanent as the management of
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landed properties on behalf of real estate investorsuch a manner as to enable the
realization of maximum benefits from their investiteewhile at the same time ensuring
that the users of such properties maximize thetytiealized from the use of such

properties. Brueggeman and Fisher (2008) suggeststtund management principles
are an essential pre-requisite of a healthy andesstul investment in real estate. The
writers define real estate management as all factdrthe use, development and
management of urban estate including sale, purclzask letting of residential,

commercial and industrial properties and advisiiignts on planning.

Professional real estate management encompasgessdslity over all matters
relating to real estate. According to Kiyosaki (20)0Oreal estate management has the
basic features of other management activities. pbist is maintained by Davis (2003)
who contends that property management requiresc bsldglls such as marketing
management, accounting and people skills. The neanizgtherefore required to be
equipped with the technical, administrative andicathstandards in undertaking the
assignment as well as having a thorough and @l#itraining and sound knowledge
of all aspects of the practice. Balance of emphdmtveen elements of estate
management differs somewhat from that of businessagement generally since the
latter is involved with the problems of controlagsplied to the entire range of economic
factors i.e. people and skills, methods and proesjuequipment’s and the physical
assets (Kiyosaki, 2009: Syaggah & Aligula, 2003).

2.7.2 Real estate risk management approaches
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In the management of real estate risks the comm&mranagement approaches
include: use of guarantors, use of security depositernal audits and controls as well
as preventive and corrective maintenance (Bay@4,2Davis, 2003).

Use of Guarantors: A guarantor is a person who is bound through araohto pay a
loan or other type of debt owed by another pergoguarantor binds himself or herself
to payanother person's debt in case that person faib teod This is like an insurance
policy for property owners or their mateas against the tenant defaulting in
rent. In the event that a tenant defaults in makiewgtal payments, the guarantor
is contractually liable to pay the full amount ow@avies, 2003).

Use of security deposits: a security deposit refers to money paid in advantea o
transaction by a tenant to protect the landlord imgta damage to their
properties or non-payment of rent. The landlordghtr to retain the security
deposit is contingent upon events that are outside control. The deposit cushions
the landlord against risks occasioned by unpaid, rempaid utility bills or damage
caused to the property by the tenant (Bayer, 2003).

Internal audits and controls: This is the systematic analysis of business operati
processes, procedures and activities with a gohlghflighting organizational problems
and recommending solutions. Internal audits andtrod® seek to improve
organizational processes such as operations effiaad the reliability of financial
reporting. It seeks to deter and investigate fraasl well as safeguarding
ordanizational assets and ensuring compliance to lamgsregulations. As a

risk remedial measure, internal audits and conth@kps organizations address

23



issues to better manage risk, improve control amgrove process efficiency
(Brueggeman &Fischer, 2008; Davis, 2003).
Preventive maintenance: Routine maintenance that is aimed at preventingifbes
breakdowns and failures to equipment’s and othalitias with a view of mitigating
on the effects of failureThis is designed to preserve and enhance thebildly of the
equipment or facility by replacing worn out compotsbefore they actually fail. The
activities involved in this form of maintenance maglude building structural surveys,
oiling and lubrication, partial or complete overlawetc. It is the best form of
maintenance in that it improves system reliabiliffgcreases replacement costs and
reduces system downtime (Thomcraft, 2004).
Corrective maintenance: Maintenance work required when an item has failedso
worn out completely to bring it back to working erd Maintenance works involve
the repair or replacement of a component that tallyofailed or broken down.
Corrective maintenance transfers the risk inhereatsystems failure to the owner. The
maintenance works carried out to restore the defedtem to specified condition
may involve activities such as repair, restorationreplacement of the equipment
(Bayer, 2003).
2.7.3 Development of real estatein Kenya

The mass of real estate called Kenya has an arappsbximately 582,646 sq
km. comprising of 97.8% land and 2.2% water surfaggproximately, 75.0% of
the country's population lives within the medium hgh potential agricultural
areas while the rest live in the vast arid and sandi lands. Consequently, the size and

distribution of land varies quite widely as doegpplation density which ranges from as

24



low as 2 persons pag. km in the arid and semi-arid areas to a high of &600 in
high prospect areas (Bidross, 2003).

Geographically, Kenya is located in the equatorraxmately between the
latitudes 5°S and N and the longitudes®84 42 E. The country covers an
area of approximately 582,650 Knout of which 569,250 kf is land surface
and the remaining 13,400Kncovered by inland waters (Kenya Vision 2030, 2006)
Kenya is one of the East African countries otheeindp Uganda to the west and
Tanzania to the south west. Kenya also shares berdéh Somalia in the east
and Sudan and Ethiopia to the north. The countdelsnited by the Indian Ocean to
the south east. Nairobi City is the capital of Kemmayd the location was a watering hole
for Maasai pastoralists until 1899, when Britishgieeers building a railway from
Mombasa to Uganda chose it as a supply depot. €tikersent became a colonial
capital and the manufacturing and commercial Cendfe East Africa. After
independence in 1963, the city served as a heatlysaor the safari trade and for
scientists seeking fossil evidence of early manli@s, 2003).

Onalo (2006) suggests that the development ofestate in Kenya dates back to
pre- colonial era taking real shape during the peam "scramble for Africa". Kenya as
a country was formed in 1886, under the Anglo Germgreement and after the Berlin
Conference of 1884 — 5, where a conscious decigias taken to peacefully divide
Africa with Britain getting what is now Kenya. Thmuntry was by then known as
British East Africa (Wanjala, 2008). During the grelonial period, Kenya was
populated by African exercising a customary lamdite system where land belonged to

the community. This was eventually changed by th&dB settlers and gave birth to
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the individualized tenure system as we know it yo@anjala, 2008).

Land tenure is a term used to explain the mannaiich individuals or groups
in society hold or have access to land. The mostroon form of tenure during
pre-colonial period was the communal tenure wher&nd belonged to no one
individual in particular but to the community (clamibe, ethnic group) as a whole.
Tenure did not however have similar characterigticall the ethnic communities then
found in Kenya (Wanjala, 2008). According to On§2®06), the social formation
of the people and their philosophy as determinethbydictates of their historical stage
of development (hunters, gatherers, fishing, hgr@ind settled farming etc.) influenced
land tenure systems of each traditional community.

The customary land tenure system changed withdheng of the Crown Lands
Ordinance of 1915 which reduced native communites$enants at the will of the
crown for the land they occupied. With the Crowmda Ordinance, lands reserved
for use of the native tribes could at any time pprapriated and thereafter alienated
to settlers. This formed the beginning of the Adms struggle for independence
primarily to reclaim back their rights to land asdenced by the Harry Thuku riots of
the 1920's and the subsequerstu maustruggle (Onalo, 2006).

The period of colonialism was characterized byehrein events: alienation of
land, imposition of English property law and thansformation of customary land law
and tenure. These three phases in colonial histegythe womb from which Kenya's
land law was born. With the coming of colonialisiime theory of eminent domain was
extended to property relations in Kenya replacing tommunal tenure system and

hold up to date. The idea that land belongs to\arlord who could grant it to his /
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her subjects was inherent in the crown lands ordiealnvestment in real estdtecame

a reality with the individualization of tenure, whi consequently destroyed communal
access to land (Wanjala, 2008; Onalo, 2006).

2.7.4 Government policieson real estate

The Kenyan government in 1997 formulated a landcpaihat provides an overall
operational framework that defines the key measthat are required to address the
critical issues of land administration, access, arsg planning, among other issues. The
policy was giving direction regarding the commelization of land rights and puts in
place structures and instruments that make therfaarétet operations more efficient and
effective, including streamlining of the existingnd transaction procedures. The
National Land Policy provided an overall operatiofiamework that defined the key
measures that were required to address the crnisisaés of land administration, access,
use and planning, among other issues.

The proposal by the Capital Market Authority to raduce Real Estate
Investment Trusts (REITS) was also expected tostoam the real estate market.
REITS was to see real estate properties listetd@rNairobi Stock Exchange making it
possible for individual investors to buy and owmgerty through purchase of units.
Large investors were also to be allowed to raisemewahrough the Capital Market,
which was to be channeled into property investmienestors were required to register
a real estate investment trust under the Trustee @ap 167 with the CMA. The
investors were to consequently raise capital frbm market to invest in real estate
projects on behalf of shareholders, with the airprolviding returns to the unit holders.

According to these regulations, a real estate mweist management company,
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incorporated under the Companies Act Cap 486, agikstered with CMA was to
manage the real estate investment schemes on loéhladf investors. They were also to
act as advisors to real estate investors on stcatensactions such as acquisitions,
divestures, valuation analysis, legal and tax amlyistc.

Another positive influence to Kenya's real estatarket came from the
performance of the Kenyan economy. The real estatket is a service sector to the
economy and its performance is directly and indiyeaffected by the prevailing
economic, political and social conditions of theiotyy. The Kenyan economy had been
growing steadily after several decades of low ghovates. Kenyan economy grew by
7.1% in 2007 compared to 6.4% in 2006. In 2008wgmchowever decelerated to 1.7%
due to post election violence, global financialsisii high fuel and food prices, and
inadequate rainfall in various parts of the countdpnetheless, growth recovered to
3.9% during the first quarter of 2009 as comparea growth of -0.6% seen in the
first quarter of 2008 (Economic Survey, 2009). Tgrewth in real GDP in the first
qguarter was a culmination of rebound activitiesvimolesale and retail trade, transport
and communications, construction and hotel sectoichvexpanded by 4.6%, 4.3%,
30.7% and 59.0% respectively (Central Bank of KeiGRK], 2009).

2.8  Theoretical Framework

The research work was informed by theories of foiahrisk and business
risk management as advocated by the modern partfiodiory, theory of financial risk
and derivative pricing, project risk managemenothes, insurance theories, general risk
management theories, corporate risk managementiegkemmongst many others. The

theories that were used in the research work habeas towards financial risk
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management.

Credit risk Management: Credit risk is the risk that a firm’s customers atie
parties to which it has lent out money will delay fail to make promised
payments. It is the risk that in a transaction, paety to a financial instrument will
default and cause another to incur a loss. Creditagement there is aan effort to
mitigate the losses incurred as a result of creik. The researcher designed
guestions to seek answers from the respondentsoanthey manage credit risk.
These questions were analysed and measured usegndan score and the
standard deviations.

Liquidity Risk Management: Liquidity risk is the risk that an enterprise will
encounter difficulty in raising funds to meet coniménts associated with financial
instruments. It is the inability t sell a financiakset quickly at close to its fair
value and the risk that a given security or ass@not be traded quickly enough in
the market to prevent a loss. Liquidity risk mammagat is the measures put in
place to mitigate the losses that would arise frioopuidly risk. The researcher
designed questions to seek answers from the regmosicbon how they manage
liquidity risk. These questions were analysed arehsured using the mean score

and the standard deviations
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Price risk management: Price risk is the risk that expected cash flows may be
realized due to possible changes in output priecdtuctuations caused by changes
in the market price. Price risk may cause an inwei lose money due a fall in the
market price of an asset since the value will dexliPrice risk management is the
measures put in place to mitigate the losses iecduas a result of price risk. The
researcher designed questions to seek answerstiremespondents on how they
manage price risk. These questions were analysddnaasured using the mean
score and the standard deviations
Financial performance: Firms financial performance can be measured by, its
profitability, market share, effectiveness andaeincy. This is because such a firm is
able to cut down on losses, stream line its opmmatmaking them both effective and
efficient, manage its cost and thereby withstanthetition and give value to its
customers. The researcher designed questions koassavers from the respondents
on how financial risk management affects finangalformance. These questions
were analysed and measured using the mean scorthastandard deviations.
Multiple regression analysis was used to estalfisteffect of the independent variables
on the dependent variables
29  Conceptual Frame Work

This study sought to find out whether real estaémagers can achieve financial
performance in real estate by incorporating finahdsk management into real estate.
Using financial risk management theories as thepeddent variables in this study
and real estate management practices as the deperat@bles, the objectives of the

study could be modeled into a conceptual framewidd shows how variables
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interrelate with each other. T

Independent Variables

he relationship camiodeled as follows:

FIGURE 1
Conceptual Framework

Dependent Variable

Credit Risk Management

e Guarantors
e Security deposits

« Credit vetting and appraisa

* Inadequate manpower

Financial Performance

Liquidity Risk Management

* lines of credit

* bills and bond

» cash flows statement

* loan repayments plans

* Profitability

* Reduce costs
7'y > » Efficiency

» Effectiveness
* Market share

Price Risk Management

» Financial Hedging
* Interest rate Hedging

» Foreign currency Hedging

* swaps and option

\4

Financial Risk management

* Risk awareness
* Risk measurement
* Risk adjustment

Intervening Variables

31



CHAPTER THREE

3.0 RESEARCH METHODOLOGY

3.1 Introduction

Research methodology refers to a specific plastiadying the research problem
and constitutes the blue print for the proposea datlection analysis (Bryman, 2001).
Mugenda and Mugenda (2003) assert that researchodwbgy provides details
regarding the procedures used in conducting a sfldg chapter discusses the research
design adopted in carrying out the research, ptipalasample as well as the sampling
methods that were used. The chapter also contaitas abllection processes and tools
that were used in carrying out the research, meatioddiata analysis as well as essential
ethical considerations.
3.2  Research Design

Zikmud (2003) defines a research deaga master plan specifying the methods
and procedures for collecting and analysing datxofding to Bryman (2001), after a
researcher has identified a research problem amdevaéewed the relevant literature, the
next step involves developing a research designdoducting the research.
This study adopted descriptive research designusecia helped to explain the attitudes
and behaviours of investors and property mana@erscriptive design is considered the
best in answering the questions of who, what, whidien, where as well as how, and
especially because real estate managers are défitieelse terms in respect of their risk

management practices. By the use of this designrébearcher sought to find out
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whether the concept of financial risk managememt loa used to improve financial
performance of real estate firms.
3.3  Population

According to the estate Agents RegistraBoard, there are approximately 354
companies in the country providing professionalpprty management services formed
by registered members as at 2012. These 354 coegpa@re the population of this
study. The specialized nature of the research nméition required for the study was
enough justification for having professional reatate managers as the population of
this study. The choice was considered reasonablnghat real estate managers are
involved in day to day running of the propertiese aware of the nature of the
transactions taking place in real estate and hawgglaer interaction level with the
players in the real estate industry such as tersarttghe property owners. According to
the Nairobi Directory (2009), only 151 companies &sted as property management
companies that operate in Nairobi. The 151 comgaoperating within Nairobi were
used as the target population of this study. Thés Wecause the firms were easily
accessible and manageable (Cooper & Schindler,; 2064, 2005).
34  Sample Size and Sampling Technique

The researcher used Simple random sagpfiethod to select the firms that

were studied. The method was considered the madablibecause it eliminated bias.

Yamane (1968) provides a simplified formula forccéting a sample size of smaller

populations. The sample size was arrived at usiadgdrmula as follows;
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n= N

1+ N(&)
Where;

n is the sample size

N is the population size

e is the level of precision required
N =151

E =0.05
The sample size was arrived at as follows;

n= 151 =109.62

1+151(0.05)

A sample size of 110 firms was arrived at for gtisdy.
3.5  Typesand sourcesof data

Data refers to the information or fagb®out something. It is all the information
gathered by the researcher for the study. Statistigploy data, which have in some way
been expressed in a numerical form as frequendiescores (Cramer & Hewitt,
2004).According to Mugenda and Mugenda, (2003) dataeither be primary data or
secondary data. Primary data refers to data cellefiom original sources such as
respondents in a study, findings obtained througkresus, field survey or focus group
discussion. Secondary data refers to the data r@eqjdirectly from library, reports and
publications. Data may also be classified as eitjuaditative or quantitative (Mugenda

& Mugenda, 2003; Bryman, 2001).
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3.6 DataCallection Tools.

The study used primary data which wdkected through use of a questionnaire.
A gquestionnaire is a pre-formulated written setgaéstions to which the respondents
record the answers usually within rather closelyndated alternatives. Questionnaires
were distributed and dropped in offices of the ctelé real estate management firms
targeting Chief Executive Officer and senior prapenanagers. This was done by a
research assistant who was also given an assutarthe effect that all the responses
received were treated in confidence and strictgdusr the purpose of this research and
nothing else.
3.7 Methodsof Data Analysis

Data analysis is the process of orgagishe information collected and relating
the data to the research questions (Laws, Harpdr Marcus, 2003). Once the
guestionnaires had been administered the massvadiata collected from the field was
systematically organised to facilitate data analysi

Data analysis was conducted using deseei and inferential statistics. The
specific descriptive statistics used were meanescand frequencies. The particular
inferential statistics used was regression analydi® data was then analysed using
STATA.
Multiple regression analysis was used to estaltiisteffect of the independent variables
on the dependent variables.

The model fitted was as follows:
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Y =a + B1X1 + Xz + BaX3+

Where;

Y = Financial Performance

X1 = Credit Risk Management

X, = Liquidity Risk Management

X3 = Price Risk Management

In the modelp = the constant term while the coefficigiit= 1....3 was used to measure
the sensitivity of the dependent variable (Y) tat whange in the predictor variables. p
is the error term which captures the unexplainegthtians in the model. In its complete
form, the model was;

Financial Performance a + PB; Credit Risk Management . Liquidity Risk

Management 3 Price Risk Management.
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CHAPTER FOUR
4.0 FINDINGS AND DISCUSSIONS
4.1  Introduction

This chapter presents the findings of the study wWes carried out to evaluate
whether financial risk management could be used asol for improving financial
performance by real estate firms thereby enablivesd firms to enhance returns by
increasing profitability, improving efficiency anefffectiveness as well enlarge their
market share. The objectives of the study wereestablish the effect of credit risk
management on financial performance of real estatestment firms, establish the
effect of liquidity risk management on financialrffpemance of real estate investment
firms and establish the effect of price risk mamaget on financial performance of real
estate investment firms.

A sample size of 110 companies was selected fraarget population of 151
companies that provided real estate managemenicagrin Nairobi. Questionnaires
were used as the main instruments of data collectiahe study. Data obtained from
the research instruments was examined, analysedirderpreted in line with the
purpose and objectives of the study, with a summétie findings presented at the end
of the chapter.

4.1.1 Responserate.

The sample size of the study consisted of 110 comepahat dealt with real

estate management services in Nairobi. Questioesmavere hand-delivered to the 110
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sampled firms targeting senior managers and thepaaogn chief executives. The

response rate that was recorded from the reseastininents was as tabulated below.

TABLE 3

Responserate on the resear ch instruments.

Frequency percent
Number of questionnaires administer 110 100%
Number of respondents who answered questionnaires 05 1 95%
Number of respondents who did not cooperate 5 5%

It can be seen from the table 3 that the respateewas 95% , with only 5% failing to
return the questionnaires. The response rate was tgoenable the researcher to analyse
the data.
4.1.2 Gender Representation.

The question of gender was considered importatitarstudy primarily because,
it could help the researcher get a balanced viem footh males and females making it
possible to assimilate the risk attitude betweeng#nders. Some writers like Gustafson
(2004) claim that women are more risk averse coath& men in financial decision
making. Of the respondent who participated in thwey, 57% were males and 43 were
females. The gender composition of the respond&htsparticipated in the surveys is

illustrated in the figure below.
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FIGURE 2

Gender composition of the respondents

4.1.3 Education background of the respondents

The respondent’s level of educational was importarnelping the researcher
get reliable data .Given that the study of risk agament is specialized in nature, it was
important to engage people who had basic undeiisiguod risk management and were
able to perceive and comprehend risk as it reltdettheir real estate practice. Of the
respondents who participated in the study, 45 efntthad university education, 44
college and 18 had reached secondary level. Tharefigoelow summarized the

respondents level of education.
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FIGURE 3

Education level of the respondents

It is evident from fig 3 above, that majority oktihespondents in the survey had
attained university education. This therefore iatks that majority of the participants
had a level of education that warranted their pigdition in the study and well equipped
to respond to the questions appropriately.

4.1.4 Experience of the respondentsin Real Estate Business

The respondents experience as demonstrated by d€bes yof practice was

important in examining how reliable the informatigiven by the respondents in the

study was. The figure below shows the experiendbeefespondents in the study.
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FIGURE 4

Experience of the respondents

It is evident from fig 4 above that 53% of the m@sgents h ad over 6 years of
real estate practice. This period is obviouslyisigt for the respondents to have been
satisfactory exposed to real estate related riskist@ have figured out appropriate ways
of managing such risks. As, such the respondergregce was considered adequate in
giving credible information required of the study.

4.2  How real estate managers managerisksfacing them.

The researcher was interested in finding out haal estate managers managed
the risks facing the real estate. To find out trethnds employed in risk management,
the respondents were required to pick any five msnagement measures that they

employed in managing the risks they had encountereatieir practice. A list of risk
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management measures was provided with a briefitdefirand explanation of the same.
It emerged from the study findings that 72 of thepondents were using insurance as
risk management measure. It was also noted tha¢gdondents were using corrective
maintenance as a risk management measure with eand®h admitting to using
diversification. Some 32 respondent used guaramarganage risks in real estate.

FIGURE 5

Risk management measur es used to manage risks.
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It can be observed that the five main risk managenmmeasures employed were
security deposits, insurance, corrective mainte@andiversification and use of
guarantors. It emerged from the survey that the afssecurity deposits was quite
popular with 89% of the respondents admitting tmgist. Insurance was also found to
be extensively used with 70% of the respondent®h@eledging its use. Other risk

management measures that were identified werectiokbemaintenance, diversification
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and use of guarantors where 60%,45% and 20% Resggctl0% of the respondents
were found to be using financial hedging a pradia can be associated with foreign-
based real estate companies operating in Kenya. tRierefore means that real estate
managers in Kenya extensively use security depositsurance, diversification,
corrective maintenance and guarantors as the pringkrmanagement
4.3.1 Prevalence of financial transactionsin real estate

To find out the prevalence of some financial riskseal estate management, the
respondent were expected to rate in a likert site@erequency with which they come
across transactions that involved foreign curremtygnges in interest rates, inflation,
delay and defaults in payments. The results aiéuatrated below.

TABLE 4

Prevalence of financial transactionsin real estate

Foreigr Payment

Exchange Interest Rate | Inflation Dela Default

No. | Percer | No. | Percer | No. | Percer | No. | Percer | No. | Percer
Quite ofter | 6 7% 3 4% 26 | 32% 65 | 80% 63 | 78%
Moderatel
happens 10 | 12% 59 | 73% 51 | 63% 12 | 15% 15 | 19%
Never
happens 65 | 80% 19 | 23% 3 4% 4 5% 3 4%

As can be observed 80% of the respondents feltttaasactions in real estate
were affected by delays in rental payments. It edso be seen that 78% of the
respondents associated defaults in payment withesgate transactions. Transactions
involving inflation and interest rates were alsgistered though moderately. Interest
rate related transactions were moderate and acmbunt 73 % of the transactions

whereas inflation related transactions which wedse anoderate accounted for 73% of
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the transactions. Foreign exchange related transactvere least popular amongst the
respondent with 80% of the respondents feeling $hah transactions never happened.
Syaggah and Aligula (2003) assert that a real estetnager’s duty is to ensure that
losses attributable to delay in payments, defanlfgayment and theft are minimized in
the property. The findings agree with real estategactions being affected by delay and
default in rental payment.
44  How Financial Risks affect real estate business

The study wanted to find out the percentage ofnioel losses that was
attributed to financial risks. To know what percege of rental loss the identified risks ¢
contributed to the monthly rental cash flow, thep@ndent were requested to give an
estimate of the total loss incurred as a percerlgfeeir monthly cash flows (i.e. rental
collections) attributable to the five main riskemtified. The findings in respect to the

same were illustrated in the table below.

TABLES
Estimated total loss from monthly rental collection
Rental loss incurred per mol Frequenc Per cer
Below 30% 25 31%
Between 30% and 5C 50 62%
Between 5-70% 6 7%

As indicated in the table 5, 62% of the responder@se of the opinion that the
identified risks had significant effects on progttrental cash flows and contributed
between 30%-50% of the total rental loss incur®aime 7% of the respondent s felt
that the risks contributed to between 50%-70% efttital loss from rental revenues.

Only 31% of the respondents felt the risk conteoubelow 30% of the total loss. This
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means that majority of the respondents attestatigadact that risks identified in real
estate were responsible for over 30% of the tetallad loss incurred.
4.4.1 Effects of risk management

Participants in the survey were required to giveirttopinions on weather
managing risks facing real estate could help imgrpwofitability, reduce losses, be
more efficient, be more effective and increase ®iaskare. The results are presented in
the table below

TABLE 6

Assessment of risk management benefitsin real estate

Profitability Costs Efficiency Effectiveness | Market share
No. | Percer | No. | Percer | No. | Percer | No. | Percer | No. | Percer

Strongly
agree 62 | 77% 49 | 60% 57 | 70% 57 | 70% 56 | 69%

Agree 14 [ 17% 22 | 27T% 18 | 22% 20 | 25% 21 | 26%

Don't

agree 4 5% 9 11% 4 5% 3 4% 3 4%
Mean 3.9¢ 2.2¢ 3.64 3.72 3.6¢
Score

According to the findings 77% of the respondentsrgjly agreed that managing
financial risks facing real estate increased pabflity. It also emerged that 60% of the
respondents felt that risk management in real @st@ild help reduce cost significantly.
The survey also found out that 70% or the respasd&rongly believed that managing
real estate related risks increased efficiency affdctiveness while 69% of them
believed that it could help increase market shdi@s mean therefore that risk

management can help increase profitability, redumsts, improve effectiveness and
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efficiency can help companies increase their maskares all which could improve a
firms financial performance.
4.4.2 Risk altitude amongst real estate managersinvestorsin Kenya

To rate the risk consciousness of real estate nessagvestors in Kenya, the
respondents were required tOo give their opinionlikert scale comprising highly
conscious, moderate conscious, not concerned atsist and not aware about risks.
The findings from the survey were as follows:

FIGURE 6
Risk Altitude amongst Kenyans Real Estate I nvestor M anager s

It can be observed from fig 6 that 82% of the resjemts considered real estate
investors and managers to be moderately conscloust aisk with 15% of them rating
the investors and managers behaviours to be highigcious of risks. The findings
therefore signify that the main players in Kenyaalrestate market have a moderate

consciousness about the risk facing them.
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4.4.3 Explanations for Kenyans altitude about risks.

The respondents were requested to give their redsorKenyans consciousness
about risks. The explanations given by the respotsderere varied. The main reason
advanced by 32% of the respondents was that tly stureal estate risk management
in Kenya was a emerging concept and that very fewpanies incorporate the element
of risk management in their strategic plans. Theyantherefore of the opinion that there
were still more to learn about risk and how to eamtit. They deemed that Kenyans

were just beginning to venture into risk managenaspiring to expand their knowledge

in the field.
FIGURE 7
Reasonsfor KenyansIsAltitudes
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Some of the respondents considered risk manageaseah expensive venture
with 29% of them arguing that risk management mighd up being more expensive

when compared with the losses attributable to iglesr Some felt that many decisions
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that Kenyans make were impulse and were not basddformed fundamentals with
22% of the respondents holding on this view. Anotteason given by 17% of the
respondents was that Kenyan real estate players tmesy and therefore unable to
dedicate enough time to reflect on risk managem&hese explanations therefore
indicate that the risk consciousness amongst Kemgah estate players is in its
formative stage and is still developing and thatyreaplain why many respondents
considered Kenyans as moderately conscious alsist ri
45  Financial Risk Management M easur es
45.1 Credit Risk Management

The study sought to establish the credit risk mamamnt measures that were
undertaken for the purposes of improving perfornrean®n the statement that the
organization encouraged the use of Guarantors momize credit risk the mean score
was 3.84 and standard deviation of 0.56. On thtersent that the organization had
invested inadequate manpower for debt collectienntlean score was 3.52 and standard
deviation of 0.97. On the statement that the omgdins conducted credit vetting and
appraisal of potential customers the mean score3wasand standard deviation of 0.67.
On the statement that the organization encourageduse of security deposits to
minimize credit risk the mean score was 3.69 arhdsird deviation of 0.74.This

implied that majority of the respondents agreedhthe statement.
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TABLE 7

Assessment of Credit Risk Management M easures

Statement N Min  Max Mean S.td'.
Deviation

Our organization encourages the use

of Guarantors to minimize credit 100 1 4 3.84 0.56

risk

Our organization has invested

adequate manpower for debt 100 1 4 3.52 0.97

collection

Our organizations conducts credit

vetting and appraisal of potential 99 1 4 3.72 0.67

customers

Our organization encourages the use

of security deposits to minimize 99 1 4 3.69 0.76

credit risk

Average 3.69 0.74

4.5.2 Liquidity Risk Management

The study sought to establish the liquidity risknagement measures that were
undertaken for the purposes of improving perfornrean®n the statement that the
organization had put in place lines of credit tonimize liquidity risk the mean score
was 3.80 and standard deviation of 0.64. On th&emsent that the organizations
regularly prepare cash flows statement to managkqiidity the mean score was 2.23
and standard deviation of 0.47. On the statemextthie organizations conducted credit
vetting and appraisal of potential customers themmscore was 3.61 and standard
deviation of 0.79.0n the statement that the orgditiz negotiates with banks on loan
repayments plans as a way to manage liquidity tearmscore was 3.56 and standard
deviation of 0.84.This implied that majority of thespondents agreed with the

statement that liquidity risk management affect$quemance.
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TABLE 8

Assessment of liquidity risk management measures

Statement N Min Max Mean St.d' :
Deviatin

Our organization has put in place

lines of credit to minimize

liquidity risk 99 1 4 3.80 0.64

Our organization has invested in

treasury bills and bond to manage

its liquidity 99 1 3 2.23 0.47

Our organizations regularly

prepares cash flows statement to

manage its liquidity 99 1 4 3.61 0.79
Our organization negotiates with

banks on loan repayments plans

as a way to manage liquidity 98 1 4 3.56 0.84
Average 3.30 0.68

453 Price Risk Management

The study sought to establish the price risk mamamnt measures that were undertaken
for the purposes of improving performance. On thaesnent that the organization
conducts Financial Hedging to minimize price rigle tmean score was 3.72 and
standard deviation of 0.67.0n the statement thabtiganization conducts interest rate
Hedging to minimize price risk the mean score w&9 &nd standard deviation of 0.76.
On the statement that the organization conductsdorcurrency Hedging to minimize
price risk the mean score was 3.80 and standaidta®vof 0.64. On the statement that
the organization participates in swaps and optiomminimize price risk the mean score
was 2.23 and standard deviation of 0.47.This indptleat majority of the respondents

agreed with the statement that price risk manageaféacts performance.
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TABLE9

Assessment of Price risk management measur es

Std.
Statement N Min Max Mean Deviatin
Our organization conducts
Financial Hedging to minimize
price risk 99 1 4 3.72 0.67
Our organization conducts interest
rate Hedging to minimize price
risk 99 1 4 3.69 0.76
Our organization conducts foreign
currency Hedging to minimize
price risk 99 1 4 3.80 0.64
Our organization participates in
swaps and option to minimize
price risk 99 1 3 223 0.47
Average 3.36 0.64
46  Regression
TABLE 10
Results of theregression model
. regress performance Creditrisk Liquidity Pricerisk
Source SS df MS Number of obs = 99
FC 3, 95 = 151.27
Model | 8.54410773 3 2.84803591 Prob > F = 0.0000
Residual 1.7886678 95 .018828082 R-squared = 0.8269
Adj R-squared = 0.8214
Total | 10.3327755 98 .105436485 Root MSE = ,13722

performance Coef. std. Err. t  P>|t]

[95% conf. Interval]

Creditrisk 202775 .038665 5.24 0.000
Liquidity .5377066  .0573845 9.37 0.000
Pricerisk 1482254  .0571286 2.59 0.011

_cons 4200512  .1431352 2,93 0.004

1260154 .2795347
4237839 6516294
.0348108  .2616399
.135892  .7042105
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Financial Performance= 0.42+ 0.20 Credit Risk Management + 0.053 LiquiditysIRi
Management + 0.15 Price Risk Management.
4.6.1 Interpretation of the results

The study employed multiple linear regression asialyn testing the influence
of the predictor variables on the dependent vagiaBlhe results indicate that the
regression model best fits in explaining finangalformance. This is supported by a
composite strong and positive correlation of 0.82hd a coefficient of determination
(R Square) of 0.8269. This means that the predi@oables of the study can explain at
least 82.69% of the variation in financial performoe. The standard error of estimate
(0.13722) is negligible which shows that the sanplelose representative of the study
population.

The results also shows analysis of variance whiclicate that the combined
effect of the predictor variables is significantarplaining financial performance with
an F statistic of 151.27and a p value of 0.0000.

Results also display the regression output of tldiptor variables. Results indicate that
credit risk management. Liquidity risk managemend grice risk management are

statistically significant factors in influencinghincial performance. The beta coefficient
indicates the direction and degree of influencthefpredictor variable on the dependent
variable. For example, a beta coefficient of 0.2tRf credit risk management means
that a unit change in credit risk management caosésads to a 0.202775 positive unit
change in financial performance. The regressionvéen financial performance and

liquidity risk management and price risk managemeas 0.5377066, 0.1482254 and

0.4200512 respectively and all had statisticaiygicant relationships.
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4.7 Summary of findings

The key findings of this research study are disedigs light of the research
guestions and purpose of the study.
4.7.1 Effect of credit risk management on financial performance

The first objective was to establish the effectcoédit risk management on
financial performance of real estate investmentdir Majority of the respondents
agreed to the statements and this was supportedrbgan score of 3.69 and standard
deviation of 0.74. Data analysis also revealed ¢hredit risk management was important
in explaining financial performance. This is sugpdrby a p value 0.000 and a beta of
0.202775 which implies that credit risk managementa statistically significant
predictor of financial performance.
4.7.2 Effect of liquidity risk management on financial Performance

The second objective was to establish the effetitjoidity risk management on
financial performance of real estate investmenmdgir Majority of the respondents
agreed to the statements and this was supportedrbgan score of 3.30 and standard
deviation of 0.68. Data analysis also revealed tlatidity risk management was
important in explaining financial performance. Thasupported by a p value 0.000 and
a beta of 0.5377066 which implies that liquiditgkimanagement is a statistically
significant predictor of financial performance.
4.7.3 Effect of pricerisk management on financial performance

The third objective was to establish the effectpate risk management on
financial performance of real estate investmentgir Majority of the respondents

agreed to the statements and this was supportedrbgan score of 3.36 and standard
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deviation of 0.64. Data analysis also revealed phiae risk management was important
in explaining financial performance. This is sugpdrby a p value 0.011 and a beta of
0.1482254 which implies that price risk managemisnta statistically significant

predictor of financial performance.
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CHAPTER FIVE
5.0 CONCLUSIONSAND RECOMMENDATIONS
51 Introductions.

This chapter seeks to present the conclusions aie mecommendations that
can be drawn from the study.
52  Conclusions

This research set out to find out whether finangiahagement can be as a tool
for financial performance in real estate in Kenya.

The study has found out that financial risks aresent in real estate and the
same pose serious challenges to real estate maraggninvestors. The study has also
found out that the risk management measures thahdnagers in the industry are using
are not adequate given the significant lossesatteasuffered by the real estate managers
and investors conducting business within this markée study has found out that
players within the industry are in agreement tlfifetcéive risk management in real estate
can increase profitability, increase operationéicieincy and effectiveness and enlarge
market share all of which can lead to financiafp@nance.

Contrastingly, whereas the real estate managerdnasgreements that risk
management can increase profitability leadinginarfcial performance, many do not
seem to reap the benefits of financial risk managenit is an apparent fact based on
the study findings that the current players aretgeteap these benefits owing to the
magnanimity of risk that are prevalent in the indusit is therefore evident that
whereas financial risk management can be used @®l or financial performance in

real estate , real estate managers in Kenya atte yeép these benefits. This is because
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they are yet to develop their risk management mreasdully and better risk
management practices are required if real estateagesis are to achieve financial
performance through risk management in the industry

53  Recommendations.

This part of the study aims to make recommendatlmased on the research
findings that will guide real estate investors mwhto manage financial risks so as to
reap the benefits and improve financial performance
5.3.1 Policy recommendations

The following specific recommendations can be maaleed on the purpose, the
objective limitations as well as the findings ofsthesearch study. The recommendations
could if addressed properly, mitigate the consege®rof risks suffered in real estate
and assist in managing the identified risks mofecstely.

It is apparent from the study that even with the acurrent risks management
measures involving, security deposits; insurancggctive maintenance, diversification
and use of guarantors, real estate risks still ppsmajor challenge to real estate
managers in Kenya. The managers continue to stugitfh financial risk management.
This therefore means the methods of risk managerasnturrently employed are
inadequate. There is therefore need to consideptigp other risk management
measures such as operational hedging and finamedding that could assist managers
in real estate minimize the losses suffered atisible to risks.

Risks presented by transactions involving in dap interest rates though
identified in the market are unable to be addressedhe current risk management

measures employed. There is need to carry out wepth analysis that will help real
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estate managers identify all the risk facing themreal estate. Consequently the
identification processes with help them to be neayeipped in knowing how to manage
risks attributable to inflation and changes iniiegt rate.

There is need to integrate the current risk mamtageeasures in real estate with
conventional financial risk management practices.

5.3.2 Recommendation for future research.

The findings of this study have several implicasiofor future research
implications. This study sort to know whether fiogh risk management can be used as
a tool for improving financial performance by reastate managers in Kenya. The forces
was limited to financial risk management but thex@y be so many other risks that are
non-financial in nature and that could provide @ rground for future researchers to
investigate on in addition, future researchers ¢onvestigate on the competencies of
real estate managers in handling financial risksem estate and verify whether the
same should be the responsibility of accountardsaatuaries.

Future researchers could also investigate the meadmehind real estate
investment and the fundamentals that guide suchstmwent. With a moderate risk
attitude attributed to Kenyan property investorsd aheir managers, it would be
interesting to know what fundamentals drives regéstment in Kenya given that risk is

of little concern
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APPENDICES
Questionnaire

This questionnaire has been set in relation toottjectives of the study. All questions
relate to financial risk management as a toolifwaricial performance in real estate.

. Gender

@) Male |:| (b) Female |:|

. Please indicate the level of education

(a) High school level (b) University level

(c) College

(d) Others (specify)
. Of the following, please tick one

a. | am a real estate investor / owner
b. | am a registered and practicing real estate agef |
c. None of the above I:I

. For how many years have you been involved in ret@te practice?
(@ 1—>5years |:| (b) 6 — 10 years |:|
(c) 11-15 years (d) 16 years and abov

. As a percentage of your gross monthly cash floe: (ental collections), and by giving
an estimate, what percentage of total loss wouldattvsibute to the Financial risks?

Below 30% () Between 30 — 50% ()
Between 50 — 70% () Above 70% ()

. From the risk management measures listed here bplease tick any five (5) that you
have come across in your real estate practice.

Financial Hedging () Use of Guarantors ()
Operational Hedging ( ) Use of security deposits ) (
Diversification () Preventive maintenance ()
Insurance () Corrective maintenance ()
Internal audit () Risk retention ()

. From your property portfolio and based on a scéle o 3 where 1 is quite often and 3
is never happens, please rate the following orbdss of how often you come across
transactions that involve or are affected by theesa
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(a) Payments in foreign currency )] (2) 3)

(b) Changes in interest rates (1) (2) 3)
(c) Inflation (2) (2) 3)
(d) Delay in payments (2) (2) (3)
(e) Default in payments (1) (2) 3)

11. This section seeks to establish the creditmakagement measures adopted by real
estate investment firms. Use the ranking of betwkén 3 where 1 stands for strongly
agree and 3 stands for don't agree

1 2 3
Statement

Our organization encourages the use| of
Guarantors to minimize credit risk

Our organization encourages the use| of
security deposits to minimize credit risk

Our organizations conducts credit vetting and
appraisal of potential customers

Our organization has invested inadequate
manpower for debt collection

12. This section seeks to establish the liquid#ik management measures adopted by
real estate investment firms. Use the ranking dfveen 1 to 3 where 1 stands for
strongly agree and 3 stands for don't agree

Statement

Our organization has put in place lines|of
credit to minimize liquidity risk

Our organization has invested in treasury
bills and bond to manage its liquidity

Our organizations regularly prepares cash
flows statement to manage its liquidity

Our organization negotiates with banks [on
loan repayments plans as a way to manage
liquidity

64



12. This section seeks to establish the pricemakagement measures adopted by real
estate investment firms. Use the ranking of betwkén 3 where 1 stands for strongly

agree and 3 stands for don't agree

Statement

1 2 3

to minimize price risk

Our organization conducts Financial Hedging

Our organization conductsinterest
Hedging to minimize price risk

rate

Hedging to minimize price risk

Our organization conduct®reign currency

option to minimize price risk

Our organization participates in swaps and

8. By giving a ranking of between 1 to 4 where 1 stafwdl strongly agree and 3 stands for
don't agree, do you think managing risks facingd) estate could help an investor:

€)) Improve profitability
(b) Reduce costs

(c) Be more efficient

(d) Be more effective

(e) Increase market share

m & 6 @
“m @ & @
nm & & @
O @ & @
“»m @ & @

9. Apart from possible financial losses, are there @ilmgr ways the above risks affect real
estate properties? (Please highlight here below)

10.By giving a rating of 1 for strongly agree and 8 dlon't agree, would you say that real
estate investors/companies that manage real esfated risks are more likely to be
profitable in the long run compared to those tleahdt?

O @ O
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11.By giving a rating of 1 for strongly agree and 3 tton't agree, would you say that
financial risk management is essential for effectiveal estate investment and
management.

wm @ G

12.Using the scale below, how would you rate the ridktude amongst real estate
investors/managers in Kenya?

Highly conscious of risk Moderately conscious wathask

Not concerned about risk Are not aware about risk

13.Please explain some of your reasons for No. 15 Abov

Thank you so much for taking your time to fill dbts questionnaire.
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