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ABSTRACT

This was a cross-sectional study of the specHittdrs influencing company listings
based on the Nairobi Securities Exchange (NSE). sihdy sought to establish what factors
affect those companies which have met the thredisildg requirements but have not opted to
publicly list on the exchange. Non listed compamese used as suggested by prior research to
determine what has hindered their being listed el as what would motivate them to consider
listing on the stock market with regard to the igsé¢hat accrue to listing.Data was collected
based on two sample groups of companies: listed ramuHlisted using the companies’
prospectuses of the listed companies and a quasirenfor the non-listed companies. Basic
descriptive statistics were used to describe thpirsal data, inferential statistics and multiple
regression analyses were used for analysis.

From among the listed companies the most influemdietor considered in the listing
decision was the political environment which waarelsterised by a change in political regime.
The effect cited by the respondents was the (dgllagon of the industries in which the
companies were operating in thus making expansissiple and consequently use of the capital
market to raise funds. Additional factors which hedd been considered in the literature which
emerged among these companies were the market aidonwhich considered to have made
the market more efficient and thus more attractive.

With reference to the non-listed companies, thetnmdiiential factor was the listing
requirements considered under the legal and regylétamework. The respondents expressed
the view that these were too stringent. The otledaitively more influential factor was the
political environment which was also highly consetkby the respondents. However, there were
four issues that emerged that had been previousliered scantily. These factors were
determined as the more influential factors by tb&pondents with reference to their not being
listed. The emerging issues were company or org#aiz structure, public scrutiny, dilution of
ownership and a lack of necessity to raise longhté&unds. Ironically, the most motivating
benefit was access to a wide capital base, drathimgonclusion that when a company is in need
of heavy capital financing they would highly coreidise of the capital market. Despite these
benefits the study found that there is a needweldisting and maintenance costs and for the

NSE to broaden the scope of their products.
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CHAPTER ONE

1.0 INTRODUCTION
1.1 Background to the Study

1.1.1 Global Trends

The benefit of stock markets in developing coustrias been a phenomenon that
continues to be debated upon by both policy makes academicians (Singh, 1997; 1999;
Kenny & Moss, 1998; Ngugi, 2005; Kibuthu, 2005; ¥sr & Adjasi, 2007). This debate has
especially gained momentum over the past two decdde reason for this being an increased
interest in development finance for the alleviatairpoverty and restructuring of global capital
flows (Hearn & Piesse, 2006). In general, SinglO)Stated that the stock market is meant to
be a means of accelerating economic growth througireased domestic saving and
improvement of the quality and quantity of investmeélo encourage individuals’ savings, the
stock market provides an additional financial iastent that may better meet their risk
preferences as well as liquidity needs. As an azdaugrowing companies, Yartey & Adjasi,
(2007) observed that the stock market is a sourcamtal at a lower cost and helps reduce the
dependence of companies on bank financing. Lesendiemce on bank financing is seen in
companies whose countries have better develope#t starkets as it reduces the risk borne in
the case of a financial crisis.

The globalization wave has brought about a changée global business environment
which triggered the need for countries to competerfvestments to spur economic growth. In
response to this change governments viewing theaksmarkets as a platform for investment
and a tool to drive economic growth have revampet market infrastructure. The 1990s saw a
number of developed countries restructure the catpayovernance in their stock exchanges in
addition to the developments in automation. Thedreeturing happened through the process of
demutualization. Demutualization was defined by &wgepl (2002) as the process of converting
exchanges from non-profit member-owned organizatiao for-profit investor owned

corporations.

1.1.2 Africaand Emerging Markets Perspective
Demirguic-Kunt & Levine (1996) found that for therjpel 1982-1993, the development

of the global stock market was booming with an ahmguowth averaging 15%. Of this growth,



the level attributed to the developing economiethensample was 14%. This was a recorded rise
over the years from the 3% it was at the initialetiof the research. They established that during
the same period, developing economies grew corabtleat a faster rate in comparison to the
developed economies. This development was measuitetims of stock market size, liquidity
and international integration. The developing ecoles used in the study were; Indonesia,
Portugal, Thailand and Turkey. Table 1.1 showsteoli the number of companies listed on these
stock exchanges in comparison to the Nairobi StesrExchange (NSE henceforth). Following
the trend shown in table 1.2 of the listing andgtielg of companies on the NSE at around the
same period (1980-1999) the growth establishegpsoximately 1.75% showing an addition of
one company.

Table 1.1: Comparison of Listed Companies for a Settion of Developing Economies

Country Number of Companies Listed
India (Bombay) 4955
Malaysia 959
Thailand 535
Mexico 406
Chile 236
Argentina 106
South Africa 396
Egypt 313
Nigeria 216
Morocco 73
Zimbabwe 96
Kenya 55

Source: CMA (2010); Senbet & Otchere (2008)

Yartey & Adjasi (2007) observed that there has lsednve towards the establishment of
stock markets in Africa since 1989. From a totagight (five in Sub-Saharan Africa and three in
North Africa) that had been established by theraddiitional fifteen stock exchanges in Africa
have been set up to give the present total of @8ksexchanges (Appendixl). This drive

stemmed from the argument by Yartey & Adjasi (20tha} for the success of domestic financial



liberalization programmes in Africa, there is a dhder the establishment and development of
stock markets. However, for a long time, developnigance focus on Africa has been on the
bank-based financial system vis a vis the marketdaysterhsuch that the banking systems in
most African countries has been the main sour¢engf term financing for companies.

Kenny & Moss (1998) noted that the banking systemAfrican countries have been
better developed in comparison to the stock makstems with their aim being to support the
extractive industries. In a bid to be in step wita developed countries where there is a tendency
to rely less heavily on the banking system in otddvetter shelter risk from a credit crunch, the
debate in the use of the capital markets as a sairlong-term financing has rekindled. This is
especially so in Sub-Saharan Africa as noted byriH&aPiesse (2006), who found that the
capital markets have not been fully utilized angieha lot of room and potential for growth as
most are relatively young having been set up onlyhe last twenty years (i.e. from 1989).
However, proponents of the use of banking systesng source of capital financing argue that
the stock markets are an expensive irrelevancbe@oor countries (Singh, 1997, 1999). This
may tend to explain the slow growth of the capitarkets in the less developed countries. With
the exception of South Africa’s Johannesburg Stexkhange (JSE Ltd), the rest of the capital
markets in Africa have generally had very limiteddls of development measured in terms of
market capitalization as a proportion to the GDRhefcountry as was found by Hearn & Piesse
(2006). There are generic characteristics that ptgagued these African markets thus inhibiting
their growth such as improper infrastructure, fagted assets, illiquidity, and offer a very
limited range of tradable instruments in comparisothe developed country markets (Yartey &
Adjasi, 2007).

The concept of demutualization has also been ddngith among the African stock
exchanges. As observed by Yartey & Adjasi (200¥} process among African stock exchanges
is going to take some time since most are relatiyeling (of about 20 years), not to mention
that their regulatory frameworks are still undengpirestructuring to match up to the
international standards. The major problem as diasl been conflict of interest in the to-be
profit making organization (i.e. the demutualizéack exchange) and the regulatory systems are

still in their formative years. In many of the Afan countries, a formal stock exchange was

A bank-based financial system is one where moti@tapital raised by companies is sourced fronbéms, i.e.
through bank borrowing; in credit form. Whereasarket-based financial system is one where theneasier
reliance on capital markets as avenues for raisipital financing than from bank credit (Senbet &l@re, 2008).



established before the creation of a formal inddpah securities regulator. Again the only
African stock exchange that is the exception isXB& in South Africa which demutualized in
2005. JSE is relatively large and old in comparisonthe NSE; however, Kibuthu (2005)
compared Kenya with Mauritius which has a relagiveéw stock market established in 1989.
This particularly smaller market has had an impvesgrowth trend in the last twenty years with

an increase of traded securities from 6 at incagtiol20 by 2003.

1.1.3 Focuson the Nairobi Securities Exchange

The Nairobi Stock Exchange (NSE) was among thaeeastock markets established in
1954. Ngugi & Njiru (2005) noted that the growthtbé& primary market has been very slow with
the number of listed firms as at 2005 being lestthe number at independence (63 at
independence). A comparison of the listed compapiesently and about two decades ago
shows that there were 54 companies listed in 168%tin 2010 as a combined total of all the
investment segments. The companies listed have bbbhanging but they have not been
increasing due to the constancy in listings andstiegis (Table 1.2).

The trend in Table 1.2 shows an almost equal nunmbérmitial Public Offering (IPO)
listings and converse delisting, for ten-year p#sisince its establishment. The column showing
the number of listed companies is a cumulativehef mew IPO listings and excluding those
delisted. For instance in the time period 1955 59]%he figure 55 companies relates to the 46
listed in 1954 from among which 4 were delisted 48dnew ones were added. The column
number of listed companies shows that the 1960re wery good years for the NSE as it has the
highest number of companies listed and it recottlechighest number of new IPOs. The trend
exhibited in the table shows that the number aédiscompanies was increasing steadily in the
initial time periods then there was a sharp decliech steadied in the 80’s and then the
downward trend has continued since then very ctamdlg. The new IPOs and delistings
columns show a sharp increase in the 60’s themahwge decline in the 70’s for the new IPOs
but recorded constancy in the delistings. The &B0id 90’s were also unpleasant years with
higher levels of delistings than listings. From fear 2000 the NSE picked up with a surge in
the new issues however the number of delisted dsawesuspended companies increased. This
trend therefore exhibited in the table shows ardésgnation of the NSE in terms of new equity
issues which gives the motivation of the presamst



Table 1.2: Trend of Company listings and delistingsn the NSE

Period No. of Listed New IPO listings No. of delistings
Companies
1954 46 - -
1955 - 1959 55 13 4
1960 — 1969 63 19 11
1970 - 1979 57 5 11
1980 - 1989 57 3 3
1990 - 1999 56 4 5
2000 — 2009 55 10 12

Source: CMA Annual reports (2001-2009), (Ngugi & Njiru, 2005)

Generally, public offerings of equity and other égpof securities are seen as useful
instruments for raising of capital from the doneestarket and serve as a medium of raising the
profiling of the specific country’s stock market aplatform for foreign investment. In African
stock markets the distribution of IPOs has beeatixaly uneven with sudden bursts of hyped
investment and then relative dry spells of about fgears until the next IPO. The scenario in the
NSE is a case in point. Narrowing down the trenalysis to the 10 year period from 2000-2009,
Table 1.3 below shows a relatively dry spell fro60@-2005 where after there was a surge in
2006 with three IPOs of KenGen, Scangroup and Edgr&A Ltd and an issue by introduction
of the Equity Bank. These offerings were all ovessuribed indicating market confidence,
hungry investors and excess liquidity in the syst@wA, 2010). The year 2007 had no IPOs
but in 2008, the Safaricom IPO dominated the markeis IPO was also oversubscribed and
was one of the largest IPOs in the region. It saikeca number of new investors plunge into the
stock market for the first time (NSE, 2008). Appen# details the issues in this time period
showing as well the rate of subscription to thesseies. From these tables the activity in the
equity market evidences stagnation in the NSE rimgeof listed companies. The present study

therefore aims at establishing what has causedtgmation in the development of the NSE.



Table 1.3: Company listing and delisting trends foryears 2000 - 2009

Period No. of Companies| New IPO listings No. of delistings
Listed

2000 52 1 3
2001 54 2 -
2002 51 - 3

2003 49 1 8
2004 49 - -
2005 48 - 1
2006 52 4 1
2007 54 2 -
2008 55 2 1
2009 55 - -

Source: CMA Annual reports (2000-2009), CMA statistical bulletin (2010)

In line with the global trends of demutualization,a bid to improve competitiveness,
take advantage of technological advancement anglidaroavenues for innovation of new
products, the NSE has not been left behind. Inakedecade or so (years 2000-2008) the NSE
has experienced corporate governance issues wittollapse of stock brokerage firms (Ngenye
Kariuki, Discount Securities, Francis Thuo & PartpeNyaga Stockbrokers). The process of
demutualizing the exchange, initiated in 2006 aachgleted in 2010, has been proposed as a
possible platform to speed up the formation ofrgjrcegulatory systems, i.e. improvement of the
regulatory framework for the market (KIPPRA, 200@pwever, since demutualization is not the

focus of this study, it shall not be discussedumhfer detail.

1.2 Statement of the Problem

A comparative analysis of stock exchanges in Affaraten years (2000-2009) done by
the Capital Markets Authority (2009) evidenced themal trend of listings on the NSE (Table
1.3). Following Ngugi & Njiru (2005), the informain in Table 1.2 also exhibits trend analysis
of the stagnation in the development of the NSH weigard to the number of companies listed.
Given that the NSE has a long history dating bagkydars from 1954 there is a question that
arises with reference to the number of companiediin comparison to the other relatively

older stock exchanges of Egypt and South Africkulkiiu (2005) finds that other stock markets



in Africa such as Mauritius that have come up i ldst 20 years have recorded a higher number
of companies listed in comparison to the NSE. Asulsed earlier, in the wake of development
finance as a means for poverty alleviation (HearrPi&sse, 2006), there has been a shift in
academic focus to concentrate on global stock maideelopment trends. Particular importance
has been given to the contribution of a markettbaseonomy over a bank-based economy
especially for developing economies in meetingpgbeerty alleviation millennium development
goals. Kenya, on its path to achieving economiceti;mment has increased focus on the NSE
from which the question of the stagnation of thehexge’s development has arisen. The present
study in following this trend aims at finding ouhat has caused the stagnation in the company
listings on the NSE as seen from the Tables 1.23giten the history of the exchange.

Pagano, Panetta & Zingales (1998) found that theisd@& of going public is an
important corporate finance decision that has besglected. Most corporate finance textbook
authors e.g. Brealy and Myers as cited by Pagamb mainly discuss the institutional aspects of
the decision, then following conventional wisdonattlyoing public is simply a stage in the
company’s growth process. This theory as Pagamab ebted is not sufficient since it does not
explain the reason why there are large privatelg kempanies in the United States that were
not listed. In considering the number of compatisted over the ten-year period as shown in
Table 1.2 above this theory holds true for the N@®Bere there are also large privately-held
companies that have not been publicly listed. Irefort to further Ngugi & Njiru (2005) this
study sought information from the non-listed companon why they have chosen to stay

unlisted.

1.3  Objectives of the Study
The main objective of this study is to analyse feors that influence company listings
on the NSE.

The specific objectives for this study were:

1. To identify the specific factors that influencestéid companies’ listing decision.
2. To establish the factors that have hindered unlistempanies from listing on the
NSE.

3. To find out the listing benefits that would motigatompany listings.



1.4 Research Questions
1. What specific factors influenced the listed companilisting decision?
2. What factors have hindered unlisted companies frsing on the NSE?

3. What listing benefits would motivate company ligsf

1.5  Scope of the Study

As this is a cross-sectional study, it considerseral factors tested on different groups at
a specific time, the scope of the study was dep@nole the availability of data and the time
constraints. The scope selected was the use ofamuelisted on the NSE in the years 2000-

2009 to source a matched sample of non-listed compavith fairly similar characteristics.

1.6  Significance of the Study
For Academicians

The study intends to contribute to literature oa MSE, shedding some light on the
issues that may be causing stagnation in the NS&mms of company listings. The literature on
listing trends is scanty, with most economistsihgkthe development of the stock market with
economic development, attempting to establish tbause-effect relationship. Therefore, this
study looked at the stock exchange to find out wizat hindered market growth. In addition it
sought to forecast what changes are expected. foher¢he study will also leave room for the
researcher to later relook at the situation of Nf&E after the changes expected and do a
comparison study. In an attempt to align Kenya wiita rest of the developing economies in
terms of economic growth and it being the biggestnemy in the East African region, it is

worthwhile to perform an academic study of the ktoarket trend.

For Policy Makers

This study would also be important for policy makerhe stock market as a tool in the
financial system is expected to be continuouslyvyng and contributing to economic growth in
a sort of back and forth relationship. In the wakenew structural reforms due to the
demutualization agreement, and the East Africaegmattion, it is worth looking at the NSE at

this particular time as it is at the brink of chang



For the Stock Market Regulators

The study will possibly give some insight addingiioat they already have on the causes
of the dismal performance of the stock market imgeof company listings. The study intends to
shed some light on the reasons why even after rithiatives that the NSE, CMA and the

government seem to be taking in order to encourstijegs, the numbers are still dismal.

For Companies
This study, attempts to create awareness espedmllthose companies that have not
listed and yet have met the requirements, on titiatives that are being undertaken in order to

encourage them.

1.7  Chapter Summary

This chapter gives a brief introduction to the gtughd intent of the study to be
conducted. It outlines the various perspectivethefstock market trends globally and in Africa.
The rest of this thesis proposal is organized Bevis:
Chapter two: gives a review of literature that supports thiglgtand the hypothesis to be tested
Chapter three: outlines the methodology that will be used to agglish this study.
Chapter four: presents the data and discusses the findings.
Chapter five: presents the summary of the study, conclusionsmetendations and limitations

experienced.



CHAPTER TWO
LITERATURE REVIEW

2.0 Introduction

This section discusses aspects of the study that baen looked at by other authors in
various parts of the world. It looked at what haerp studied in the world stock markets
considering both the developed economies as demgl@onomies The African context and
the Kenyan perspective were looked at further adl. vikactors affecting the number of
companies listed on stock exchanges especiallyardéveloping economies were discussed and
eventually a conceptual framework drawn from theséhe testable factors.

The chapter is organized in the following sectio@sl: The Rationale for Stock
Exchanges2.2: Trends in World Stock Market®;3: The Rationale for Stock Exchanges in the
Developing World and Africa2.4: The Nairobi Securities Exchang2;5: An Analysis of the
Challenges faced by African Market2,6: An Analysis of Stock Market Development
Measures;2.7: The Determinants of Stock Market Developme@it8: The conceptual

Framework.

2.1  The Rationale for Stock Exchanges

According to the World Bank the financial marketfsamy economy are critical to a
country’s overall economic development. The banksggtem and the stock markets enhance
growth which is the main factor in poverty redunti®Gtrong financial systems provide reliable
and accessible information that lowers transaatmsts which then spurs resource allocation and
economic growth. The main indicators as noted leyWorld Bank include the market size and
liquidity (The World Bank Group, 2011).

The stock market normally develops in stages ast@diout by Capasso (2006) and goes
through a transition process. In the rudimentagges$, banks and other similar financial
intermediaries dominate the financial market sulht tthe stock market is more or less
insignificant to the economy. Continued accumutatid capital leads to the development of the

financial intermediaries and increases the nundmenplexity and sophistication of the financial

*The term developing economies has been used toteefeuntries classified by the World Bank as hgvbw or
low middle Gross National Income per capita. Thisge as at 2009 was (-ve). These are also coudtfeed as
having a low level stock of physical capital ankigher proportion of the population engage in Egsscialized
activities (Development Education Program, 2004).



instruments. This in turn results to an increash@financial market size and thus the growth of
stock markets through an increase in the numbercahpanies listed and the market
capitalization. The development of the stock mar&etseen from Capasso (2006) can be
measured either quantitatively or qualitatively ly a combination of both measures. The
primary quantitative measure used in measuringstoek market sizes put forth by several
authors (Demirguc-Kunt & Levine, 1996; Li, 2002;a€tsens, Klingebiel & Schmukler, 2002;
Capasso, 2006; Yartey & Adjasi, 2007; Yartey, 2008y, 2008) has two major aspects: firstly
the market capitalization (i.e. the total valueatifthe shares traded at any particular point in
time) or an average of this value over a specifiedod of time; and secondly the number of
companies listed on a particular stock exchangem8wly, these two measures are not
sufficient to capture all the characteristics af thhancial markets, therefore these measures are
qualified using the aspects of liquidity, which bles firms to mobilize funds at very low cost as
well as ease of transfer from one investment tarearo

In a World Bank report, Claessens et al. (2002ak#isthed that stock markets have
grown considerably over the last two decades ih lbetveloped and developing countries. This
growth has been attributed to better fundamentalsh sas higher economic growth,
macroeconomic stability and structural reforms, imagportantly the privatization of state-
owned enterprises. In previous financial sectoretigpment studies, Claessens, Klingebiel &
Schmukler (2001) found that the globalization trdrad had an effect on the development of
stock markets in terms of activities by compangegaise capital through listing and also market
trading activity. In economies where the fundamientre relatively better off and thus a
tendency to have higher levels of automation; hidéneels of liquidity and are relatively larger,
there has been a noted increase in internationghagge. The stock market size has been
measured in terms of company listings with an isicln of international listings (i.e. multi-
nationals as well as cross listings) to the dorodistings.

Boubakri and Hamza (2005) also agreed that thesebe@n considerable growth in
capital markets around the world over the last ti@oades. In the wake of globalization, market
integration has been on the increase with moreonagjimarkets coming up and thus forcing
governments to prioritize the development of th@é@mestic markets. Policies that aim to
encourage this development have been given unpmetat attention by global policy makers
such as the International Monetary Fund (IMF) arel\World Bank (World Bank, 2002; 2005).



The most prominent of these policies that have bm®ouraged is the privatization of state
owned corporations. The development of stock markas been measured prominently by the
market size using quantitative measures of numbeorpanies listed, market capitalization and
the volume of securities traded.

Demirguc-Kunt & Levine (1996) in their measuresstdck market size established that
market capitalization is positively correlated witie ability to mobilize capital and diversify
risk. The measure of market size using number ohpamies is stated to indicate that the
marginal difference in the number of listings betweglobal stock markets is insignificant but
rather the extremities are what matter. These mexties refer to markets having either very few
companies indicating that the markets are limited very many companies indicating
unexplained and possibly unsustainable growth enrtfarkets. In an assessment of European
companies to determine why they go public, Huygbeb@007) agrees with Demirguc-Kunt &
Levine (1995) in what the literature portrays. Thienario explains the stock markets as an
avenue for firms to reduce financial risk througdpital restructuring as opposed to being a
source of financing for firms’ growth.

Kibuthu (2005) agreed with previous researchersatng that the capital market has the
potential to meet the fixed-capital needs of thegte sector. These markets also have the ability
to meet the financing needs in terms of sustaiitglaihd efficiency in the large scale and long-
term projects of governments, corporations and &@agrks. She outlines five main roles that the
capital markets play in facilitating the mobilizati and allocation of medium and long-term
funds for productive investments. These are: piagid simple mechanism for the transfer of
funds; facilitating companies’ access to a largmiber of local and foreign investors; widening
the array of financial instruments available toesavand investors; increasing the diversity and
competition in the financial systems and; providmgrket signals on the present situation and
future expectations.

In order for capital markets to improve their algiio mobilize resources and efficiently
allocate capital to investment projects, there isegd for deepening of financial markets.
Claessens, Klingebiel & Schmukler (2002) establisat for this to happen a change in
government policies through privatization and ldemation programmes has been the route
taken. Most emerging economies’ governments havedofor this route releasing substantial

amounts of their shareholding in state corporatitmghe public through public offerings.



Liberalization efforts have been used as well tlmvalforeign investment on local stock

exchanges thus growing the markets in size whererlkironment is enabling.

2.2  Trends in the World Stock Markets

There has been phenomenal expansion, around tle stock exchanges as found by Li
(2002) measured by market capitalization. He ndfeat both the developed as well as
developing countries, for example Canada, Japagemina and Mexico respectively, have
implemented these reforms. The increase in markeitatization recorded by these countries
was 18%, 15%, 32% and 26% respectively. Gozzi, i§e& Torre (2007) affirmed the same
view that over the last two to three decades seéwsmantries have implemented significant
reforms to foster domestic capital market develammeéhe reforms that have been undertaken
include stock market liberalization, privatizatiprograms and the establishment of regulatory
and supervisory frameworks. So as to foster thariBbing of capital markets in their respective
countries, governments have approved new laws egualations in a bid to create proper legal
and regulatory frameworks. In addition to this, jma@ountries have tried to improve corporate
governance practices, mainly through demutualingtimcesses as noted by Aggarwal (2002).

Kibuthu (2005) found that the surge in stock maskeevelopment was due to
liberalization and privatization programmes thatehbeen a wave in African markets, especially
significant in Nigeria and Mauritius. She furthdates that the reason for this trend among
African economies as development strategies ischi@nging attitude toward the role of the
private sector in economic development among Afrisgates. These Structural Adjustments
Programmes (SAPs) were intended by the interndtimoaetary institutions (the World Bank,
IMF) as a route to facilitate the privatizationsthte-owned corporations.

According the OECD (2001) the privatization progsathrough which the governments
reduced their holdings in several state corporatioad a direct impact on the development of
their stock markets. Pagano (1993) determined ttietpositive externalities generated by the
listing decisions were expected to foster stockketadevelopment by increasing diversification
opportunities that would be available to the ingesiand therefore encourage trading activity as
well as prompt new listings by private firms. Ky{[#985) had earlier noted that privatizations
through share issue inevitably increased the maation of uninformed retail investors in local
markets whose presence reduces the risk of adgeteetion and also increase the liquidity

levels of the market. In Kenya, the privatizatiamghkhit from 2006 when the government off-



loaded shares in the power producing company KenGeis IPO saw the highest number of
retail investors come out to participate in an I®@l it was oversubscribed by approximately
236% (The Nairobi Stock Exchange, 2006).

2.3 Rationale for Stock Exchanges in the Developing/orld and Africa

Kibuthu (2005) found that as global markets movevai@ deeper financial market
systems, governments in developing economies agagamy in privatization initiatives as
proposed by the World Bank. In the developing eaames these programmes have been
established as a means to facilitate the redudfqoublic debt, an improvement in efficiency
and incentives in the operations of private erditiéartey (2008) adds to this view in the IMF
Working paper 08/32 citing domestic financial lidézation as a reason for stock market
development. In addition to this, he notes thatstioek markets have developed as a channel for
foreign capital.

Perotti & Oijen (2001) in their study on the impaft privatization on stock market
development show that privatization not only eféectan improvement in stock market size
through number of companies and market capitatinatit also improved the political
environment of the developing economies that warepded in the study. Using a sample of 22
developing economies and having controlled forrfmal liberalization, Perotti & Laeven (2002)
found that the privatization of state corporatigradually increased market confidence. The
other variables that have been highlighted as netants of stock market development include:
thelegal environment; the socio-economic environment; the liberalization of the stock market;
the level of financial intermediary development; and the stock market regulation (Boubakri &
Hamza, 2005).

Allen, Otchere & Senbet (2010) found that over ldw twenty years there has been a
surge of interest in the establishment of stockharges and development of stock markets in
African states. This follows the findings of Ken&yMaoss (1998) on development of African
stock markets who established that there has beeapid increase in the number of stock
exchanges in the African continent. The stock niarkave therefore become fundamental to the
financial system and thus a very important parthef economies of many African states. The
drive towards establishment of stock markets inicafi countries in the last two decades has
been linked to other important developments inglobal economy for instance Ghana installed



the Financial Sector Adjustment Programme (FINSA#jich aimed at the reform and
improvement of the banking sector and the capitaikt.

The dynamics of stock market development in ecorsmary with regard to their level
of economic development because the macro-enviroh(mecluding politics, demographics) in
which these markets are set differ. Boubakri & Harf2005) found that the time-lag for stock
market development, when the macro-environmeradtofed in as a determinant, in developing
economies is two years while that of developingnecaies is one year. Using a measure of
company listings to further clarify this time-lagom the commencement of privatization
initiatives to the public offering of the compariishares on the stock market, in the developing
economy it would take two years for the sharest#mt srading while that of the developed
economies it would take one year. Also, using tiielmer of companies listed as the measure of
stock market development, Perotti & Oijen (2001pkkshed that privatization initiatives were
seen to have had a substantial impact on the gdidjnidity through an increase in listings.

Levine (1991) noted that for developing economies tmpact of listing of large
privatized corporations would affect the tradinguidity and increase the investment
opportunities for the local stock market as well iasreasing portfolio diversification. In
developing economies, privatization efforts by gomeents have had the effect of strengthening
the property rights and institutional reliabilityhweh would broaden the appeal and confidence in
equity investment in the stock markets. Thereféoe,the developing economies whose legal
systems are relatively less developed will havé tp@vernments initiate incentives to facilitate
the transactions in the stock market as they atéendi previously state-owned corporations
(Perotti & Oijen, 2001)

Following this argument Boubakri & Hamza (2005)urid that stock market
development in terms of market size and liquidigswpositively and significantly related to the
institutional quality of the legal environment dfet economy. Market liberalization would also
have a positive effect on the market developmenthasgovernments were opening up the

market to foreign investment as established by Kib{2005).

2.4  The Nairobi Securities Exchange (NSE)
The history of the NSE as discussed by Ngugi &WN(2005) dates back to 1954 where
on introduction of the equity market in favour ohger term cheaper financing there were a total

of 46 companies listed. As seen in the introductibapter of this study the trend in listings on



the NSE displayed in Table 1.2 is countered by mailai trend in delisting due to either
deregistration for non-compliance or take-overs.

The change in governance at independence and tiheseasm in the country’s economic
development between 1963-1970 saw the governmeatgenin deliberate efforts to encourage
the development of the financial system. Through éhcouragement of the banking sector to
make available credit facilities to persons willimgpurchase shares both in the primary (at IPO
level) and the secondary market. During this pe(k@66-1970) statistics show that there were a
total of 12 IPOs all of which were heavily over-sabbed (Ngugi & Njiru, 2005). Information
on the period 1971-1980 is slightly blurred assitndefinite which of the total 11 public issues
were new issues and which secondary market isHt€83BK, 1984).

Following this trend however, it becomes clearenft981-1989 where the market did
not seem to pick up as well as there were only@sl@nd a divesture of government shares in
one of the financial institutions. This particulgeriod saw increased in the type of companies
that listed (IFC/CBK, 1984). Initially the predonamt companies that were listed on the stock
exchange were industrial companies. This is exptalny the fact that Kenya was going through
a restructuring and thus growth in the industresdtsr (Ngugi & Njiru, 2005). This period was
characterised by economic reforms and major defjstiwhich saw a generation of new
companies that replaced the companies that wetallyilisted such that the number of
companies at the beginning was the same as tlatths end (57). During this time, there were
also an increased proportion of locally controlbednpanies listed on the stock exchange.

The next ten years (1990-1999) saw deliberate govent efforts in privatisation of the
government parastatals or state-owned corporatiBngatization efforts increased with the
government offloading substantial shareholdinghie National Bank, the Kenya Commercial
Bank, Kenya Airways and Uchumi Supermarkets. Ttg IRO in this period was offered in
1997 where the ordinary shares accounted for 78%etotal listed securities, with the total
number of companies standing at 58. The indicdtimm this marginal increase in the number of
companies shows that the initiatives and refornch sas the tax-free venture capital funds,
removal of capital gains tax and allowance of bers@fownership by foreigners seem not to
have achieved much (Kibuthu, 2005; Ngugi, 2005).

The period 2000-2009 witnessed the listing of ir& fnformation technology company
(African Lakes) and the first sugar company (Mumasgyar Company) through privatization



efforts. From the history of the NSE, it was durthgs period that the NSE was segmented into
three market segments i.e. the Main Investment Btagegment (MIMS), the Alternative
Investment Market Segment (AIMS) and the Fixed meoSecurities Market Segments
(FISMS).Kibuthu (2005) found that until 2003 aftdre 2002 general elections the market
seemed to experience stagnation in growth and ewcndevelopment seemed to take a
downturn.

However with the change in political regime th@mamic environment picked up and
privatization efforts were in full swing. In 2006 largest IPO since Kenya Airways was
witnessed through the KenGen IPO that was oversibescby 236% (KenGen Website). This
showed boosted confidence in the market from loogéstors and an increased level of
awareness about the stock exchange as an avensaviog for the small individual investor.
The 2008 floating of the Safaricom shares signadlected for the continuous education of new
and existing investors on the risks and rewardsadsting directly in the equity markets as

noted by the chairman’s statement in the annuartemd financial statements (NSE, 2008).

2.5  Analysis of the Challenges faced by African St& Markets
Majority of the African stock exchanges are smafiderdeveloped and illiquid (Kenny

& Moss, 1998; Yartey & Adjasi, 2007). They alsodeto operate in isolation from other stock
markets, have low trading volumes, are generalgtsred from global competition due to their
national regulations and face barriers to capitabbility because of underdeveloped
communication infrastructure (Asea, 2003). Accogdio the CMA (2010) most stock exchanges
in sub-Saharan Africa have not been able to creatéquid a market as would be hoped. This
means that the interest levels in securities ta@ire so low such that there occurs moments
where a sell order placed on the exchange failsetanet by a matching buy order. Where a
market is developed and vibrant the occurrenceich & situation is normally temporary and the
market re-adjusts through share price movements.orher issue related to the movement of
share trading as described by the CMA (2010) i$ sleaeral stocks are dormant with only a
handful being active and experiencing daily tradiAg example for this is the Ghana stock
exchange where the largest company in the couAsiignti Gold) is formally listed but does
not trade on the Ghana Securities Exchange bugrréits its share dollar-traded in the United
States. Hence besides having a relatively low nunobecompanies listed against the global



market, these markets have the issue inactivigegéral shares counters, unless there are major
happenings in the specific companies.

The presence of stringent eligibility requirememase played a role in discouraging local
entrepreneurs and indigenous companies from raisapgtal from the stock markets, notes
Kibuthu, (2005). Considering that Ritter & WelchO(2) state that the main reason for
companies to go public is to raise equity funds @@ancteate a public market for the founders and
shareholders can convert some of their wealth/invest into cash at a future date. Ngugi &
Njiru (2005) follow that companies by going pubtedax their financial constraints especially if
they have large current and future investmentd) legerage and high growth. Rebalancing of
capital structure by firms as seen by Pagano, Rar&Zingales (1998) is also a motivation for
these companies to float equity in a bid to redtiesr debt ratio thus reducing their risk.
Governments in this case seeing as the floatafi@yoity by these companies may as well be
beneficial to the country’s economic developmenusth have ways of making the scenario
more palatable. For instance the NSE requirememts buch high barriers that have locked out
potential entrants such as the several family owmesinesses (which are a rampant trend in
Africa) such that the stock exchange operates @esd membership (Asea, 2003). Presently
(NSE, 2010) there is an initiative to have an erdeaplatform for the Small and Medium
Enterprises (SMEX tier), the success rate of thigative will be worth considering in a later
paper but at present would it as a “parallel” mafke the smaller cadre of businesses be said to
be the best solution?

The other major issue that plagues African stockketa is the difficulty they face in
creating and maintaining efficient regulatory sps$efor the securities exchange. Kibuthu (2005)
observes that there is a general shortage of veafiedd manpower to police and enforce the
rules. Consequently enforcement actions are ratelars abuse is not uncommon. This leads to
a strain in the confidence level of the investard aome listed companies continue to operate
under compromised corporate governance structimeaddition to this some stock markets
subject their participants to multiple regulatonscls that it is unavoidable to experience
regulatory complexities, uncertainties and incrdasests of compliance (Asea, 2003). For
instance in Kenya both the CMA and the NSE serveegslators each with its own set of

requirements for listing, membership and particgatDespite the fact that there are similarities



in these requirements, the multiplicity tends toéha confusing effect on the present and
potential participants.

Political uncertainties and economic policies pnésa some of the African countries
have led to a decline in investor confidence dua task in the deterioration in the business
climate as noted by Kibuthu (2005). The subsequesilt of this is poor performance of the
stock markets. Using Kenya as an example, prigdhéogeneral election of 2002, the business
climate was slowly halting with the eventual withdial of donor funding. The stock market had
a consistently declining performance due to thecpd that had been adopted by the regime
then. After a change in political guard there wesewed hope and market confidence with the
entry of a new regime. In the subsequent years, “rie&” government engaged in several
privatization initiatives and that was when ther@eswhe phenomenal KenGen IPO in 2006 which
was oversubscribed and it created awareness ok staket trading for the majority of retail
investors who were able to make the minimum investmSenbet & Otchere (2008) agree with
this perspective with the argument that the Afristock markets are abundantly endowed with
abrupt changes in government policies and at tiamégvourable political climate. The case in
point used is Zimbabwe’s downturn due to the drammptice swing in the wake of the
government farm and pension poli¢ieThis had the effect of moving a market that had
previously grown (1996) by a phenomenal 89.5% dbwmore than 50% by the last quarter of
1997.

2.6  An analysis of Stock Market Development Indicatrs

Economic and financial literature in the last twexddes has been engrossed in the search
of the relationship direction between the financsistem and the country’s economic
development. The financial system constitutes ef lAnking system and the capital markets
system. Historically as Levine & Zervos (1996) abed, the banking system has been the focus
of research when discussing the development offitrencial system. Seminal research by
Bagehot (1873) and Schumpeter (1911) placed enwplwmsithe critical importance of the
banking system in the economic growth because ashattime there was little or no

consideration of the use of capital markets.

*These government policies refer to: i) the landmefto evict white-settlers from more than 1500 owrcial
farms; and ii) a decision by government to pay $24lllon in pensions to disgruntled veterans of Ziembabwe
independence war .



However, even with the historical focus on the hagksystem there has been growing
theoretical literature on the importance of the elepment of stock markets for countries’
economic growth. To determine the relationship leetw these two factors, stock market
development and economic growth, researchers ssichegine &Zervos (1996), Demirguc-
Kunt& Levine (1996) measured the stock market dgwelent using market capitalization as a
percentage of the country’s Gross Domestic pro@@€iP). However, in their course of study
they found that the development of the stock maiket phenomenon that cannot be explained
using a single measure and thus in a different pdapemirguc-Kunt& Levine (1996) came up
with a set of stylized facts. In their analysis,nieyuc-Kunt& Levine (1996) compared stock
market development to the level of economic develemt and described it as a complex and
multi-faceted concept that no single measure caalpture all the aspects of stock market
development. The indicators used in their studynaasures to come up with the stylized facts
included: stock market size, liquidity, market volatility, market concentration, asset pricing
efficiency, regulatory and institutional development and conglomerate indexes that aggregate
the information contained in the other measures.

Levine &Zervos, (1996) followed a similar argumeatdiscuss the importance of the

stock market in long run economic growth. They obse that theory does not provide a unique
concept of measure of stock market development, dndgs suggest that stock market
development can be measured usstagk market size, liquidity and international integration.
In the same paper they adopted the conglomeraex@sdconstructed previously by Demirguc-
Kunt& Levine (1996) to show the relationship betwehe specific measures of stock market
development of size, liquidity and internationatemgration and the long-run growth of the
economy.

Stock Market Development as the dependent varibage been measured by different
authors using various indicators as noted abovi goantitative and qualitative. Yuriy (2008)
noted that in order to measure the speed and tveevelopment of the stock markets both
gualitative and quantitative measures should bed.ustowever several of the qualitative
indicators of stock market development suchmasket concentration, regulatory and legal
framework and liquidity are more often than not complementary to the gizdivé indicators of
stock market size: market capitalization and number of companies listed (see appendix 2 for a

tabulated representation of the measures for stauket development in developing countries).



Therefore in this section will discuss the two aspef stock market size as measures of stock
market development: market capitalization and nunobeompanies listed and then discuss the

indicator of stock market liquidity showing how thealitative factors are complementary.

2.6.1 Measuresof Stock Market Development

Based on the studies cited in the above sectioemerges that there are two main
measures or indicators of stock market developnienterms of market sizethe market
capitalization as a percentage of GDP and the number of listed companies. The following part

discusses in detail each of these measures.

2.6.1.1 Market Capitalization as a percentage of GDP

Market capitalization has been defined by Demirguct & Levine (1996) as the
aggregate value of a company or stock. It is obthiby multiplying the number of shares
outstanding by their current market price per sh&iferent researchers (Demirguc-Kunt &
Levine, 1996; Li, 2002; Yartey & Adjasi, 2007; Yeyt 2008; Yuriy, 2008; Allen, Otchere &
Senbet, 2010) in examining the development of tbeksmarket with reference to economic
growth have measured stock market development tisengharket capitalization as a percentage
of GDP. This indicator has been frequently prefibrby researchers as it shows the relative
weight of the stock market in the whole economyeted by Yuriy (2008).When expressed as a
percentage of the country’s gross domestic pro@g&iP), the value for market capitalization
ratio is given as the value of listed shares diidg GDP.

Allen, Otchere & Senbet (2010) measured the deptAfacan stock markets by the
market capitalization and the number of listingstHeir analysis, Allen et al. (2010) found that
the African stock markets were segmented in teriraub-regions where they noted that there
has been a steady increase in the market capitafiza these sub-regiohsUsing the market
capitalization measure for the dependent varidb&enorthern and the southern regions of Africa
were ranked the highest in market capitalizationedlr by two countries; Egypt and South Africa
respectively. However in their report, Allen et @010) agree with Yartey (2008) as they use
market capitalization side by side with the numdielistings. Yartey (2008) stated that he used
the market capitalization measure as it is lesstrarp but qualified the use by affirming

Demirguc-Kunt & Levine (1996) where they statedtthi@e two measures of stock market

* Sub-regions are: Northern Africa; Eastern and @2é#ifrica; West Africa and Southern Africa



development are highly correlated and can be useatrive at similar results. Yartey (2008)
further noted that although the market capitalaatineasure has indicated a rapid development
in the African stock markets it did not necessamilgan that the markets are mature. Maturity in
terms of the capital markets he referred to tra@ictiyvity and stock counters activity. He stated
that the market capitalization is more often tham accounted for by a few actively traded
stocks, which essentially account for a considgrisge part of the market capitalization ratio.
On a global scale, Li (2002) in determining stocérket development used the market
capitalization measure in a slightly different wayhe looked at the increase in market
capitalization toward the maximum possible capitior® of the specific market for both
developed and developing economies. Using this atiaii she finds that the valuation
technology used would have a direct impact on theksmarket development. The valuation
technology was defined using three measures; thigatanarkets liberalization, improved legal

systems and better institutions.

2.6.1.2 Number of Listed Companies

Capasso (2006) defined the measure of number opaoi®s as the physical count of
companies listed on a country’s stock exchangewiparticular point in time as an indicator of
stock market development. In his study, Capass0GPRoked at stock market development in
terms of market size and considered the expangitreaquity market which he measured using
the number of companies listed. He found that aneetbpment of a country’s stock market, i.e.
the more the number of companies listed, has agtpwsitive correlation with its level of
economic development. This analysis is in agreemétht several authofswho have tried to
determine the relationship between the stock makdteconomic development.

Yartey (2008) while agreeing with Capasso (200@&teshed that the expansion of the
stock market, i.e. its growth in physical count @dmpanies listed is an aspect of the
development of the stock market. In this regardotiered the explanation as to why over the
last twenty or so years governments have been &eegrowing their capital markets through

encouraging the use of equity listings as a soafdends. Pagano, Panetta & Zingales (1998)

® This refers to the use of frontiers (generalizati production frontier models) as the maximumgitdle level that
a stock market can attain in terms of its outpotsgsures of stock market development; market dapitan)

given the inputs (i.e. the macroeconomic and firrharacteristics) (Li, 2002).

Atje and Jovanovich 1993; Demirglic-Kunt and Levi®®6a,1996b; Demirguc-Kunt and Maksimovic 1996;
Korajczyk 1996; Levine and Zervos1996, 1998)



had earlier established that governments were eagmg the use of capital markets to raise
capital through the privatization of state-ownedpooations. The aforementioned authors
although agreeing to the use of the market capaadin measure of stock market development
as it is un-arbitrary, add that there is a neetbod at the development of the stock market in
terms of listed companies. This is echoed by Ya&&ydjasi (2007) where they established that
the stock market may have a very high level of tedipation but very few companies listed i.e.
limited options for trade in terms of equity coustéhus not necessarily developed as is the case
in many African exchanges.

In determining the slow rate of listing on the poabmmarkets of African states
Andrianaivo & Yartey (2009) found that institutidnavestors and governments with minority
stockholdings are not active traders in the marketaddition to this the lack of experience and
resources for issuing shares has prevented thetieéfeuse of exchanges in these markets. In
their report, Andrianaivo & Yartey (2009) estabbshthat approximately 50% of all the listed
companies in the entire African continent are aoted for by South Africa (JSE) and Egypt
(CASE). However, in an analysis on why companiespgblic Pagano, Panetta, &Zingales
(1998) found that the internal framework of the sfie company’s financial needs is a major
determinant. This argument is picked up by Capé2306) where he finds that the development
of the banking sector in any economy is directlgtesl to the number of companies listed on the
exchange due to the companies’ need for balanaribd debt and equity financing mix. It is
noteworthy that this element of considering issspscific to companies has not been given
much consideration in literature, which is possiaty explanation as to why the development
measure of number of listed companies has raredyg beed. The present study is therefore keen
to follow up on these issues as it is inclined ®wasure the dependent variable using the number
of companies listed. In considering the NairobicBt&xchange, only Ngugi & Njiru (2005)
discussed the trend in company listings. They hewevainly focused on the market specific
factors particularly, political risk; privatization programs and the nelgtory and legal

framework in which the exchange operates

2.7 Determinants of Company Listing
According to Capasso (2006) the dependent variaduleators of size, i.e. the stock
market capitalization and the number of listed cames, are highly correlated and thus

substitutable. Capasso (2006) further determinatttie decision of a company to go public and



to issue shares is a complex one and it dependheomarket specific factors as well as the
internal environment of the company. However, iagtice the decision to enter the stock market
also involves the comparison of a wide array oftx@d benefits in a company attempting to
form the optimal financial or capital structure. an analysis of South Africa’s stock market
development, Yartey (2008) adjusted the CalderossBlb model of 1990 which was a
behavioural structural model of stock market depelent. In this model the main determinants
of stock market development considered waigket liquidity and economic growtartey’'s
modification in 2008 incorporates other financi@conomic and institutional variables,
particularlybanking sector development, political risk and atéevcapital flowgo explain stock
market development in emerging markets. With regtrdthe institutional variables, the
institutional quality has been assessed with raferdo theregulatory and legal frameworés
well asmarket infrastructure

Capasso (2006) further established that the dewetap of the stock market is not only
driven by the macroeconomic phenomenon as hastheeamajor focus of the above-mentioned
studies. Those he called institutional methodogie studying stock market development.
Capasso (2006) explained the other school of thooigistock market development that analyse
the corporate financing decisions of individual gamies. These decisions as found by authors
aim at finding out how the financing choices chamgth capital accumulation. This second
school of thought he classified as the instrumem@lhodologies. Pagano, Panetta & Zingales
(1998) in a detailed empirical analysis of the majeterminants of IPOs, established that there
are three major factors that determine a companl@ce to go publicthe stock market
valuation of other firms in the same industry, toenpany’s sizandthe destination or use of
raised funds.

Based on Altman’s 1968 multiple discriminant aneslyshe determinant factors to be
discussed in this study will be based on theirdesqy in previous research. In addition to this,
it is necessary to consider the fact that the NSB stock market in a developing country in
Africa, thus having unique challenges accruingttd=ollowing Andrianaivo & Yartey's IMF
working paper of 2009 (09/182), Yartey (2008) aratt¥y & Adjasi (2007) the market specific
determinants chosen for this study asteck market liquidity, stock market volatility, market
infrastructure, the regulatory and legal framework and political risk. From literature there are

very few studies (Capasso, 2006; Pagano, Panet&ngales, 1998) that have considered the



company-specific factors that may affect the Igtof companies. The main factors identified
are:the corporate financing decisions, profitability, size and age of the company. As this gap
has been identified, the present study will airfillitg it by establishing whether these company
specific factors are considered by companies inydemd are thus affecting the development of
the NSE.

In line with the fact that the measures of stockkatdevelopment in terms of size
(market capitalization and number of listed compapiare correlated, the present study opts to
shift from the conventional measure of stock madetelopment of market capitalization to the
number of companies listed on the exchange as st been rarely examined. Testing the
identified determinants in relation to the numbecampanies listed will also be a way of testing
for convergent validity (Trochim, 2006) of previowsork using the market capitalization

measure of stock market development.

2.7.1 Market Specific Factors

These are factors that are exterior to the compdnig characterise the stock market.
They have an influence in determining the use gitahmarkets by companies as sources of
funds hence directly determine the developmenhefmarket in terms of humber of companies
listed. They are outlined below:

2.7.1.1 Stock Market Liquidity
Schwartz (1991) defined liquidity as the abilafyindividuals to trade quickly at prices

that are reasonable in the light of the underlydliegnand/supply conditions. Demirgic-Kunt &
Levine (1996) picked up this definition statingtthguidity simply refers to the ability to easily
buy and sell securities. Yartey (2008) followed sud defined stock market liquidity as the ease
and speed with which economic agents can buy alhdesmurities. To ideally determine stock
market liquidity, these authors agree that the epnhcwould comprehensively include
guantifying all the costs associated with tradipfyis the time costs and the uncertainty of
finding a match to settle the trade.

Demirguc-Kunt & Levine (1996) established that frdquid stock markets, companies
enjoy permanent access to capital raised throughyeigsues. Since the market will provide a
platform by facilitating longer-term, more profitabinvestments, liquid markets improve the

allocation of capital and enhance prospects fogd@mm economic growth. Further, by making



investment less risky and more profitable, stockkaialiquidity can also lead to more savings

and investment. Investors will come if they carvieaGarcia & Liu (1999) established that many
profitable investments require a long-term committmef capital, but the investors are often

reluctant to relinquish control of their savings fong periods, as this bears higher default and
liquidity risks. Therefore without liquid stock nkats the occurrence of investments to high
return projects would be curtailed.

In consideration of the flipside as presented byine (1991), liquid stock markets allow
for investors to alter their portfolios quickly amtheaply thus making it less risky and offer
opportunities for longer-term investments. Thiseishoed by Senbet & Otchere (2008) who
established that where a market cannot providedityuand possible exit strategies then there is
a gap in its functional efficiency. Consequentlg thore liquid the stock market the larger the
amounts of savings channelled through the stoclkehand the higher the opportunities are for
it as a source of capital for companies. In thiard it is expected that there would be higher
market capitalization and since measures of stoatket development measures are correlated,
ideally an increase in the number of listed comgamrould be cited.

Demirguc-Kunt & Levine (1996) proposed two measuséstock market liquidity to
check development of stock markets in their stugyhe total value traded/GDP which is the
total shares traded on the stock market divide@DY to give a reflection of the market trading
as a share of national output and; ii) the turnoaéip which is the value of total shares traded
divided by market capitalization. Levine & Zervads996) in their study also measured stock
market liquidity in the same two ways; the totalueaof stock traded as a percentage of GDP in
order to give an indication of the value of equrgnsactions relative to the size of the economy;
and the turnover ratio given by the total valueléh as a proportion of market capitalization.
Garcia & Liu (1999) also measured stock marketitiqy using the same two measures of total
value traded as a percentage of GDP to check the wé equity transactions relative to the size
of the economy; and the turnover ratio to deterntievalue of equity transactions to the size of
the market. They however stated that these meastiligsiidity do not directly measure the ease
with which investors can buy and sell securitiegj@bted prices. These measures of liquidity
rather, measure the degree of trading in comparisahe size of both the economy and the

market respectively.



Due to the focus of this study which is the deveiept of the stock market based on the
activity and presence of companies, the stock mdigaidity will be measured using the
turnover ratio. This specific measure has beeneashas it is measure that focuses on the market
wide perspective in reflecting the stock markeuilty (Garcia & Liu, 1999) as it is based on
the market capitalization. Also bearing in mind fhet that this study does not have a focus on
the country’s GDP hence the measure of market vatuan economy wide scope will not be
used. The hypothesis to be tested is:

Hi: A positive relationship exists between stock malikgidity and company listings

2.7.1.2 Stock Market Volatility

Guo (2002) defined stock market volatility as tlystematic risk faced by investors who
hold a market portfolio. He established that thera link between the volatility of the market
and the cost of capital. An increase in markettidlaraises the compensation that shareholders
demand for bearing the systematic risk. Before mpamy issues equity it has to consider the
return it would be willing to offer its investor8ccording to Guo (2002) therefore there would
be reduced investment and use of capital markethdogorporate sector. The measure of stock
market volatility used by Guo (2002) was borrowenirf Schwert (1989) where an extensive
study of quarterly observations of the stock markairns based on the stock market index.

Capasso (2006) stated that that the volatilityto€ls prices as an aspect of stock market
development is increasingly receiving attentiofiterature. His findings agreed with Demirguc-
Kunt & Levine (1996) where he noted that, in itselfe volatility of stock returns is not an
indicator of stock market development but rathéec$ the return on investment and growth by
disturbing the average portfolio risk. Capasso @Qgstablished there are three different ways
that volatility can impact investment and growthmiay cause instability in the financial system;
it can decrease the supply of financial funds aaer the cost of access to capital by
discouraging savings, and; it can cause misallogatf resources to the maost profitable
investment by the equity market as based on piigealing. The present study is mainly
concerned with the second problem where volatititgtock prices can raise the cost of access to
capital as it decreases the supply of financiatléum the capital markets. Companies would be
deterred to list on the public exchange causingnstion in the development of the stock market

due to the heightened cost of access to capitas ig a similar argument that Guo (2002) had



used in relation to cost of capital where he naled a lack of sustained buoyancy of the market
tends to increase it thus deterring investors filoenmarket as it would be too expensive.

In contrast to the above studies, Levine & Zervb398) did not find any significant
relationship between volatility and economic grow#s determined by stock market
development. They used a 12-month rolling standbedation estimate on stock returns to
measure volatility, which they regressed on the aditgrowth to obtain insignificant results.

Senbet & Otchere (2009) in assessing the viabitity African stock markets as
investment opportunities established that the lothiervolatility of stock returns the lower the
risk associated with the use of capital marketeyTimoted that volatility of African markets as
measured using a monthly rolling standard devialias overtime (1997-2007) been decreasing
thus suggesting that the risk associated with them#ets has declined over time. They offered
that there are specific industry secfdaisat may offer opportunities for global investmeritich
can be initially accessed through private equigttels and eventually through the stock market
as more firms in the thriving sectors get listed.

The choice of whether to use the volatility indegasure as a representative of the stock
market as or the standard deviation measure ofadized returns will be based on the ease of
access of the data on stocks prices movement. Bfipkangat, Tenai, & Rono (2011) used the
volatility index for the NSE 20-share index to detae the confidence of investors in the NSE.
As the present study is focused on the NSE as thellyolatility index shall be considered. The
hypothesis to be tested is:

H2: A negative relationship exists between stock ntarkfatility and company listings

2.7.1.3 Regulatory and Legal Framework

The legal and regulatory framework for the stockketas defined by Asea (2003) refers
to an enabling environment to encourage the ppdiiin of enterprises in the stock exchange.
This framework is comprised of elements defined thg government that facilitate the
functioning of the market; i.e. enhance functiogfficiency. Yartey (2008) outlined the elements
that constitute the legal and regulatory framewaskadequate disclosure, listing requirements

and fair trading practicesMugo (2009) cited the features of a well set egal and regulatory

"The sectors suggested were: banking and insuresleepmmunications, mining and privatizations.



framework as: self-regulatory, transparency andlassire in the market, level playing field and
compliancy to the recommended reporting standdris).

Pagano, Panetta, & Zingales (1998) establishedthieatunctioning of the stock market
enabled by the framework provided has an effeatvbether or not the stock market provides a
platform as a source of funds (cheaper long tean@nable the company re-balance their capital
structure and thus diversify their risk. The reasgrfor this is that it is the environment that
influences the confidence levels of the investath lmomestic and foreign and thus an enabling
environment provided by the government’s legal esgulatory framework would have a direct
effect on development. Pagarb al. (1998) found that a properly set up legal and leguy
framework for the functioning of the stock markébsld in time enable flow of private cash
flows both from the domestic and foreign investors.

With further reference to capital flows, Perotti&even (2002) in their study established

that stock markets responded best to sustainednrefmlicies through which they create a
process of gradual confidence building. This predesluces investors to invest progressively
more and thus increase market integration throulagrdlization of capital flows. For this to
happen, Perotti & Laeven (2002) determined that\eemment needs to ensure it commits itself
to market-oriented policies. In order to repressmhmitment to the course they proposed that
the framework should represent a stable policy rotgeting property rights such that once
companies are privatized the government shouldb@ah a position to regain control.
Perotti & Oijen (2001) in studying the use of ptization to boost the use of stock markets to
raise capital found that the regulatory and legainework plays a major role in encouraging it
as it promises a functional system to operate agaRoet al, (1998) had earlier established that
the direct benefits to the stock market drawn freell set up framework included increased
market capitalization through new public listingéws it is expected that a positive relationship
between a functional legal and regulatory framewan#l stock market development exists. The
following hypothesis will be tested:

Hs: A positive relationship exists between the legatl aegulatory framework and

company listings

8International Financial Reporting Standards (IFR®)standards and interpretations used in Intemeti
Reporting and are adopted by many countries. Kexdgated the standards of reporting in 1999, preslyathe
International Accounting Standards (IAS) were used.



2.7.1.4 Political Environment

Girma & Shortland (2008) characterised the politedavironment as based on the degree
to which narrow elite controls the levers of powad the level of regime stability on changes in
financial development”. Yartey & Adjasi (2007) issessing the challenges facing African stock
markets used the term political risk and charasterihe political environment basedlaw and
order, democratic accountabilityand bureaucratic quality Both these studies found that the
political environment plays a major role in the s®iof the market's development. The reason
Yartey & Adjasi (2007) established was that theegp@nd confidence in the equity market is
broadened by efficiency and accountability which elements that raise or lower political risk,
are highly rated among investors. In the same stddstey & Adjasi (2007) therefore found that
African economies are plagued with uncertaintyhie political environment and they determined
that as political environment in the region is ga\over time, equity investment becomes more
attractive. Girma & Shortland (2008) contributedhcs literature by evaluating the influence of
the political system in financial development asytidetermined the effect of the political
variables. Their results showed that the degrekenfocracy and political stability are significant
explanatory factors in determining the speed daritial development in an economy.

Girma & Shortland (2008) tested the hypothesis ‘ttiea political leaders choose a level
of financial development which best serves thera#tis of their support base”. For this they
found that the more representative political syst€ne. democratic structures) tend to foster
faster financial development i.e. both banking @edevelopment and the financial markets. The
dependent variable of the financial market was mnessusing the market capitalization as a
percentage of the GDP and the degree of politinllence measures were based on the
variables democracy of the polity and stabilityeyliound that in economies where there was an
attempt to democratize a polity, a positive infloenvas established on the subsequent financial
development, i.e. an increase in the market cagatadn to GDP as opposed to when the regime
was autocratic.

McGuire & Olson (1996) had earlier established tinatinstable political systems the
leaders may attempt to “confiscate” any capitaldgowhich have a resale value greater than the
income stream they generate over the time periothireng to the end of their term. In this
argument, they found that the financial assetsaaraffected; hence the market capitalization is

driven downwards with a reduced number of traneastiby hoarded stocks as it negates the



forces of demand and supply. Yartey & Adjasi (2083bablished that the direct effect this has
on stock market development is to increase the obstquity and as such investors need
compensation for the cost attached to politicét. riSirma & Shortland (2008) furthered this
argument by adding the liquidity strain that thisdk of political behaviour presents on the
market. Perotti & Oijen (2001) term political rigk this situation as a priced risk and offer that
the resolution of such risk is endogenous to tinvapzation process which directly fuels stock
market development. Andrianaivo & Yartey (2009)oalssed the political risk variables
measures tested by Yartey & Adjasi (2007) basedheninternational Country Risk Guide
(ICRG). Their results showed that for a one pergatpoint improvement in the risk rating for a
country’s political risk rating there is a percaggapoint increase of 0.9 in the stock market
development. From this it is evident that politiemvironment is positive and significant as a
predictor of stock market development. This thaeefmplies that in the emerging markets and
specifically African markets the political stabjlibf the country.

From the literature the two different ways of meawy the political environment draw
similar results, i.e. the political environment thie country has a significant influence on its
financial development. The variables used by Mc&u& Olson (1996) and Girma &
Shortland(2008) are favoured in this study overl@RG index used by Yartey & Adjasi (2007)
and Andrianaivo & Yartey (2009) as they have beseduby the World Bank in classification of
countries and ranking their financial developmegttbe World Bank. These variables of
different polities, i.e. based on the represeng¢atdss influenced by systems of government have
are easily available for the time period under ytadd thus will be used. Their definition is
given in appendix 5. The following hypothesis canderived:

H4: A positive relationship exists between a favouwrapblitical environment and

company listings

2.7.2 Company Specific Factors

Most of the researchers in discussing the factdtsancing stock market development,
have considered the external environment viewploynfocusing on the “institutional factors”
(Capasso, 2006). These factors are what have hseusded in the above section as the market
specific factors. Pagano, Panetta, & Zingales (1998 Capasso (2006) put forth the argument
that company specific factors have been neglectéle previous studies and there is a need to

focus on them as they form an integral part of €leni making when a company intends to use



the capital markets and as such affect the devedapwf these markets. The specific features
offered by some researchers in support of the cagnppecific factors include: capital structure,

company size, company age and profitability. Sitieere is scanty literature analysing these
issues the present study intends to consider thes@aspects in a slight focus shift so as to make

a contribution to knowledge.

2.7.2.1 Capital Structure

A company’s capital structure as defined by theowared economists Modigliani&
Miller (1958) refers to the mix of debt and equ#ycompany maintains. Titman & Wessels,
(1988) in evaluating theories on capital structsuggested that firms select capital structures
depending on the various costs and benefits asedamth debt and equity financing. In a more
recent study, Demirguc-Kunt & Maksimovic (1996) fauthat the financing choice of the
company is influenced by the financial market depaient. Demirguc-Kunt & Levine (1996)
established that the improvement in the functiommhthe stock market produces a higher debt-
equity ratio in firms. This was based on the pegkorder theory of corporate financing
proposed by Donaldson (1961) where internal furrdéspaeferred to external funds and that
most companies avoid issuing new shares in coraidarof issue costs. In this regard, the
capital markets are seen as a source that the coespshy away from and opt for revenue
surplus then debt financing and in the very laatelequity financing.

However, researchers have found that equity fimancand debt financing are
complements as companies when engaging in phydssalopment opt for debt financing over
equity (Demirguc-Kunt & Levine, 1996; Pagano, P&me& Zingales, 1998; Capasso, 2006).
The reasoning for this is that industrial and pbgisicapital development initiatives are debt-
oriented as it is cheaper than equity. Capasso3{2bad earlier established that the optimal
capital structure desired by a company to finamgleyrinvestment projects would determine its
proportionate use of equity and debt financingthis regard, the rebalancing of the capital
structure initially funded using debt financing Maduwrive a company to issue stock on the
equity market. This need to rebalance has beeneinfled by the high cost of bankruptcy
associated with debt financing as established lpa&so (2006).

In an analysis on why companies go public Pagaaogfa, & Zingales (1998) found
that the internal framework of the specific comparijnancial needs will determine their listing

or lack thereof on the public market. This argumisrpicked up by Capasso (2006) where he



finds that the development of the banking sect@mniy economy is directly related to the number
of companies listed on the exchange due to the anmp need for balancing in the debt and
equity financing mix. Although before a companyiss equity, Shih & Fan (2009) determined
that corporate managers would closely examine ioegteternal elements such as the exchange
rate movement, internal rate of return of the IB@\aluate the performance of the stock market
in order to list. This is in agreement with Demicgiiunt & Maksimovic (1996) who found that
the financing choice of the company is influencedtie financial market development. They
established that particularly the stock market tgyaent has an effect on the financing choices
of companies. This is because of the performantermeants that constitute the cost of equity
and will enable the company’s survival after th© I his situation, however, brings forth the
conflict of a directional relationship between tHevelopment of the stock market and the
financing choices. The present study, will consither position of Paganet al. (1998) where the
capital structure desired by the company affe@sitvelopment of the stock market through the
consideration of going public. The hypothesis depet is:

Hs: A positive relationship exists between a compaogjsital structure and stock market

development

2.7.2.2 Company Size

Pagano et al. (1998) in their research to deterrthiverelationship between economic
growth and financial markets development; compamg svas found to be the second most
important determinant for a company listing. Theyablished that the size of the company as
measured by asset base (total assets) increasesothehility of the company’s decision to go
public. The size of the company is determined aersideration following the confirmation of
the fixed costs of listing and the economies ofesemjoyed by larger companies than smaller
companies. Larger companies are seen to be ablestob the costs and fees associated with the
listing process as found by Carpenter & Rondi (3006 the same light Smitas & Kenourgios
(2005) had established that small and emerging eorap are often considered to be financially
constrained, thus disabling their access to thekstwarket through IPOs. A major component of
the costs of listing is the under pricing of th®©IBue to adverse selection problem arising from
information asymmetries. Carpenter & Rondi (200&pblished that smaller Italian companies
tended to be disadvantaged in that the directalogbing public was estimated at slightly more

than 4% of the gross proceeds of the IPO. Theretbeesmaller companies are not in a position



to shoulder this burden and as such are lockedfdahe equity market as compared to the larger
companies. The institutional viewpoint also shegdlstlin this regard, in that the requirement in

terms of asset base to support a company’s listiag be prohibitive as noted by Carpenter &

Rondi (2006). The hypothesis developed therefore is

He: A positive relationship exists between compang sizd stock market development

2.7.2.3 Age of the Company

The age of the company is used to refer to thetteaftime for which the company has
been in existence, i.e. since its establishmemtaarporation. Ritter (1991) in studying the effect
the age of a company would have on the underwrjsimge prior to an IPO found that a higher
company age eases the company’s underwriting regots as the information asymmetry is
lower and thus research costs are lower. Furthdrisahe company with a higher company age
will have a relatively higher market visibility an@putation thus a higher ability to attract
investors to itself in the IPO as compared to agamy with a lower age. Therefore, Pagano et
al. (1998) found a positive relationship for theypothesis that the longer the company has been
in existence the more likely it would be to publigkt.

Pagano et al. (1998), Ritter & Welch (2002), Capa&X06) and Yartey (2008) all
offered the explanation for older companies goindglie in comparison to the younger ones
based on the regulatory requirement of positiveuahearnings for a consecutive three years
prior to listing. These researchers agreed thatiehgth of time that a company has been in
existence would have significant influence on tleeision of a company to go public or not.
Furthermore, these researchers add that the ageahpany could give it mileage in terms of it
being recognized in the market by investors. ShiRa%a (2009) stated that a high company age
indicates lower operational risks. Further to thisy offered that where the company has been in
existence for a longer time there is reduced uat#yt among investors as there is more
information circulated outside the company.

The price at which the company’s stock will be et in an IPO has been found to
have a negative correlation with the length of &hment of the company (Hung et al., 2003).
In their study, empirical evidence revealed that shorter the time is between the company’s
establishment and its IPO issue the higher theegetipat the company will issue their stock at a
low price in order to attract investors. This haes tlirect effect on the development of the stock

market as companies will not be willing to listhiey have not been in existence long enough to



reduce investor uncertainty with reduced infornratisymmetry and as well lower operational
risks. The hypothesis developed therefore is:
H7: A positive relationship exists between a compangie is and stock market
development

2.7.2.4 Profitability

According to Pagano, Panetta & Zingales (1998 )ptioditability of a company measured
using the Profit after Tax may have an effect anglobability of a company going public. They
determine that in the initial place the profitatyilof a company would be bound to be positively
correlated with the company listing because ofdtfiect of listing requirements. They establish
that there is a need to control for the listinguiegments by sampling companies that have
satisfied these requirements. In doing so, Pagaab €.998) found that the predicted effect of
profitability on the company listing was still amgious. The ambiguity was explained as
follows: on the one hand the more profitable a canypis the less likely it would need external
equity, i.e. the lower the probability of listin@dn the other hand where a company is
experiencing a temporary surge in profits may ilisthe expectation that their going public
would increase profitability. In determining thecsass of companies after listing, Klein &
Mohanram (2006) found that those companies witlemaes but no earnings presented similar
failure risks as those that had no revenues. Cagpei Suret (2011) therefore hypothesised and
proved that it is necessary for a company to repositive earnings (consequently revenues)
prior to listing in order to increase success &atd thus use of the capital market. The direct
relationship to the stock market development isnsag the companies list, there is a link
between pre-profitability of the company and pudfitity after listing. The hypothesis to be
tested is:

Hs: A positive relationship exists between a compamysfitability and stock market

development

2.7.3 Control Variables
In addition to the above quantitative variablebeéaused to determine the development of
the stock market, the following dummy variables dn&een introduced to this study in order to

capture the qualitative aspects that may havefantein the company listings.



C-Industry: Pagancet al. (1998) established that the higher the valuatiocompanies
in a given industry, the higher the probabilitywibuld be for a company in the industry to go
public. This confirmed Pagano (1993) where he fotlrad a company’s issuance of new equity
is essentially a matter of strategic complemenéariin the market, and the optimal solution to
problems of information asymmetries. The NSE hadr fmdustrial segments in the main
investments market segment but only three segmeats to be considered. However it is
noteworthy that in the course of this study the N&felassified the listed securities into twelve
sectors. The companies to be tested will take dumegadetermined and coded for each industry
sector ranging from 1 to 12.The hypothesis tesded i

Ho: A positive relationship exists between a compaiykistry classification and stock

market development

C-Automation: was defined by Yartey & Adjasi (2007) involves ihglementation of
computerized and electronic systems for enabling pinocesses of trading, clearing and
settlement. The use of automated systems helpseadta costs and inefficiencies that accrue to
manual systems in the stock market making it mdtecive to the private sector. Allen,
Otchere & Senbet (2010) established that the masystems that are used by most stock
exchanges pose an impediment to the operationalegity and thus to the development of the
market. This is observed because these manualnsystee seen as bottlenecks in terms of
slowing down the operations, i.e. trading and pobidn of information for the stock market.
Allen, et al. (2010) noted that there has however been a gragpabvement in the adaption of
automated trading systems and clearing and settiersgstems among the African stock
markets, particularly stock markets in Sub-Sahavaica.

The participation of foreign investment and intéigra of markets is dependent, to a
fairly large extent, on the automation of the stegkhange mainly because of the ease and cost
of transaction. From appendix 3 Senbet & Otcher@08? shows a list of African stock
exchanges giving a feel of the level of adaptiorawtomated systems especially in the trading
and clearing and settlement processes. Accordinghéo NSE annual reports (2008) the
automation of the clearing and settlement and rigadiystems as well as the introduction of the
CDSC (Central Depository Settlement and Clearingt&y) has improved the operational

efficiency of the market. This should ideally haargoositive effect on the development of the



stock market such that there should be recordduehigumbers of companies listing as well as
the market capitalization. The hypothesis develdpes is:

Hio: A positive relationship exists between stock mbadystems automation and stock

market development.

C-Tax Incentive: this variable is introduced in this study to detere whether the tax
incentives offered by the government for compag@sag public have an effect on the listing of
companies and thus an effect on the stock marketlalement. Ngugi & Njiru (2005) in an
earlier study on the growth of the NSE primary neatkad established that companies had little
or no regard to for the tax incentives offered bg government for companies that listed. The
present study has its point of departure from N@ubjijiru’s work of 2005 to check whether this
has changed as the initial stand was that then@entives had little to do with increasing the
number of listings. This variable takes a valud.-off the response is positive, i.e. tax incentives
favour stock market development and 0-otherwise.

The hypothesis tested is:

Hii: Tax incentive is negatively related to stock madevelopment

2.8  Conceptual Framework

The conceptual framework has been drawn from teeudsion in the review of literature
where the variables to be used in the study haga bgghlighted. It is a visual representation of
the relationship that the study intends to estaldbstween the dependent variable under study
i.e. the level and pace of stock market developnoérthe Nairobi Stock Exchange and the
possible explanatory variables upon which the hypsgs for the study have been drawn.



Independent Variables:

Market Specific Factors

Stock Market Liquidity (SML) Dependent Variable:
Stock market Volatility (SMV) Stock Market
Legal and Regulatory Framework (LRF) * g Development (SMD)

Political Environment (PE)
Company Specific Factors
Company Size (SIZE)
Company Age (AGE)
Capital Structure (CS) Control Variables:
Profitability (PAT) Industry (CInd)

Market Automation (CAtm)

Tax Incentives (CTxn)

2.8.1 Research Model
Based on the conceptual framework above, theioaktip between variables can be
written in the form of a function as follows:
SMD;; =f (SML, SMV, LRF, 1Q, CIND, CAM, CTX)
Where:
SMD: Stock Market Development measured by the Nurobeompanies listed
SML: Stock Market Liquidity measured by the turnoveaio
SMV: Stock Market Volatility measured by the movernef the 20-share index
LRF: Legal and Regulatory Framework determined thasethe listing requirements
PE: Political Environment determined by the WorlahR classification of country risks
Control Variables
ClInd: control representing industry
CAtm: control representing stock market automation
CTxn: control representing taxation
The resultant equation is as follows:
SMD;; = fo+ BiSMLit- f2SM Vi + BsLRF ¢ + paPEi; + BsClndic+ fCAtM—ECTXNi+ &



The positive sign in the equation above is basedthmn expectations of positive
relationship between the independent variables theddependent variable derived from the

hypotheses to be tested.

2.8.2 Operationalization of Variables
This is the process of defining the variables aasumble factors.

2.8.2.1 Dependent Variable

Stock Market Development refers to both the speeddevel at which the stock market is
increasing in size and value. Several authors (BproiKunt& Levine, 1996; Li, 2002; Yartey
& Adjasi, 2007; Yartey, 2008; Allen, Otchere, &Senp2010) have measured stock market
development using the market capitalization radi® & percentage of GDP). The other measure
put forth by finance and economics literature atgh@emirguc-Kunt& Levine, 1996; Pagano,
Panetta, &Zingales, 1998; Ngugi & Njiru, 2005; Csg@ 2006; Andrianaivo & Yartey, 2009;
Senbet & Otchere, 2009) is the number of compalisésd. The present study intends to use
company listings as the measure of NSE developmernt will also show growth in terms of

size.

2.8.2.2 Independent Variables
i) Stock Market Liquidity

Researchers(Demirguc-Kunt& Levine, 1996;Levine &&e;, 1996; Garcia & Liu, 1999;
Yartey, 2008; Senbet, 2008; Senbet & Otchere, 2G@fire that stock market liquidity is
measured in two main ways: i) value traded whidinéstotal value of shares traded/GDP and; ii)

the turnover ratio which is the volume of sharesl&d/market capitalization. As the focus of this
study is the development of the stock market basethe activity and presence of companies,
the stock market liquidity will be measured usimg turnover ratio. This measure has been
chosen because it focuses on the market wide pEnapef stock market liquidity based on the

market capitalization as opposed to value tradettlwlgives an economy wide perspective

(Garcia & Liu, 1999).

i) Stock Market Volatility
Demirguc-Kunt& Levine (1996), Guo (2002), Capa$2006) agreed that volatility in
stock prices in itself is not a measure of stockketadevelopment, but rather the effect the lack




of buoyancy has on the returns and its relatiocogi of capital. The main measure of volatility
used in literature is the standard deviation of ohewvo things; either the annualized returns on
stock prices of individual stocks or the movemednthe share index used as a representative of
the market. Demirguc-Kunt& Levine (1996), Capasaa0g), Senbet & Otchere (2009) used the
annualized returns on a 12-month rolling averagdew®uo (2002); Bitok, Kiplangat, Tenai,
&Rono (2011) used the share index on a quarteryysb@ measure volatility. Both measures
returned similar results. Therefore in the prestady, since information on the 20-share index
is relatively more accessible it will be used.

iv) Legal and Regulatory Framework

Authors agree that a well-defined legal and regmjaframework provides for a better
functioning stock market as it enhances functia@iitiency. There are three main aspects that
constitute the determinant policies for the legad aegulatory framework of the stock market;
the disclosure requirements, listing requirementstae trading practices of the market (Pagano,
Panetta, &Zingales, 1998; Perotti & Oijen, 2001rd®e & Laeven, 2002; Yartey, 2008). Since
these three aspects are correlated and move isathe direction, this study will consider the
listing requirements as the measure for the legdlragulatory framework of the NSE to check
how it affects the number of companies listed. tirlig requirements schedule (appendix 4) has
been created based on the listing requirementandgyethe legislative Capital Markets Act

which are in line with the WFE standards.

V) Political Environment

Various researchers have determined the poligoaironment using the political risk.
Two different ways of measuring the political elmviment: the ICRG index by Yartey & Adjasi
(2007) and Andrianaivo & Yartey (2009) and the WdBank country risk measures based on
government regimes (Polities) used by McGuire &DI$1996) and Girma & Shortland (2008)
have been identified. Since these measures drailasiresults, i.e. the political environment of
the country has a significant influence on its ficial development; the variables used by
McGuire & Olson (1996) and Girma & Shortland (20@G8¥ favoured in this study over the
ICRG index used by as they have been used by thidBank in classification of countries and
ranking their financial development by the WorldnBaIn addition to this they are easily

available.



Vi) Company Size
The variable company size has been measured waiitgs elements of the company by

different authors such as asset base, share capi@enue. Following Pagano et al. (1998), this
study will use the natural logarittinof the value of total asset base. This figure Ww#l in
keeping with the regulatory requirement for listimgthe NSE.

vi)  Age
Authors Pagano et al. (1998), Ritter & Welch (20@2apasso (2006) and Yartey (2008)
agree that the length of time that a company has le existence would have a significant
influence on the decision of a company to go pubiaot. To measure the age of the company,
two different formulae will be required for the twgooups:
For the listed group age will be the natural |oteni of:
AGEi=To + (T-3)
Where:
AGE;: the age of companyin timet
To = the year of listing
T-3: three years prior to the company’s year dirigs
For the non-listed group age will be determinedthsy total number of years that the

company has been in existence since establishment.

viii)  Capital Structure

A company’s capital structure is given by the lage ratio, i.e. the debt-to-equity ratio
of the company. This ratio has been used by auttiemirguc-Kunt& Levine, 1996; Pagano,
Panetta, &Zingales, 1998; Capasso, 2006) to eshalilhe rebalancing effect that drives
companies to go public. The debt-to-equity ratidl & used in this study, based in the listed

companies as it is readily available from theiafinial statements due to mandatory disclosure.

iX) Profitability
Pagano, Panetta, &Zingales (1998), Klein &Mohanré2006), Carpentier & Suret

(2011) all agreed that it is necessary for a comgaior to going public should report positive

*The Natural logarithm is being used in the studg &sol for standardizing the figures to be usetheregression
analysis.



earnings not just revenues. This is because thapleshed that a company may have revenues

but are unable to report earnings as measuredebribfit after tax (PAT).

2.8.2.3 Control Variables

Industry: Pagancet al. (1998) established that the higher the valuatfocompanies in a
given industry, the higher the probability it woldd for a company in the industry to go public.
This confirmed Pagano (1993) where he found thabmpany’s issuance of new equity is
essentially a matter of strategic complementaritiethe market, and the optimal solution to
problems of information asymmetries. The industayiable in this study has been used to
control for the differences that may be industrgafic and thus affect the probability of listing
of companies in specific industry sectors of tleelstexchange. To capture the different industry
sectors that are provided for in the NSE, the stwidlyhave the three sectors (agriculture has
been eliminated) where each company will be givealae of 1 if it belongs to the sector and 0
— otherwise.

Stock Market Automatiorvartey & Adjasi, (2007); Senbet & Otchere, (20083 &llen,
Otchere, &Senbet (2010) all affirmed that autonratidfects operational efficiency of a stock
market. This is because it helps reduce the bettlehassociated with manual systems. The NSE
first introduced a central depository settling ahelaring system in 2006 and then followed a
complete automated trading system in 2008. Mark&traation was considered based on two
proxies: an automated trading system, and the tisecentral depository settling and clearing
system.

Tax incentivesSpecific policies such as those to do with initeat incentives for listed
companies had little effect on significantly incsee the number of listings according to Ngugi

& Njiru (2005). This dummy will be used to check &ther this status has changed.



CHAPTER THREE
RESEARCH METHODOLOGY
3.0 Introduction
The purpose of this study was to establish the ipdactors that have influenced

development of the Nairobi Securities Exchange (Ni8Berms of companies listed since its
establishment in 1954. In order to attain this olbje and answer the research questions, this
chapter details the methodology as follows: theeassh design, population and sample; data
collection tools used as well as the statisticethiéques applied in establishing the hypothesized

relationships between variables.

3.1 Research Design

Based on the objectives, the study addressed hathtitptive and qualitative issues. A
mixed research design was employed where both tgtiedi and quantitative research
approaches were used. A quantitative research agproas used to answer the first research
guestion which sought to find out the specific dastthat influence development of the NSE and
the extent of influence the specific factors hayealitative information was sourced from the
unlisted companies to answer the second researestign which aimed at finding out the

opinions of the unlisted companies.

3.2  Target Population

The population was selected based on company sizequired by the NSE listing
requirements where a company must have an assebbase hundred million shillings. In this
regard the population selected constituted largeate companies as well as those listed on the
NSE. In addition to the asset base a large compasydefined as one with more than fifty
employees (Microfinance Risk Management, L.L.C.080 The population consisted of
218companies, a combined list from the corporatenbegs - Kenya Private Sector Alliance
(KEPSA -171) and those listed on the NSE (47). KB®SA list was selected as it was the most
comprehensive list of relatively large privatelyldhe&eompanies with a cross-section of all
industry sectors. The KEPSA list was filtered offnpanies that do not qualify to list, i.e.
schools, societies, and advocacy firms. This filtrabrought the population to a total of 134
companies. Further to this it was necessary terfdff the Small and Medium Sized Enterprises
(SMEs). This brought the total population to 105panies (47 listed and 58 non-listed).



3.3  Sample and Sampling Techniques
The sample drawn for this study was determined dig dvailability from the NSE and

the CMA. In this sense, non-probability samplingswesed to select those companies to be
included in the sample. From these sources, complata for the listed group companies was
available from the year 2000. Therefore, twenty pames were sampled from the population
constituting two groups: ten listed companies amdaéched sample of ten non-listed companies
(appendix 7).Since a matched sample was requitedified sampling was done based on the
industry segmentation of the companies. For thedigroup, the ten companies that listed in the
period between 2000 and 2009 were selected andfaisdte study. This was due to the fact that

complete data for the listed group was availablg for this period.

3.4  Data Collection

Data on the listed companies was collected fronpthepectus and annual reports of the
companies. These documents were sourced from tha Itivary and the specific companies’
websites. Data from the companies that are listedigied the relevant quantitative information.
Data from the non-listed companies was sought usmeglectronic questionnaire (appendix 6).
The questionnaire was prepared using the spedii@bes to be tested based on the listing
requirements schedule (appendix 4). The questicemavere sent via email after establishing
contact through an initial phone call to the comearto determine the specific addressee. A
follow up phone call was made to all the responslemd where they could not send back the
guestionnaire a personal visit to the company wgsested. The aim of the call was to increase
response rate and also enable follow-up on thergssgf the questionnaire.

3.5 Data Analysis

In order to determine the specific factors andrteffect on the dependent variable,
multiple regression analysis was done using theithbnstatistical analysis program. Test of
significance, p-value was determined at the 5%l lef/significance. To test the strength of the
model the R measure was considered for the regressions. Foruhétative data sourced
through use of questionnaires, quantitative teakesgvere applied after coding and descriptive
analyses measures were applied. To enable analydiglarity of the information sourced; the
Likert scale values used on the questionnaire weneerted into percentages with equal interval

assumption (Trochim, 2006). The percentages assigrexe used to define the mean of the



respondents’ views. This was done in order to blestrow the level of influence that each of the
factors has on the companies’ listing decisiomds also done so as to avoid possible erroneous
assumptions that may be made with reference ta ldoale values.The distribution was assigned
as in table 3.1 below:

Table 3.1: Conversion of Likert Scale values

Likert Scale Description | Likert Scale Range | Percerages assigned (%
Strongly disagree 1 0

Disagree 2 25

Neutral 3 50

Agree 4 75

Strongly Agree 5 100

Source: Survey Data, author computation

3.6 Data Presentation
Qualitative information was presented using taltbarts and graphs generated based on
guantitative analysis using descriptive technigieggression analysis results for the quantitative

data were presented using tables generated byéhgses tool.



CHAPTER FOUR
PRESENTATION OF RESEARCH FINDINGS

4.0 Introduction

This chapter presents the data sought, the anaygsis and the results obtained. The data
was analysed based on the specific objectives todieand the variables selected for the study.
The analysis was based on the specific objectivegh were: i) to identify the specific factors
influencing company listing decision of non-listegimpanies; ii) to establish the listing benefits
that would influence the listing decision; iii) determine effectiveness of the initiatives taken by
the NSE to encourage listing. The chapter is omgghiin the following sectionst.1: Sample
Selection; 4.2: Sample representatio.3: Company Profiling4.4: Analysis of factors
influencing company listings on the NSE5: Statistical Analysis4.6: Analysis of Benefits;

4.7: Analysis of Initiatives4.8: Chapter Summary

4.1  Sample Selection

To meet the objective of this study and find outtvpecific factors influence company
listings the sample selected was clustered intodwps; listed companies (listed group) and
the non-listed companies (non-listed group). The\stsought information from the non-listed
companies. In order to identify which companiesample the listed companies were used to
determine the characteristics that would make up ribn-listed companies. A total of 20
companies were selected for the sample, 10 listeddaamatched sample of 10 non-listed. The
listed companies were those that issued secutdiéise public between 2000 and 2009. These
companies were selected due to their data avatlabibm the NSE and CMA. The Non-listed
group were a matched sample of 10 privately heldpamies based on industry classification of
the NSE. Data was analyzed based on these two giouprder to compare the influence of
established factors on their listing or lack théreo

Data from the sample groups was collected using vain techniques: for the listed
group, a requirements schedule was prepared (appdhdinformation memoranda of these
companies from the CMA library were used to detamthe importance the factors being tested
carried in the listing decision. From these memdaarthe researcher also drew information on
unique company specific issues. Data from the m&iae group was sought using a questionnaire

with a 5-point Likert scale (appendix 6). Data wlesn analyzed based on the sample groups.



4.2 Response Rate
The sample group of companies was based on theipaoy profiling. The company

specific elements used for profiling as discussedhe literature review were: company size
(asset base), age of the company and industryrs&@ftthe total sample group of 20 companies;
10 in the listed group and 10 in the non-listedugrthe respondents were 15 companies, a 75%
response rate. From the listed group, there wasponse rate of 80% while from the non-listed
group, the response rate was 70%. The sectionsvh@iesent the summary of results from the
data. First, a profile of the companies selectedtiie study has been detailed. Second, an

analysis of the factors studied has been donesiméixt section.

4.3  Company Profiling

This refers to a summary of the nature of commathat were used in the study. Three
elements were used for the profiling: company sieasured by the asset base; age of the
company since incorporation and the industry inclwtthe company is in.

4.3.1 Company Size

Based on the listing requirements of the CMA A€Q2), a company is expected to have
attained a minimum asset base of 100 million stgHi All companies represented in the test
sample for both groups (list and non-list) hadia#d this threshold and surpassed it. From the

results, 100% of the respondents had an assebbaser Kshs. 300 Million.

432 Age

Based on the NSE listing requirements, compareesl mo report positive earnings for 2-
3 years prior to their listing. This means that ¢benpany needed to have been in existence for a
period longer than the listing requirement. Tablé dhows the age range for both groups’
response data.

Table 4.1: Response data for Age

Age Range Listed group* Non-listed group**
5-15 4 1

16 — 25 0 2

26 — 35 1 0

Over 35 3 4

*For the listed companies age refers to the numberf gyears the company has been in existence
from incorporation to listing.



**Eor the non-listed companies, it refers to the nmber of years the company had been in existence
since incorporation.

Source: Survey data

From table 4.1, out of the 8 listed companies,edewelatively new companies. This is
evident as their age ranged between 5-15 yeartheSg, 2 were initially privately held while the
others were government divestures. A significantmber were also over 35 years old,
representing 37.5%, listed after being in existeiocea long time. It is interesting to note that
only one of these companies that listed after @ lbme in the market was a government
divesture. The others were privately held and t#ad to the public in an IPO to raise funds for

investment expenditure and regional expansion.

4.3.3 Industry Sector

In profiling the companies, industry segmentati@s considered to enable determining a
matched sample. The industry segmentation usedbased on classification of the NSE as at
August 2011. The non-listed group was matched agée listed group. The target companies
were stratified based on industry sector and atoumesire was issued. Table 4.2 shows the
response rate vis a vis the target for non-list.

Table 4.2: Summary Statistics of Listed group and Nn-listed group by Industry

Listed group Non-Listed group
Industry Target Prospectus Target Response
available**

Energy & Petroleum 1 1 1 2*
Telecommunication & Technology 2 2 2 0
Banking 2 1 2 2
Insurance 1 1 1 3*
Commercial & Services 1 1 1 0
Investments 1 0 1 0
Manufacturing & Allied 2 2 2 0

Total Number of Companies 10 8 10 7/

*For these two cases it was noted that the responsgceeded the target. This was due to
the fact that questionnaires were sent out to ano#r set of companies when there was
response failure in the initial set of companies tted.

**Refers to the availability of the prospectus of he particular company

Source: Survey data




From table 4.2, 8 out of the 10 listed companies tiere targeted were used in the study. The
other two companies were dropped from the studyumez their information memoranda were
not publicly available and thus could not be usedompanies out of the 10 targeted for the non-
listed group were used as they responded to thstiqneaire. Discrepancy in matching of the
two groups arose due to unavailability of resporises all targeted companies.

As shown in table 4.2 there were some segmentsavthe responses exceeded the target
companies. This was because it was not possilgetta perfectly matched sample. Therefore, in
order to get a better representation of the pojumamore than one set of questionnaires was
sent out to different companies. This was doner dftdboecame apparent that some of the
companies did not respond. Some of the hindrancee wlue to the recent organization
restructuring e.g. mergers and takeovers thus aenalk of the right person to answer the
guestionnaire.

4.4  Analysis of Factors Influencing Company Listing on the NSE

The main objective of the study was to establish specific factors that influence
company listing on the NSE. To meet this objectie¢a was analyzed and organized based on
the specific objectives, which were: i) to identihe factors that influenced listed companies; ii)
to establish the factors that have hindered unlisempanies; iii) to find out the benefits that

would motivate company listings. The results asedssed below.

4.4.1 Factorsinfluencing Listed Companies

Listed companies refer to the sample group of @ngs that have been listed on the
NSE between 2000 and 2009 based on the scopesdttidy. These companies were selected as
a basis for the sampling of the unlisted compatodse used to meet objective two. Following
Ngugi & Njiru (2005) the study analysed the margeecific factors over e different time period
to determine whether the factors that were propdsedtudy had changed over time. Market
specific factors are exterior to the companies dharacterise the stock market. They have an
influence in determining the use of capital markeyscompanies as sources of funds hence
directly determine the development of the markdems of number of companies listed. These
factors were drawn from literature (Demirguc-Kuntl&vine, 1996; Yartey & Adjasi, 2007;
Yuriy, 2008) and those included in this study westéock market liquidity, stock market
volatility, legal and regulatory framework and haitical environment.



Results for the listed group are based on data fommpany prospectus as the
information required was to give insight on the pamies’ motivation to publicly list. Basic
statistics of mean and standard deviation were tsasdmmarize the results obtained from the
raw data in table 4.3:

Table 4.3: Summary statistics for market specificdctors influencing the listed group

Variable Mean StDev
Political Environment 37.5% 0.05
Liquidity 37.5% 0.05
Volatility 25.0% 0.04
Legal & Regulatory Framework* 12.5% 0.02

*the legal and regulatory framework is a congloneerdtspecific factors of disclosure, listing
requirements, IFRS compliance and trading practices

Source: Survey data (2000 — 2009)

Table 4.3 shows summary statistics mean and standiaviation of market specific
factors influencing equity listings represented thg variable. These data show the relative
importance that respondents attached to marketr&aat their listing or non-list decision. The
factors were ranked based on their prominence @agiéncy of occurrence with regard to the
listing decision. The mean column in the table dbss on average the percentage of
respondents considered the factors in their dectigidist. The higher the mean value the higher
the importance attached by the respondent to ttterfalhe standard deviation is a measure of
dispersion to show how far apart the responses Wwere the mean value. The higher the
standard deviation the further away the responsedram the mean value thus reducing their
chance of being influential factors and indicatpagsible outliers.

Each of the factors is discussed in turn below whée order of presentation is as
follows: first a comparison of responses from bibid listed group and non-listed group is done
with reference made to table 4.3; second, the datapresented using graphs followed by an
explanation; third, a comparison of present findimgth the hypothesis tested is made based on

prior literature.

4.4.1.1 Political Environment
According to the World Bank (2009) a country’s piohl environment is based on how

democratic or autocratic its leadership is. This hadirect influence on a country’s financial



market as found by McGuire & Olson (1996) and Gign&hortland (2008). For this study the
political environment was measured using fRelity’ condition of autocracy or democracy used
by the World Bank (2009). From the prospectuselistéd group companies, it was found that
on average 37.5% of the companies felt that an awgment in the political environment
influenced their listing decision. Therefore it idibe expected that an improved ranking on the
political index of the country would encourage pdpation of companies in the financial
markets. The NSE experienced improved participatioough equity listings in the years after a
regime change. Figure 4.1 below maps the relatiprisétween political environment and new
equity listings over the period 2000 — 2009.

Figure 4.1: Trend showing Equity listings and the Blitical Environment 2000-2009
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Figure 4.1 shows a graphical representation of ¢bmbined polity, i.e. political
environment measure and its effect on equity lgstinrhe political environment rating shown in
figure 4.1 is a combined political index which |Isokt the political democratic and political
autocratic (appendix 5). An increase in the dentaxpmlity necessitates a decrease in autocratic
polity making it a more favourable environment. S8 shown by an improvement in Kenya’s
political rating by the World Bank (2009) repordifin -2 to 8. It is evident that in 2002 there was
a marked improvement in the political environmeu do the anticipated and eventual change in
political regime. This improved political environmtewas subsequently followed by a marked
improvement of the financial markets. This wagdenced through an increase in the number of

new equity listings. The time lag may be explaibgdthe time taken to prepare for a public



offering. This affirms the hypothesis tested instlstudy that stated: A favourable political
environment is positively related to the develophwdrthe stock market.

Growth of the NSE Primary market as discussed bygNg Njiru (2005) cited the
regime change as a motivating factor. Consistetit Wgugi & Njiru (2005) figure 4.1 depicts
the improvement in the equity market in tandem i political environment. This growth was
marked by an increase in equity listings on the NBEe Kenya Economic Review (2009)
established that the year 2003 experienced an wmaprent in the overall economy. A further
analysis based on industry segments showed thairc@rdustries were more influenced by the
change in regime than others (Ngugi & Njiru, 20@8gsed on industry segmentation, the results
in table 4.2 shows that companies in the bankidgsitry from both groups strongly considered
the political environment; those in the telecomnsation and technology industry from the
Listed group data. This is explained by KibuthuQ2pwho stated that there were industry
segments that are highly interfered with or regddby governments. With specific focus, two
companies constitute the technology and telecomeation industry sector on the NSE (2011).
Both of these companies listed in the time periaden study and cited a change in political
regime as a motivating factor due to the conseqaerggulation of their industries.

Therefore, results from the study are consistettt literature as it is evident that where
the political environment is favourable, companéi be attracted to the financial markets.

Consequently this conclusion affirms the hypothdsigeloped and tested.

4.4.1.2 Stock Market Liquidity

Stock market liquidity was defined as the ability ¢asily buy and sell securities
(Demirguc-Kunt & Levine, 1996). It was measuredthg turnover ratio computed as Value
traded/Market capitalization as proposed by Dengiiglint & Levine (1996) and Garcia & Liu
(1999). It determines the degree of securitiedriacklative to market size.

From table 4.3 among the listed group an aver&d@¥ 6% of companies cited liquidity
of the stock market as a factor influencing theicidion to list on the NSE. A standard deviation
of 0.05 for this group shows that the opinions frimase companies on stock market liquidity
were not scattered far from the mean. This is énpthby the fact that these companies cited the
increase of investor appetite for shares contribuce their listing. The movement of equity
listings with reference to market liquidity as preted in figure 4.2:



Figure 4.2: Trend showing Equity Listing and StockMarket Liquidity 2000-2009
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From figure 4.1, the improved stock market liquidiis shown by the turnover ratio was
mirrored by an increase in equity listings. Thergez006-2008 accounted for 80% of listings for
the ten year period. An exception was in years 20@82004, where the corresponding increase
in turnover ratio was not met with increased eqglistyngs. This may lead to the assumption that
these years were influenced by a change in pdlitegime which affected the overall economic
environment. For that reason a correlation maydb@béished among market specific factors. To
establish whether this was the case, a Pearsom@aton was run and the results are presented
and discussed in the statistical analysis sectidheostudy further on this chapter.

Based on the hypothesis developed; A positiveicgighip exists between stock market
liquidity and stock market development, it was etpd that the improvement in stock market
liquidity expressed by the turnover ratio wouldrb8ected by an increasing trend in number of
equity listings. From figure 4.2 the number of eglistings is seen to be increasing in tandem
with improvement in stock market liquidity. Thidiaihs the alternative hypothesis tested.

With reference to literature, Demirgic-Kunt and inev (1996) found that a high
turnover ratio, i.e. high stock market liquiditydinatesinter alia low transaction costs. From
figure 4.2 it is evident that the period where theover ratio was at its highest, the number of
equity listings was also at its highest. This iasistent also with Garcia & Liu (1999) who found
that liquid stock markets encourage investmentsigh return projects through long-term

commitment of capital by investors toward profiglhvestments. Further, the results of the



study are consistent with Senbet & Otchere (2008) established that the more liquid the stock
market the larger the amounts of savings channéfledigh the stock market and the higher the
opportunities are for it as a source of capital dompanies. Consequently a higher market
capitalization would be expected and since measafre®ck market development measures are
correlated, ideally an increase in the numberstétl companies would be cited.

Therefore, the results from the study are condgisiéthn literature and thus affirm the
alternative hypothesis, where increasing markefidity has a positive impact on stock market
development. This means that the liquidity of th8BENplays a role in the decision making
process of the companies that consider listingthacefore a factor that influences stock market

development.

4.4.1.3 Stock Market Volatility

Stock market volatility refers to the systematgkriaced by investors who hold a market
portfolio and thus directly influences the issus@mpanies’ cost of capital (Demirguc-Kunt &
Levine, 1996; Guo, 2002). To determine stock maxiaatility, the measure used was stock
market index as proposed by Guo (2002). For thidystmonthly data for the NSE 20-share
index over ten years was used. The NSE 20-shasx iisda price-based measure which depicts
the movement of stock prices over time as it comdithe volume of trading and price
movement. This means that for the market to bewaging for potential issuers of stock it must
be buoyant (Bitok, Kiplangat, Tenai, & Rono, 20ltlwas expected that the market was
favourable when the value of the index was high,there was a positive change in the index.

Results from the listed group presented in tabB shows that volatility of the stock
market was ranked third as an influencing factanofdg the listed group an average of 25% of
the companies cited the improvement of the NSEH20esindex as a factor motivating their
listing. These companies stated that their listvap influenced by the consistency in market
volatility based on an increasing share index, euthsporadic market events. Therefore, stock
market volatility would positively influence the mioer of equity listings. Based on the listed
group data, capital markets were used to raisestmaent funds in the boom years of 2006 —
2008. For this reason, it was expected that thelisted group would negate the fact that

volatility has influenced their not being listed.



Figure 4.3: Trend showing stock market volatility and equity listings 2000 — 2009
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From figure 4.3, it is evident that between 2006l #9008 the NSE 20-share index
experienced marked improvement. The annual averagx value was computed based on the
monthly data to ease comparison with annual listiata. This period also recorded majority of
the new equity listings. The Kenya Economic Revi@@09) termed these years as the “NSE
boom years”. Improvement in market volatility medky encouraged most companies seeking
funds for investment.

Based on the hypothesis developed; A negativeioaktip exists between high stock
market volatility and stock market development. ldoer the measure of how volatile a market
should be in order to favour development is retativ the price movement. Therefore Senbet &
Otchere (2008) were justified to find that where firice movement is used decreasing market
volatility among African markets has encouraged afseapital markets. This is because it was
associated with reduced risk in the capital markidtsvever following Guo (2002) who used
indexes, it was expected that the improvement obdein the NSE 20-share index would be
reflected by an increase in number of equity IgdinThis shows that the two measures are not
perfectly correlated as it would have been expettiatithe sign would have also been negative.
From figure 4.3 the number of equity listings issektved to be increasing with improvement in
the stock market volatility. This negates the alative hypothesis tested.

With reference to literature, Capasso (2006) eistaddl that volatility can impact
investment and growth by causing misallocationesfources to the most profitable investment



by the equity market as based on price signalliigh volatility in stock prices would raise the
cost of access to capital and thus decreases threirsp of financial funds from the capital
markets. Therefore, companies would be deterredistoon the public exchange causing
stagnation in the development of the stock markettd the heightened cost of access to capital
Guo (2002). Contrary to this, Guo (2002) and Bitkal. (2011) established that a lack of
sustained buoyancy of the market tends to increaseof capital thus deterring investors from
the market as it would be too expensive. From &gdr3, the NSE 20-share index shows
sustained market volatility and thus an encouragiogk market. Therefore the results obtained
in this study are inconsistent with authors whodugeces or annualized returns as the measure
of volatility (Demirguc-Kunt & Levine, 1996 and Sest & Otchere, 2009) as they expected
decreasing volatility to positively impact stock nket development. The results are consistent
with (Guo, 2002; Capasso, 2006 and Bitoket.al, 20d1o established that sustained volatility is
necessary for stock market development and espeeglity listings. It is necessary in addition
to check for possible correlation as the compaalss listed within a period when the country
was undergoing changes in the political environnvgmth may have had an effect on the NSE

20-share index.

4.4.1.4 Legal and Regulatory Framework

The legal and regulatory framework refers to anbéng environment to encourage the
participation of enterprises in the stock excha(@eea, 2003). It is comprised of four main
elements that facilitate the proper functioningstdck exchanges disclosure, IFRS compliance,
listing requirements and fair trading practicese3én elements as stated by Yartey (2008) make
up the measure for the framework. This study ubede measures as well. Results in table 4.3
show that only 12.5% of the companies explicitlpmssed their consideration of the regulatory
framework factor prior to listing. This is an alang finding as a higher percentage would have
been expected from the listed group companies.€eftwe, there is hardly evidence from the
listed group in support of a favourable regulatbbemework influencing the listing decision.
Several authof€ found that a well set up regulatory framework emages stock market

development as it protects the financial marketdigiants. Asea (2003) established that a

Y%pagano et al. (1998), Perotti & Oijen (2001), Refot.aeven (2002) and Yartey (2008)



proper framework creates an enabling environmemntmurage participation of enterprises in

the stock exchange.

4.4.2 Other emerging factors
In addition to the specific market factors put fiobly literature as discussed above other
factors emerged from the study as influencing stockket development. Among the listed

group these factors were cited in their prospestuBeese factors are discussed below in turn.

4.4.2.1 Industry influence

Industry influence refers to the effect that theedfic business segment or sector
constituting a company’s operating environment.sTieans that there must be external forces
in the industry environment in which the comparoggrate. This factor was mainly cited by
companies in the listed group from whom two isstlest influenced their listing decision
became evident: one was the promise of industrwirevhich spells the external boost of the
companies’ earning potential; and two, industrginéntion or interference by government. As
much as industry (de) regulation may be linkedh® political environment, it emerged as a
major factor accounting for 40% among the respobgethe listed group. This was mainly the
case among companies in tightly controlled indastfor example the telecommunication and
technology industry, insurance and banking. Thissents a slight shift from what literature
proposed that the industry influence is based enviluation of the company by the industry
(Pagano, Panetta, & Zingales, 1998). Thereforestmgwaluation of a company did not arise as
a direct factor influencing equity listings. Rathierwas based on the industry growth for
company growth and a company’s earning potentrahaddition to industry influence, general
economic growth in Kenya and East Africa positiveifluenced companies to list. Response
from the listed group showed that 12.5% of the canmgs considered the capital markets as a
source of funds for company expansion due to mada@homic growth in Kenya and East

Africa.

4.4.2.2 Market automation

Stock market automation is considered in the géwatagory of market infrastructure. It
refers to the use of computerized and electronstesys for enabling the process of trading,
clearing and settlement (Yartey & Adjasi, 2007)orfrthe listed group data, 37.5% of the

respondents expressed that stock market automafiaenced their listing. In this regard they



cited implementation of the automated trading systand introduction of central depository
savings accounts. These two elements had a dmgetct on the NSE as it conceded operational
efficiency on account of automation (NSE, 2008) mgkhe stock market more attractive to the
private sector. This positive influence of autormatagrees with Yartey & Adjasi (2007) who
found that the use of automated systems helps eeth&ts and inefficiencies accruing to manual
systems. Further as cited by Allen et al. (2008ntbthat manual systems were bottlenecks in
the system and slowed down operations. In a latedysAllen et al. (2010) found that
operational efficiency of the stock market improvsdautomation would attract listings directly
influencing development of the market. Therefoseaa element of stock market infrastructure,

automation has a positive influence on stock maatkgtlopment.

4.4.3 Statistical Analysisfor the Listed Companies

The study'’s first objective required; in additiandstablishing the factors considered by
companies prior to listing an estimation of thextemt of influence. Therefore a statistical
analysis was conducted to estimate the extentfleimce. Taking the time period of ten years
from 2000 — 2009, the ten companies which listethenNSE were examined three. For each of
the companies, data was sourced from their finaistédements for four periods, i.e. 3 years
prior to listing and the year of listing. In order determine relationships between the variables,
company listing was modelled as a function of miafketors. In order to do this, a multiple
regression was run with all the variables and ts&iength established. The model used and

results are discussed below.

4.4.3.1 Model Estimation and Regression Results

The model established from literature determineshgany listings measured by equity
listings as a function of four market specific fast consistent with Ngugi & Njiru (2005). The
listed group data was collected for three yearsrpo listing and the year of listing so as to
estimate the effect of these factors (a total of feeriods). This information was sourced from
financial statements posted in the companies’ gatsis for those that listed in the period under
study where the prospectus was not available timeareport published in the first year of
listing was used to obtain historical data. Congieformation was available for only 7 out of

the 10 companies that listed between 2000 and ZD@9.three companies that were excluded



lacked information for some of the variables esalcsize and profitability for the time period
required. The model used for determination was:
Equity Listings; =f (SML, SMV, LRF, PE, CInd, CAtm, CTxn)
(Model 1)
Equity Listings = fo+ S1SML; - £2SMV; + S3LRF; + S4PEi+ sCInd; + fsCAtm, — f7CTxn; + ¢
(Equation 1)

Where:
SML denotes stock market liquidity measured by thedwer ratio
SMVdenotes stock market volatility measured by th&@entent of the 20-share index
LRF denotes the legal and regulatory framework detegthbased on the listing requirements
PE denotes the political environment determined byM/Bank classification of country risk
The control variables are given by:
CIindwhich denotes the industry
CAtmwhich refers to market automation
CTxnwhich denotes taxation

For the regression analysis on the listed grduplegal and regulatory framework (LRF)
factor was found redundant. This is because famapany to list it must have complied with the
regulations given by the capital markets authotitys also evident from table 4.3 that the LRF
had a mean of only 12.5% where it had been merdiasea considered factor.
The regression equation 1 derived from the inmmaldel was therefore adjusted for the LRF

factor as in equation 2.

Equity Listingg = o+ f1SMLy; - f2.SMM; + B4PE; + psClind; + feCAtm— f;CTx+ &
(Equation 2)

The results obtained after running the regressijuaon 3 are presented in table 4.5

Table 4.3: Regression Analysis Results



Panel A: Relationship between equity listings andafctors influencing listings

Dependent Variable = Equity Listings

Independent

Variable Coef SE Coef T-statistic* P-value* VIF
Constant -21.132 5.900 -3.58 0.002

SML 32.93 11.84 2.78 0.011 3.7
SMV 0.0009577 0.000353 72.71 0.013 3.8
PE 2.0716 0.7052 2.94 0.008 2.6
Industry 0.02563 0.08372 0.31 0.762 1.2
Market Automation -0.0256 0.7840 -0.03 0.974 1.8
R-Sq =74.6%

R-Sq (adj) = 68.8%
Durbin-Watson statistic = 2.96417
*Values at 95% confidence level

Source: Survey data (2000 — 2009)

Panel B: Analysis of Variance

Source DF SS MS F-ratio P-value
Regression 5 58.804 11.761 12.90 0.000
Residual Error 22 20.053 0.912

Total 27 78.857

Source: Survey data (2000 -2009)

Table 4.5 presents the results from regressiontequa where it is noted that the control
variable taxation was eliminated from the modele Tiesults returned eliminated taxation
because all the test points had a value of O laadtnot been considered by the companies. This
is consistent with Ngugi & Njiru (2005) who founldat tax incentives had little or nothing to do
with increasing number of listings. This is alsmsstent with the results obtained from the non-
listed group of companies who also did not mentanincentives as a factor influencing their
listing or non-list decision. From these result® study cannot accept the hypothesis tddted
Tax incentive is negatively related to stock marmetelopment; as a Type | error would arise
because no relationship was established from thétse

From table 4.5, panel A the measure of goodnefisafthe regression equation taken is
the adjusted Rwhich shows the proportion of variation of thepasse variable explained by the
regression equation. From the results obtainedadiiested Ris 68.8% which means that the
proportion of the response variable explained by Wariables combined in the regression
equation is 68.8%, i.e. equity listings can be aix@d by the market specific up to 68.8%. In

other words these results mean that the combinedfsearket and company specific factors



tested in this study explain 0.688 of equity liggnon the NSE. In order to make statistical
inference of the regression equation, an analysiarance was performed and results presented
in panel B of table 4.5. At a confidence level &8 the sum of squares deviations about the
mean explained by the regression (SSR) is 58.80ea&kehe sum of square unexplained by the
regression represented by the error (SSE) is 20lrefore the part explained by the regression
is greater than that which is not explained givihg regression equation explanatory power.
This means that the market factors tested haveoagstexplanatory value for the response
variable (equity listings) giving the regressioruation a strong explanatory power (p = 0.000;
F= 12.90). The Durbin-Watson statistic providestHar information on the presence of first
order autocorrelation between the variables besstet. The statistic ranges from (0<D<4). The
optimal value would be D=2 such that there is n&t forder autocorrelation. The results from the
regression in panel A provide weak evidence of order autocorrelation (D = 2.964). Therefore
the order of variables in the regression equatmesdot affect the outcome of the results.

An analysis of the individual factors based on panis discussed below:

Stock Market Liquidity (SML): Based on the regression results in panel A, dipesi
relationship was established between stock marketldpment and liquidity. This is given by
the positive sign of the coefficief=32.93. To determine the significance of this variabhe t
p-value estimated is checked. From panel A, stoaket liquidity has a p-value of 0.011 which
is a strong positive, i.e. it provides strong ewmck (0.01<p<0.05) that SML is an influential
factor for stock market development. With referettchterature these results are consistent with
the Levine (1991); Demirguic-Kunt& Levine (1996); rfey (2008) and Senbet & Otchere (2008)
who all found that stock market liquidity strongiyfluences stock market development. In
addition to these, the study is also consistenh Wgugi & Njiru (2005) and (Huyghebaert
(2007) who stated that companies seek liquid marketvhich to issue their stock. Therefore
equity listings are directly related to the markdtquidity. The findings established a positive
significant relationship between stock market Ity and stock market development therefore
the study rejects the null and accepts the alteaiypothesis tested:

Hi: A positive relationship exists between stock maligeidity and stock market development

Stock Market Volatility (SMV): From panel A, a positive relationship was establish
between stock market development and market vityatdiowever, the coefficient value is fairly

small (¢ =0.0009577) meaning that a unit change in equitinis would be influenced by a



smaller change in volatility. The test of significa p-value result, p = 0.013, provides strong
evidence (0.01<p<0.05) that market volatility ifaator influencing stock market development.
With reference to literature these results weremsestent with Demirguc-Kunt& Levine (1996)
The findings are however consistent with Bitok le{2011) who found that a buoyant market is
appealing to potential listing companies. Althougé findings were significant the relationship
established was positive, therefore the study dargject the null hypothesis and accept the
alternative hypothesis tested:
H2: A negative relationship exists between stock nmar&katility and stock market development

The Political Environment (PE): From panel A, a positive relationship was establish
between stock market development and the politralironment § =2.0716). The test of
significance provides overwhelming evidence (p&l®that the political environment influences
stock market development at p = 0.008. This issthengest value obtained from the regression
meaning that the political environment is the mgignificant factor influencing stock market
development. Results from the non-listed group afsovided evidence that political
environment was the highest ranked factor as infiirg non-listing and consequently listing
decision (table 4.3). These findings were consistetih authors on African markets (Yartey &
Adjasi, 2007; Andrianaivo & Yartey, 2009), who falhat the political environment has a
major influence on stock market development. Thaulte plainly show what a change in the
political regime has on financial market developtnefhe study established a positive
significant relationship between political envirommh and stock market development therefore
the study rejects the null and accepts the altemnaipothesis tested:
Hs: A positive relationship exists between a favouwggiblitical environment and stock market
development

In summary, the findings provide evidence for thgection of the null hypothesis and
acceptance of the alternative hypothesis for thekebaspecific factors influence on equity
listings. With reference to stock market liquidigywd stock market volatility there is strong
evidence for the study to reject the null and attlee alternative hypothesis. With regard to
political environment, the findings present overimiag evidence in support of the alternative
hypothesis.



4.4.4 Summary of factorsinfluencing listed companies

Market specific factors refer to those factors timady have an influence on the
company’s decisions but are external to the orgdiioiz. The factors poised by literature to
influence stock market development (company ligtihgnceforth) considered in this study were
stock market liquidity, stock market volatility, [gccal environment and the legal and regulatory
framework. ~ From the discussion above the most premt factor that influenced these
companies in their listing decision was the paditienvironment at 37.5%. These results were
consistent with Yartey & Adjasi (2007) and Yarte3008) who observed that for African
countries, the political environment uniquely irdhces their stock markets. Therefore when a
country’s political environment is favourable momempanies would be encouraged to
participate in the stock exchange. According toWwarld Bank report (2009) improvement in a
country’s democratic polity over autocracy as aultesf change in the political regime had a
positive impact on equity listings on the stockherge. This study is also consistent with Ngugi
& Njiru (2005) who expressed regime change as avauitg factor encouraging growth of the
primary market. Therefore, results from the study eonsistent with literature as it is evident
that where the political environment is favouraldempanies will be attracted to the financial
markets. Consequently this conclusion affirms tyyeolthesis developed and tested.

Stock market liquidity was ranked the second maftaential factor. Based on the results
where the turnover ratio was at its highest, e $tock market was liquid; it recorded the
highest number of equity listings. This shows gtatk market development is positively related
to stock market liquidity. Therefore a liquid stostlarket would encourage companies use the
stock exchange to raise capital for long term itmesits. The listed group affirmed the fact that
stock market liquidity was a factor that drew thenthe stock market at a frequency of 37.5%.
Further to this the listed group expresses anat@ment of market liquidity which relates to
investor appetite which relates to the investoresippexperienced in the period under study.

Stock market volatility was ranked third by thed group based on the NSE 20-share
index as a measure of volatility. Using this meagbe results obtained show that equity listings
are positively related to stock market volatiliffhis means that the market needs to have
sustained buoyancy showing market activity. Thisassistent with Guo (2002), Capasso (2006)
and Bitok et.al. (2011) who established that sostivolatility is necessary for stock market

development. This is especially so to encouragdtyedistings. However these results are



inconsistent with the hypothesis tested where atiegrelationship was expected, i.e. moments
of high volatility should have the least equitytihgs. The findings were also inconsistent with
authors (Demirguc-Kunt & Levine, 1996 and SenbeO&here, 2009) who used annualized
returns as the measure of volatility as they atemdl a negative relationship.

With reference to literature, Capasso (2006) estadd that volatility can impact
investment and growth by causing misallocationesfources to the most profitable investment
by the equity market as based on price signalliigh volatility in stock prices would raise the
cost of access to capital and thus decreases theirsg of financial funds from the capital
markets. Therefore, companies would be deterredistoon the public exchange causing
stagnation in the development of the stock markettd the heightened cost of access to capital
Guo (2002). Further to this, Guo (2002) and Bitkal. (2011) established that a lack of
sustained buoyancy of the market tends to increaseof capital thus deterring investors from
the market as it would be too expensive. From &gdr3, the NSE 20-share index shows
sustained market volatility and thus an encouragtngk market. Therefore, the results obtained
in this study are inconsistent with authors (Demnir¢glunt & Levine, 1996; Yartey & Adjasi,
2007; Senbet & Otchere, 2008) who used prices muaized returns as the measure of volatility
as they expected decreasing volatility to posiyivelpact stock market development.

The listed group companies were expected to cithaim prospectus a strong mention of
a favourable legal and regulatory framework. Ond/5% of respondents state that they had
considered the legal and regulatory framework ptmrtheir listing decision. Some of the
respondents in the listed group however expresated that the element of disclosure that aims
at establishing good corporate governance was eagiog. These findings were consistent with
Asea (2003) who established that a proper framewneates an enabling environment to
encourage participation of enterprises in the stex&hange. Therefore, an overly stringent
market would choke itself as it would deter companirom the stock exchange. Perotti &
Laeven (2002) expressed the view that a favouraigi@ and regulatory framework encourages

participation in the stock market.

445 Analysisof factorsinfluencing the Non-listed companies listing decision
The use of the non-listed companies is an atteaahgixtending Ngugi & Njiru (2005)
based on their recommendation to test whethemtéutional and market factors, policy issues

and motivation factors influence the listing demfsi These companies were selected based on



the threshold requirements for companies to listhenNSE. Having identified the factors tl
influenced the listed companies as well as thsiimig reasons, objective one was answere(
as to answer objective two it was necessaridentify issues of major concern to I-listed
companies. In this regard a questionnaire was dssu@t ranked their opinions on i-point
Likert scale. The market factors tested for the-listed companies were: stock market volatil
stock market ligidity, political environment, and the individualdtors constituting the legal a
regulatory framework. In addition to the markettéas, it was found necessary to test poss
significance for the company specific factors: camp age, profitability capital structure an
company size. The data obtai from the questionnaire was ordinal from @dnt Likert scale
whose points were assigned percentages as in appgndhis was done so as to indicate
level of influence of each of the factorsthe companies’ listing decision. The level of iefice
refers to the average rating that the respondestsgned to individual factorThis information
is presented in chart 4.1 below:

Chart 4.1: Factors influencing company listings amog nor-listed canpanies

Factors Influencing Company Listings

Listing Requiremen
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Source: Survey data, author computatior

The questionnaire was structured to find out whatdrs have influenced the compan
nondist decision. This data was sourced so as to gttéoncomplete the survey in comparis

with the listed compaes. In order to enable the researcher establigdt wad caused the slc



growth in company listings despite the responsenftbe listed companies, a snapshot survey
was done on the non-listed companies. For eadheofdriables considered the weighted average
and the standard deviation were used for analys@n chart 4.1 above, the factor with the
highest level of influence on the listing decisimas listing requirements at 46.43%. Of the
company factors, none proved to have a positivevegice level of influence on the listing
decision of the respondents. A discussion on eatiedactors is given below:

Stock Market Liquidity (SML): Was defined as the ability to buy and sell (Denmrg
Kunt & Levine, 1996). It was measured by the tugranatio computed as the computed as Value
traded/Market capitalization as proposed by Dengiiglint & Levine (1996) and Garcia & Liu
(1999). It determines the degree of securitiednitacelative to market size. From chart 4.1 stock
market liquidity was found to have a level of irdhce of 35.71%. This meaning that the market
liquidity was not a very influential factor withgard to the listing decision. From this response,
a distinct dissimilarity from the response of tistdd group was determined as felt that prior to
listing stock market liquidity was important. Th&arence from these results would be that the
concept of stock market liquidity becomes a consitilen when a company is ready to list on the
exchange. According to Garcia & Liu (1999) companm®nsider use of the capital markets
when the need to raise long term funds for capitehsive projects. From the results, therefore,
it may be stated as the reason for the lack of @@mnamong companies in the non-listed group
market liquidity as a current influencing factor.

Stock Market Volatility (SMV): Stock market volatility refers to the systematiskri
faced by investors who hold a market portfolio atais directly influences the issuing
companies’ cost of capital (Demirguc-Kunt & LevirfE996; Guo, 2002). To determine stock
market volatility, the measure used was stock ntankdex as proposed by Guo (2002).
Respondents were asked to base their opinion ofdlagility of the stock market using the NSE
20-share index. Information from chart 4.1 showat timarket volatility has a 21.43% level of
influence on the listing decision. This indicatbattthe majority of the respondents felt that
market volatility had a very low level of influenoa their listing decision. Results from the non-
listed group are inconsistent with the listed grolapa and the movement of equity listings with
reference to market volatility as presented inggd.3. The inference that may be made from
these results is that the companies are not inéetes the volatility of the market until they are

interested in raising long term capital.



With reference to literature, Capasso (2006) estadd that volatility can impact
investment and growth by causing misallocationesfources to the most profitable investment
by the equity market as based on price signalliigh volatility in stock prices would raise the
cost of access to capital and thus decreases theirsg of financial funds from the capital
markets. Therefore, companies would be deterredistoon the public exchange causing
stagnation in the development of the stock markettd the heightened cost of access to capital
Guo (2002). Contrary to this, Guo (2002) and Bitkal. (2011) established that a lack of
sustained buoyancy of the market tends to increaseof capital thus deterring investors from
the market as it would be too expensive.

Political Environment: According to the World Bank (2009) a country’s pioAl
environment is based on how democratic or autacrisi leadership is. This has a direct
influence on a country’s financial market as founydMcGuire & Olson (1996) and Girma &
Shortland (2008). For this study the political eowiment was measured using theolity’
condition of autocracy or democracy used by the liv8ank (2009). A favourable political
environment is directly related to its level of dmracy. Details of the conglomerate political
index are presented in appendix 5. From chartt4slevident that the political environment was
considered a fairly influential factor on the ligjidecision at a relevance level of 42.86%. These
results indicate that the respondents felt thaptiitical environment of a country is a factorttha
needs considering prior to listing and would hawveirgluence on the listing decision. This
means that the respondents were not willing to dist the exchange when the political
environment is unstable. These findings are in stpgf the alternative hypothesis which stated
that a favourable political environment would pegly influence company listings.

Legal and Regulatory Framework: The legal and regulatory framework refers to an
enabling environment to encourage the participatibanterprises in the stock exchange (Asea,
2003). It is comprised of four main elements atesthy Yartey (2008) that facilitate the proper
functioning of stock exchanges: disclosure, IFR$ngkance, listing requirements and fair
trading practices. This study used these meassregkto determine the effect of the legal and
regulatory framework results are displayed in cdatt Among the non-listed companies these
factors were assessed individually:

Listing Requirementd-rom chart 4.1the respondents felt that ‘listiagquirements’ was the most

influential factor with regard to the legal and utgory framework at a 46.43% level of



influence. These findings indicate that the comesinlisting decision is influenced by how
stringent the listing requirements in a market &alowing a report by the CMA in 2005 which
stated that some of the listing requirements sgathedt ratios, minimum track history, minimum
number of shareholders and share capital werettimgent.

Disclosure this factor was considered with reference to ahmaports, financial reports and
sustainability reports. As displayed in chart 4hg factor disclosure had a 32.14% level of
influence, although there was a minority of respand who agreed that it contributed to their
not being listed. From the response data it camteered that even where companies felt that
disclosure would be difficult, majority were neuti@n the issue while some expressed the
opinion that it was not a cause for their not bdisigd and would not have a problem with it.
Trading Practicesas part of the legal and regulatory framework, aliersight authority has the
mandate to ensure that dealings on the exchangsadeicted in a fair manner. From chart 4.1
the level of influence attached to trading pracibg the respondents was 21.43%. This level of
influence was fairly low meaning that the respornsdemardly found reason for their listing
decision with reference to trading practices.

IFRS Compliancethis refers to a company’s ability to comply withe reporting standards
expected by the exchange oversight authority. Febant 4.1 the respondents expressed the view
that compliance was the least influential factortloa listing decision as it recorded a 10.71%
level of influence.

Therefore, the researcher can conclude that the¢ mp®rtant aspect of the legal and
regulatory framework that influences company ligsins listing requirements. From the results
obtained it cannot be explicitly determined thaéréhis need for a favourable legal and
regulatory framework for companies to participatethe financial markets through the stock
market. This is with the exception of the listingquirements. Therefore, the results are not
conclusive with regard to the hypothesis testedcivistated: A positive relationship exists
between the legal and regulatory framework and @smpistings. Several authdtdound that a
well set up regulatory framework encourages complstings as it protects the financial
markets participants. Asea (2003) established #hatrroper framework creates an enabling

environment to encourage participation of entegwris the stock exchange.

11Pagano et.al. (1998), Perotti & Oijen (2001), Refbtaeven (2002) and Yartey (2008)



Company agerefers to the length of time a company has beeexistence. From the
profiling section of the companies table 4.1 shavesimmary of the age of respondents from the
non-listed group. Most of the companies in the hsted group had been in existence for over
35 years. From the response data in chart 4.1 aoynpge recorded the highest level of
influence among the company factors at 28.57%. irdgcates a very low level of influence
among the respondents on the listing decision. Rtwerhypothesis tested it was expected that
company age would be positively related to complestings, however as the percentage was
below. This means that a company’s listing deciswonld be positively and directly influenced
by its age. However, this was not the case giverréBults from chart 4.1. It was found that the
respondents were not influenced by their age ndistas seen from table 4.1 majority of the
companies had been in existence for a relativetg ome, i.e. over 15 years. Therefore these
companies’ non-list decision was not pegged orctimsideration of their age, thus negating the
hypothesis that company age is positively relatedampany listings. Ritter & Welch (2002);
Capasso (2006) and Yartey (2008), argued that éhgthh of time a company has been in
existence would have a significant influence om@gany’s listing decision. However, response
data is inconsistent with literature. Pagano et(B#98) argue that the business cycle of a
company would inevitably lead a company to issgesitares to the public on attaining certain
age of “maturity”. However, none of the respondesgpecially the seasoned companies were
keen on the stock market. Considering the fact mmajority of the responses were not young
companies but relatively mature companies, it carcdencluded that the study is inconsistent
with literature on significance.

Capital Structure refers to the constituent debt-to-equity ratiot thta chooses to
maintain. In general companies seek to maintaitriectsire that would not put them at risk of
bankruptcy. Pagano et al. (1998) termed this attedmlancing of capital structure” where the
companies would try maintain the best ratio of éebkéquity. From the non-listed group data in
chart 4.1 respondents disagreed with the opiniahdhpital structure had an effect on their not
being listed. This was indicated by the respondematsng of the factor’s influence at 25%
reflecting that rebalancing of capital structureswet a current need and as such not a factor
with much influence on the listing decision. Witfarence to the hypothesis tested a positive
significant relationship was expected between ahgiructure and company listings. However,

based on the results in chart 4.1, capital stractdithe non-listed group had little influence on



their non-list decision. The finding therefore ngdnsistent with Pagano et al. (1998) who found
that companies raise funds through the capital etar&o as to rebalance their capital structure.
Further to this, the findings were inconsistentw@tapasso (2006) who found that growth of the
banking sector is directly related to company nigs because companies that source debt
financing must in time rebalance the financing nibthe response data therefore draws the
study’s conclusion that companies’ capital struesuare not a significant influencing factor to
the listing decision.

Company sizerefers to a company’s asset base which was mehsuthis study using
the total asset base following Pagano et al. (1988)as expected that a company’s size would
increase the probability of a company’s decisiogdgublic. From the company profiling it was
established that all respondents had a relativetyel asset base of over Kshs. 300 million. This
means that companies in the non-listed group veegelenough to be listed because they had the
capacity to absorb listing costs. Results displagethart 4.1 show that company size had a level
of influence of 25% showing the fact that compaizg 1ad very little influence on the listing
decision. According to the hypothesis tested, comsize was expected to be strongly related to
company listings. This means that the larger thapamy the higher the probability of it being
listed.

Pagano et al (1998) found that a company’s growtilecwould lead it to the capital
markets once it was large enough. Their study éuréstablished that company size ranked the
second most important determinant of company tstidowever, results from chart 4.1 are
inconsistent with this study as majority of thep@sdents felt company size had very little
influence on their not being listed. The size oésh companies far surpasses the listing
requirement (CMA, 2002) and therefore was not t&son why they had stayed out of the
capital markets. Carpenter & Rondi (2006) had fotivad smaller and medium sized companies
that were still emerging would be financially disabby the cost of listing and thus company
size would be a negative influencing factor. Cawesits with Carpenter & Rondi (2006), the
results showed that the companies were large entudist and thus size would positively
influence their listing but may not be significaag majority of the respondents stated that size
did not influence their not being listed.

Profitability refers to the earnings of a company. Profitabidigm be determined using

the net profit (or net earnings) or the return esess (ROA) as measures. It was established that



these two measures are positively correlated agickfitre are interchangeable. This study used
the net profit as the measure of profitability. Aating to the listing requirements issued by the
CMA (2002) and the NSE listing manual (2002), a pamy must report profit, i.e. positive
earnings for at least two years prior to their gdisted. From the results presented in chart 4.1,
the company’s profitability was found to be at B%2level of influence. This meant that the
respondents were of the opinion that the level mffifability required for listing had little

influence on their listing decision.

4.4.6 Other Emerging Factors
Further to the specific company factors put folyHiterature, four respondents expressed
other unique factors not captured in the questimertaut greatly influenced the listing decision.

These are discussed below.

4.4.6.1 Company Structure

Company structure refers to the organizationaictare, i.e. whether the company was a
group or a single, a multinational or local compa@ye of the respondents cited the company
structure as an influencing factor. The respondxmiicitly stated that the company’s group
strategy is the main driver of timing and/or appiai@ness of listing. This was expounded
further with reference to the board’s decision mgkpolicies. In this regard, it was evident that
the company structure, in terms of business orgéiniz, has a bearing on the listing decision.
The angle presented by the study results had rest peominently cited in literature and thus
was not part of the tested variables. In this mgé#ne study contributes to literature as it
identifies an issue that large privately held comes in Kenya have when the option to list is

put forth.

4.4.6.2 Public Scrutiny

Among the respondents who expressed further coscenposure of the companies’
financial and operational information accruing igidd companies was mentioned as a deterrent
from the capital markets. This is a major consitiensthat companies weighing the option to list
have to bear in mind. From an IPO placement forynNEC Capital (2010) it emerged that
companies considering IPO as a source of finanoaegl to consider the level of public scrutiny
that is directly linked to being listed. These m@sgents were not enthused, despite the fact that

being publicly listed comes with the advantage udibess presence and visibility. This was due



to the need to maintain a standard level of cotpagavernance which is constantly scrutinized
as the company is used as a benchmark. With thpokie governance guidelines and
compliance requirements issued by the CMA and NSEafcompany to remain listed, some
respondents felt that the public scrutiny of listmimpanies is too much. They expressed the

view that they were not ready for such level of lpugcrutiny.

4.4.6.3 Dilution of Ownership

On further discussion with the respondents, it g@e@rthat where a company was a
family-owned business, the owners were not readielioquish ownership as it would be the
case with being publicly listed.

4.4.6.4 Additional Capital

One of the respondents felt that the capital markedre a fit for a company ready to
expand as a source of long term funding. Additignahe respondent highlighted that their
company was not ready for capital investment ptejeequiring them to raise funds through
issue of shares. Further to this, it was cited thetcompany may be satisfied with the profits it
was presently attaining. The comfortable positioet tompanies achieve and considerably lose
interest in listing contradicts the listing benedit growth opportunities available to listed

companies.

4.4.7 Summary of Factors I nfluencing the Non-listed group

Based on the results obtained in this study tfieance level of all the factors was found
to be below 50% meaning that the factors were fdarigk of fairly low level of influence on the
listing decision. From the discussion above thetrmpoeminent factors influencing the non-listed
group decision were the listing requirements urtderegal and regulatory framework (46.43%)
followed by the political environment (42.86%). Beeresults were consistent with Yartey &
Adjasi (2007) and Yartey (2008) who observed that African countries the political
environment uniquely influences their stock markatscording to the World Bank report (2009)
improvement in a country’s democragiolity over autocracy as a result of change in the paliti
regime had a positive impact on equity listingstiHa NSE, this is evidenced by the increase in
number of companies that listed during the perid@nvKenya'’s political index improved as a
result of the change in political regime. This stigl consistent with Ngugi & Njiru (2005) who



expressed the factor regime change as a motivédctgr encouraging growth of the primary
market.

Based on the results presented in chart 4.1 itewaent that most companies in the non-
listed group felt that the legal and regulatorynfeavork was not favourable with special
reference to the listing requirements at a leveindiience of 46.43%. These findings were
consistent with Asea (2003) who established thair@er framework creates an enabling
environment to encourage participation of entegsris the stock exchange. Therefore, an overly
stringent market would choke itself as it wouldedtetompanies from the stock exchange. Perotti
& Laeven (2002) expressed the view that a favoerdegal and regulatory framework
encourages participation in the stock market. Tioeeeresults from the non-listed group support
findings by Yartey & Adjasi (2007) that the framawmf the NSE needs to be improved to
encourage company listings.

The political environment was found to be the sedcoost influential factor among the
non-listed group at a 42.86% level of influenceisTimeans that the companies were deterred
from or attracted to the market based on the stfttise country’s political situation. The non-
listed group findings show that the companiesirgtdecision is influenced by the country’s
political environment. These findings were congisteith the World Bank research (2009)
where thepolity measure used determined that the more stableleineocratic than autocratic a
country was the likelier the growth would be of fteancial market. These findings were
consistent with authors on African markets (Yar&yAdjasi, 2007; Andrianaivo & Yartey,
2009), who found that the political environment hasmajor influence on stock market
development. This is the case as the results exfiai impact that changes in political regimes
have on financial markets development.

Stock market liquidity was found to have a levelrdfuence of 35.71% meaning that the
respondents felt the market liquidity was not ayvefluential factor in the listing decision. From
this response, a distinct dissimilarity from thepense of the listed group who felt that prior to
listing stock market liquidity was a highly influgsl consideration. According to Garcia & Liu
(1999) companies consider use of the capital mankbeen the need to raise long term funds for
capital intensive projects.

Stock market volatility was one of the least coasd market factor with a level of

influence of 21.43%. Using the NSE 20-share indexaameasure of volatility the results



obtained show that stock market development istigeli related to stock market volatility.
Consistent with Guo (2002), Capasso (2006) andkB@bal. (2011), the results found that
sustained volatility was necessary to encouragepeom listings. However these results are
inconsistent with the hypothesis tested where atnegrelationship was expected, i.e. moments
of high volatility should have the least equitytihgs. The findings were inconsistent with
authors (Demirguc-Kunt & Levine, 1996 and SenbeO&here, 2009) who used annualized
returns as the measure of volatility as they atamd a negative relationship. Capasso (2006)
established that volatility can impact investmend agrowth by causing misallocation of
resources to the most profitable investment byetipeity market as based on price signalling.
High volatility in stock prices would raise the tad access to capital and thus decreases the
sourcing of financial funds from the capital masketherefore, companies would be deterred to
list on the public exchange causing stagnatioméncompany listings due to the heightened cost
of access to capital (Guo, 2002). Further to #Biso (2002) and Bitok et al. (2011) established
that a lack of sustained buoyancy of the markeddeo increase cost of capital thus deterring
investors from the market as it would be too expeng-rom figure 4.3, the NSE 20-share index
shows sustained market volatility and thus an eragpng stock market. Therefore, the results
obtained in this study are inconsistent with awgsh@emirguc-Kunt & Levine, 1996; Yartey &
Adjasi, 2007; Senbet & Otchere, 2008) who usedegrir annualized returns as the measure of
volatility as they expected decreasing volatildypbsitively impact stock market development.
From the response data in chart 4.1 in considenagompany specific factors, all had a
very low level of influence on the listing decisiaith company age recording the highest level
of influence 28.57%. Ritter & Welch (2002); Capa$2006) and Yartey (2008), argued that the
length of time a company has been in existence dvdsve a significant influence on a
company’s listing decision. However, response deaa inconsistent with literature. Pagano et
al. (1998) argued that the business cycle of a empwvould inevitably lead a company to issue
its shares to the public on attaining certain agenaturity”. However, none of the respondents
especially the seasoned companies were keen orsttiolk market. Capital structure and
company size both recorded an influence level & 2 the listing decision. This means that a
company’s listing decision was not heavily depenaenits capital structure and its size.
The finding therefore is inconsistent with Pagahale (1998) who found that companies raise

funds through the capital markets so as to rebaldéimeir capital structure. From the company



profiling it was established that all responderasl la relatively large asset base of over Kshs.
300 million. This means that companies in the nsted group were large enough to be listed
because they had the capacity to absorb listings.cétowever the dismal level of influence
established showed that the company size was vertyanfluential factor in the listing decision.
These findings contrast Pagano et al. (1998) fabhatla company’s growth cycle would lead it
to the capital markets once it was large enougbmFthe results presented in chart 4.1, the
company’s profitability was found to have the lekstel of influence at 14.29%. From these
results it can be inferred that profitability otampany is mainly considered on the grounds that
it is a requirement prior to listing but it doest mecessarily as a factor to influence the listing
decision.

In addition to the factors discussed above, fobeotssues emerged from the non-listed
group that have influenced their keeping away ftbemexchange. The company structure, based
on the company’s strategy the decision to listegednined by the company’s internal structure.
The company’s strategic plan would determine ther@miateness and timing of listing. This
was especially so with companies as subsidiariematinationals in comparison to locally
owned companies. Public scrutiny due to the ine@axposure and visibility that a company
receives by being listed was the second arisingeisbhe respondent felt that the pressure placed
on the company due to expectation from the puldiavall as regulatory authorities was too
much and unnecessary at present. The third emerggoug found to be deterring companies
from listing was dilution of ownership. This isswas experienced mainly from those companies
that had grown as a family business and were radyré¢o include external parties into the
business as would be required in the listing pacébe fourth issue that arose was the lack of
need to raise large amounts of additional capltaé respondents expressed the view that they
were not ready to expand their business visibiatyd territory. Thus were generally not

interested in the capital markets as there waseed to raise ling term funds.

4.5  Analysis of Listing Benefits

In order to answer research question three, tidystought to find out whether benefits
presented in literature accruing to listed compamiere motivating factors. It was felt that prior
to presenting the initiatives that the NSE usesrtcourage listings, there was a need to present
the benefits to the respondents. This was doneetermine whether they were aware of the

benefits and to what extent these benefits wouldivaie their listing decision. The specific



benefits accruing to listed companies that haven lmi#ed in literature were: access to a wide
capital base, prestige and status, investor diyensnproved business visibility, research and
development opportunities, opportunities for growtlenchmarking, and company valuation
(Claessens et al., 2002; Pagano et al., 2005; amatht, 2007 inter alia). Bodies such as the
CMA (2005) and the World Bank (2011) have alsoctitgese benefits, which in turn contribute
to financial markets development. The non-listesugrwas requested to rate the benefits on a 5-
point Likert scale presented using percentagesdasnre the level of influence. The results are
summarized in chart 4.3 below:

Chart 4.2: level of influence of listing benefits o the Listing decision
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Source: Survey data, author computation

From chart 4.2, the respondents strongly felt thatbenefits were motivating. They all
placed the level of influence of the benefits abtwe neutral range of 3 (50%). The specific
benefits are discussed below:

Access to a wide capital basaVas the most motivating benefit recording an inflce
level of 89.3%. It can therefore be deduced thahmanies are attracted to list on the NSE
because of the access to a wide capital base.idnrélyard, the Kenya market data affirms
Claessens et al. (2002) and Ngugi & Njiru (2005pwbund that due to the broadness of the
capital base, companies will go to the capital reatk raise funds for investment and capital

expenditure. The wide capital base shows the niarkeility to meet companies’ fixed capital



needs as found out by Kibuthu (2005). In additmhis, capital markets provide an opportunity
for companies to raise large amounts of long tamu$ at fairly competitive costs (CMA, 2005).

Prestige and status:Literature does not dwell too much on prestige d=iefit that
accrues to the listed company. Having an influelexel of 71.4%, companies considered
prestige and status that comes with being listed &irly high degree. These results were
consistent with a report published by the LondoocktExchange (2010) that found companies
value the prestige that comes with being a listechgany. Further to this, the CMA (2005)
proposed that being listed on the stock exchangeges enhanced corporate governance as it is
a prerequisite to being listed and would thus {eiago improved corporate earnings. A report
by the Budapest Stock Exchange (2011) found thaghkened consumer awareness and
confidence improves a company’s marketability aawbgnition. This in turn gives the company
an admirable image in the market.

Opportunities for growth: These were discussed with reference to the fatb#iag on
the stock market presents the company with an dppity to restructure through mergers and
acquisitions. A listed company is subject to coms&valuation reducing the risk of adverse
selection (Pagano, 1993) and thus making it a farececkon with. Respondents felt that growth
opportunities available to listed companies hacd\&ll of influence of 71.4% in the listing
decision. In addition to the presence of restrulstuoptions, the other growth option that is
presented to listed companies is the possibilitgrass-list (CMA, 2005). This would also have
the effect of increasing the company’s growth opyaties with regard to expansion of products
and services as it would give the company visipilit

Business benchmarking:Refers to a situation where a company can be ugeithéeb
industry as a reference point. From chart 4.2,rdspondents expressed that being used as a
benchmark would be a motivating factor. To thieeffousiness benchmarking was assigned a
71.4% level of influence on the listing decision.comparison to other markets advantages, this
would mainly be a consequence of the improved statu financial standing of the company.
As such the company may be covered in analysterte@nd may be included in an index e.g.
the Australian Securities Exchange, (2012). Listihgrefore raises a company’s public and
investor profile due to the enhanced publicity ¢benpany receives through print and electronic

reporting of trading in the secondary market (CN2A05).



Company valuation: Refers to the determination of the company’s wariking due to
the demand and supply forces in the secondary madtieity once the company starts trading
(CMA, 2005). From chart 4.2, the respondents wihiotifiat valuation was important attached a
level of influence at 71.4%. According to the Aasian Securities Exchange (2012) being listed
on the exchange exposes the company to valuatiorthbyindependent market. Further
explaining this factor a report published by thentlon Stock Exchange prescribed that joining a
public market places an objective market value loem ¢ompany’s business (London Stock
Exchange, 2010). Therefore it would be in a com{zabgst interest to consider public listing as
it gives it an edge on valuation as opposed to winen company was to remain private.
However, even with the positive valuation effedi®ere were companies who felt that the
disclosure requirements that come with being listade a counter effect. This was seen where
the listed company views the exposure as a losgrighcy and thus a loss of competitive
advantage (CMA, 2005).

Research and development (R&D) opportunitiesRefers to the ability of a company to
attract funding for innovation and improvement.tAs listed company has more publicity than a
non-listed companies it would be in a better positio attract this kind of funding. Further to
making them eligible, the listed company has tontaén standards such that the risk of adverse
selection is eliminated. Chart 4.2 shows that antesgondents R&D carries an influence level
of 67.9% as a benefit that would motivate them dastder public listing. Being listed also
makes it easier to attract government grants a<irberia would involve maintaining a good
financial position as well as a good financial ngeraent structure which are requirements for a
company to be listed.

Investor diversity: Refers to the presence of different kinds of itmessin the market as
sources of funds. The main segments that the st@cket presents include domestic individual,
domestic institutional, foreign individual and faye institutional. These categories present the
company that goes public with the opportunity ofireong funds from various persons. From
chart 4.2, respondents felt that investor diversitys a motivating benefit with a level of
influence of 60.7%. This could be linked to markguidity where the company’s security would
be constantly tradable due to the differing neddbedifferent classes of investors (Claessens et
al., 2002). However, Harris & Raviv (1991) put fothat increased diversity enhances the risk

expected with regard to information asymmetry. gk may counter the positive influence that



accrues with a span of investors but it does nqiass the risk presented when there is only one
investor.

Business relations:Refers to the relationship that a company has istsuppliers and
customers. From the results displayed in chartlBuginess relations were considered to have a
level of influence of 60.7%. Nonetheless, accordinga CMA (2005) report, being listed
potentially enhanced a company’s market scopehfeir foroducts and services. Further to the
external customers of the products, being publidied provides share option plans for the
employees. This in turn works as a motivating fastich consequently improves business

relations with the employees (Australian Securiigshange, 2012).

45.1 Summary of benefits

The study sought to find out whether potential cames are aware of the benefits that
accrue to being publicly listed and whether theseelits would encourage them to publicly list
on the NSE. To determine awareness and estabksmdtivating factors the respondents were
asked to rate each benefit on a 5-point Likertesediere majority of the respondents agreeably
considered the listing benefits.

The most prominent benefit considered was the act®s wider capital base which
respondents felt was the most motivating at a lev&l9.3%. From literature, it has previously
been found that a wide capital base provides taggpin for companies that want to raise funds
for investments and capital expenditures and tat rineed capital needs (Claessens et al., 2002;
Ngugi & Njiru, 2005; Kibuthu, 2005). Prestige anthtss, business benchmarking, company
valuation and growth opportunities were the nexshprominent benefits rating 71.4% level of
influence. The value placed by companies on prestigl status of being publicly listed comes
with the corporate governance standards expected thms improved corporate earnings
(London Stock Exchange, 2010). Where a companyatiaged the status by being listed their
opportunities for growth are imminent. This meahat tpublicly listed companies are littered
with opportunities for mergers and acquisitions arass-border listing as the company is visible
and has put itself out for objective market evabrafPagano, et al., 1993; CMA, 2005). When a
company publicly lists and is open to market eviadmaand analysis it presents itself to analysts
as a possible industry benchmark. On the Austrafacurities Exchange, companies that
publicly list have the opportunity to be included an industry index against which other

companies gauge themselves (Australian Securitebdhge, 2012).



Company valuation and research and developmentriypyities each accounted for an
influence level of 71.4% and 67.9% respectively aghoespondents. When a company publicly
lists it allows its worth to be determined basedl@demand and supply forces in the secondary
market activity once it starts trading (CMA, 2005)owever some respondents felt that the
exposure and scrutiny could be a channel to los& ttompetitive advantage. However the
research and development opportunities offered uioligly listed companies allow them to
engage in innovative research making them betger their competitor(s). Government grants as
well as other external funding is more easily ested to a listed company due to the reduce risks
of adverse selection and moral hazard that accomgmivate companies. Therefore the
respondents favoured this benefit fairly well asativating factor.

Investor diversity and improved business relatidiisnot elicit very high response from
the non-listed group as they both accounted for%0Oevel of influence. In as much as being
publicly listed opens doors of a company to foremmd institutional investors, there were
respondents who felt that that in this way thereulddbe severe loss of ownership in the
company. As found by CMA (2005) this is especialtyfor family owned businesses. However,
the diversity of investors increases the liquiddl the company’s security making it very
valuable (Claessens et al., 2002). With referencéusiness relations, these improve with a
company publicly listing. This is so because thepscof its products and services as well as
confidence from customers and suppliers are ineceg&ustralian Securities Exchange, 2012).
Further to this the employees benefit with stockiamp plans which have been poised in
management as motivating factors.

In conclusion, there seems to have been a possdnigaign to improve awareness of
listing benefits as the majority of respondents evaware and said that they would be a
motivating factor to their listing. This shows t6&A may have addressed the issue of a relative

lack of awareness on the benefits of listing (2005)

4.6 Initiatives by the NSE to enhance Company Listgs

In order to better answer research question ttafer the non-listed group was asked
about their perception of listing benefits, a fertlopinion was sought on their knowledge of the
initiatives that the NSE has undertaken so as towage equity listings. Based on a research by
the CMA in 2005 to find out what had hindered nestings on the NSE there have been

initiatives by the NSE to encourage listing. Sorméhe issues such as cost of listing and lack of



products were highlighted in the report as hindgffactors. These factors were considered in
this study so as to determine whether there has fe@djustment in favour of potential issuers.
In addition to these initiatives there were twoartissues that emerged in the course of this
study which were considered as possible pulls tonmanies to the stock market. These new
emerging issues were demutualization and the ssifieation of listed securities. The level of
influence that these initiatives were consideretlaee on the listing decision are summarized in
chart 4.3 below:

Chart 4.3: Level of influence of NSE initiatives oristing decisions

NSE Initiatives

Lower Cost

Product Developmen
Demutualization
Re-classification of Securitie

Taxation

0 20 40 60 80 100

Level of Influence (in %)

Source: Survey data, author computation

So as to better analyze the effect of the initegj\the respondents were asked to evaluate
the NSE with reference to its development. All tkepondents stated that the NSE was still
developing and this presented the forum to distas#itiatives being implemented. Each of the
initiatives that were considered is discussed below

Lower Issuing Costs: The costs that characterize public listing includieect costs of
issuing shares, annual listing fees and managemmaet due to the long process before a
company gets approval (CMA, 2005). Response data frhart 4.3 shows that the respondents
would be motivated by lower costs of going publidastaying listed at a 96.43% level of
influence. Further to this, there is the need t&eran application to both the NSE and the CMA
which in turn increases the cost incurred for appkoTherefore, lowering these costs would
mean a direct improvement in market efficiency amdincreased attraction to the securities

market. However, a CMA report in 2005 compared fibeceived cost of listing against bank



borrowing using the Gordon’s dividend growth mdfleind determined that floatation was
cheaper. The report recommended that potentiatisse sensitized on the perceived high costs
of public listing vis a vis the use of bank loatisis interesting to note that it appears this
sensitization has not been carried out as majofitthe respondents still felt that there was a
need for lower costs.

Product Development: The Kenya capital market is characterized by tvannproducts
equity and bonds. In as much as this paper isnedltoward equity listings, respondents felt that
it is necessary to consider deepening the capitakets. From chart 4.3, development of new
products to encourage use of the capital markessfatand to have a 75% level of influence. In
this way there would be more products for the piaerssuers to work with once they are in the
capital market. For instance the CMA noted thatl#iol of stock exchange integration reduces
the benefits that listed companies would be ablenjoy (CMA, 2005). In addition to market
presence, integration of stock exchanges wouldeptethe listed companies with several
opportunities to pursue in other markets as the N&Elops new financial instruments. These
findings are consistent with Huyghebaert (2007) whband that the development of the
exchange can be improved by the opportunity cre#teslgh cross-listing. Further to this,
recent cross-listing (Bank of Kigali, 2011 and SianUganda, 2010) would be indicators of the
positive impact of the “internationalization” thabmes with stock market development. It is
therefore possible to derive a direct relationshgiween product development and equity
listings.

Demutualization: Is defined by Aggarwal (2002) as the process aiveding exchanges
from non-profit, member-owned organizations to poofit investor owned corporations.
However, it is noteworthy that the majority of thesespondents only slightly felt that the
demutualization may influence their listing decrsigiving an influence level of 71.43% as

presented in chart 4.3. This would be because 8ie N yet to sensitize issuers and investors on

2This is a dividend model used to determine the ebsapital where the floatation costs are
taken into account. It is also referred to as thestant dividend growth model:
Kn=DyJ/(Po—F) +9

Where

D= the next expected dividend §@1+g)}

g = the constant growth rate of dividends,

Py = the issue price per share

F = the floatation cost



the implications of a demutualized market. The psscalso was completed fairly recently (NSE,
2010) and therefore the framework is possibly diging put in place. The high positive
response, though reserved, could be an indicafi@nhpotential issuers have adopted a wait and
see approach. This is expected within the first years as the market understands the change.
Huyghebaert (2007) explained this concept stathrag global stock exchanges have started
operating like industrial firms and no longer hdkie simple structure that was characteristic of
the securities exchange. Therefore, the wait-ardapproach to the effect of a new organization
structure of the NSE is justified.

Sector Re-Classification:Refers to the situation where the segmentatigheokecurities
listed on the exchange was transformed from fourtvielve industry sectors. The re-
classification was done to better organize the r#eesi listed on the exchange after it changed
from a stock to a securities exchange. This resiflaation did not stir up as much an impact as
may have been expected. From chart 4.3, the lefeinftuence established by the re-
classification of securities was at 64.29%. A mgjoof the respondents expressed indifference
to the re-classification of securities. The factthsted securities are better classified in their
industry segments improves the objectivity of compaaluation and comparison based on
industry segment. This was expected to further e@rage companies’ attitude toward the
exchange as the listed securities were bettergerdrowever it this was not the case.

Taxation: There was no evidence to affirm the influence tihat taxation rebate for
companies newly listed on the stock exchange of 26fporate tax for the first 5 years has. It
was expected that there would arise a consideratidhe tax rebate among the respondents.
However, this was not the case as there were npaoies from the non-listed group that cited
taxation as an influencing factor, thus attaininguak of 50%. Therefore, the study is consistent
with Ngugi & Njiru (2005) who found that companiesting had little or no regard for taxation.

4.6.1 Summary on Initiatives

The study concentrated on five main initiativeattivere considered by the NSE and
implemented or are in the implementation process\&ay of identifying what would encourage
public listings. The respondents were asked toeath initiative on a 5-point Likert scale so as
to determine whether they know about the initiataredl whether it would motivate them to
consider public listing. From the response datas inoted with concern that a number of



respondents were indifferent, which may mean thily rbt take the specific factors into
consideration or they were not aware about them.

The most prominent initiative that respondents heleds to be addressed is the issuing
cost. At an influence level of 96.43%, a reductioithe cost implication that comes with listing
should be considered in order to encourage potassiaers. However an earlier research by the
CMA showed that high issuing costs are perceived that there needs to be an awareness
campaign on the perceived high costs. Neverthelesgpndents felt that costs were a hindrance.
The next most prominent initiative that respondeets needed to be taken seriously was the
introduction of a wider scope of products. For anse stock exchange integration enables
issuers to access available products on other nsarkgch may not be presently available on the
domestic market. At this the product developmesiieswas considered by respondents to play a
relatively major role in their listing decision Wwitin influence level of 75% (chart 4.3).

Demutualization of the stock exchange was founkatee a 71.43% level of influence. It
can be inferred that better corporate governancktlans better corporate earnings would be
expected from listed companies (London Stock ExgaaB010). In this regard, listed companies
will thus attract favourable market valuation. Thst of the initiatives was the re-classification
of listed securities in August 2011. The re-clasatfon was done to improve the segmentation
of listed securities especially when it came toustdy comparison (NSE, 2011). This re-
classification was expected to be impressive temil issuers as they would be better classified
and thus obtain a more objective industry analysmnetheless, it was found to influence the

listing decision a level if 64.29%.

4.7 Chapter Summary

This chapter has presented the key findings ofsthey. The first part of the chapter
presented the opinions sought from the non-listedig through questionnaires compared with
the listed group data from their prospectuses. flinings from this section are outlined as
follows: a summary of factors influencing compaisfihgs; a summary on listing benefits; NSE

initiatives; and a conclusion.

4.7.1 Summary of Factors I nfluencing Company Listings
The analysis of factors influencing company liginwas considered from two

perspectives: listed and non-listed companies. Agritve listed group market specific factors



were considered based on prior literature and tisesected for this study were stock market
liquidity, stock market volatility, political envanment and legal and regulatory framework.
Based on data from the companies’ prospectusesatged that the political environment was
the most influential factor with regard to the ihgt decision. Statistical analysis provided
overwhelming evidence (p<0.01) in support of theeraktive hypothesis and a significant
positive relationship was established between ipalitenvironment and company listings.
Consistent with African authors who stated that ploditical environment of African states
necessarily influences financial development ang tjrowth of their stock markets (Yartey &
Adjasi, 2007; and Yartey, 2008). A favourable pcéit environment is usually considered from
the perspective of the political regime in a coun& change in political regime from autocratic
to democratic was found to be a factor encourageogity listings especially through
privatization of previously government-owned companNgugi & Njiru, 2005). Following in
rank was the stock market liquidity where the resjemts expressed the view that a liquid stock
market encouraged them to publicly list. This isdaese it provided an active market especially
where the company needed long term capital. Camtistvith Ngugi & Nijiru (2005) and
Huyghebaert (2007) this study also found that cangsanaturally seek liquid markets in which
to issue their stock. In addition to the availapiof long term capital for the companies, the
listed group cited the presence of increased nurabémvestors given the encouragement of
individual investors. A significant positive relatiship was established between stock market
liquidity and company listings. There was stronglerce (0.01<p<0.05) for the study to reject
the null and accept the alternative hypothesis.

The third ranked factor was stock market volagtiithich was measured using the NSE
20-share index. Using this measure returned resattsnsistent with literature where high
volatility has a negative relationship with compdisgings (Demirguc-Kunt & Levine, 1996;
Yartey & Adjasi, 2007; Senbet & Otchere, 2008) vehannualized returns had been used. In this
regard, the regression analyses returned a signifi¢0.01<p<0.05) positive relationship
between stock market volatility and company lissinghere a negative relationship was
expected. There was thus strong evidence for tldy stot to reject the null hypothesis in favour
of the alternative. A significant positive corrétat was established between stock market
volatility and stock market liquidity thus consisty of the study with Demirguc-Kunt & Levine
(1996). In addition to these factors, other mafietors emerged from the study that had not



been considered. These were industry influencaraarétet automation. The respondents felt that
the regulation of the industry in which they operatould either encourage or discourage their
listing depending on how stringent the regulatiovere. Companies in the technology and
telecommunications industry expressed the view ghderegulation and reduced interference
especially by the government would encourage tstihaxation was found not to have any
influence on the listing decision, consistent witbugi & Njiru (2005) who found that the tax
rebate for newly listed companies had little onmftuence on their listing decision.

When considering the non-listed group, companycifipe factors of age, size,
profitability and capital structure were consideiadaddition to the market factors. For this
group the legal and regulatory framework was spti its constituents of listing requirements,
disclosure, IFRS compliance and fair trading pcasti The findings determined that the listing
requirements among the legal and regulatory framewand political environment were the most
deterring factors at an influence level of 46.43% 42.86% respectively. This is consistent with
the findings of the CMA in a similar research irD80vhere they found that potential issuers are
not very comfortable with the disclosure regulatemit exposes the company to competitors.
From the results displayed in chart 4.1 all factwese below the 50% threshold meaning that
their level of influence on the listing decisionsvelatively low. From a Likert scale perspective
this means that majority of the respondents fedtt tihnost of the factors were not factors
hindering their being listed. From the tested fextihe results did not elicit all the factors that
the non-listed companies consider in the listingislen. Therefore from the questionnaire the
researcher was able to gather more information floenrespondents based on conversations
held with the respondents, under a basic intengtucture. The factors that were prominently
mentioned were the company structure, the pubhdtisy, lack of need for long term financing
and dilution of ownership. With regard to the compatructure it was found that the type of
company; whether locally owned, or multinationaldaits internal management was the
determinant of the appropriateness and timingstinigs. With reference to public scrutiny the
respondents felt that the exposure and visibiligt tomes with being listed on the exchange was
too much for them to handle. In as much as puldratsyy helps a company improve in its
corporate governance, the respondents felt tha¢ thhas too much exposure. The respondents
also cited the fact that there the company wasralfaowned business or a conglomerate of

friends who did not want to release their hold ke ¢company. Also as the respondents were not



ready to expand their businesses as such had mbfaeéong term financing that the capital

market offers.

4.7.2 Listing Benefits

The study found out that the most motivating berfefia company to consider listing on
the stock exchange was the capital base that theg hccess to. This is especially the case
because companies mainly source funds to meetltrejrterm capital needs (Claessens et al.,
2002; and Ngugi & Njiru, 2005; Kibuthu, 2005). Theestige and status that follows a listed
company proved to be a very attractive benefit Wwhit turn enhances the chances of the
company becoming an industry benchmark. This istduie corporate governance standards
that being listed requires a company to maintaineré&fore, these benefits were ranked the
highest motivators by the respondents.

When a company is publicly listed it has its woddgtermined by demand and supply
forces such that it would need to maintain veryhhggandards of corporate governance and
company performance. On the flipside, on beingdist company exposes itself to scrutiny and
could lose its competitive advantage. In this rdgar need to engage in research and
development arises so as to improve the produats sanvices the company offers and to
maintain its competitiveness. These opportunitegsrésearch and development, with specific
regard to funding, are more available to the compiduat is listed. This is because it is an
“exposed” company thus the financiers have acaepsitlicly available data on its performance
reducing the risk of information asymmetry which yngisadvantage a private company. In
addition to this, there are improved business imatespecially with reference to the customers
and suppliers when a company is listed. Howeves,lianefit did not elicit as much enthusiasm
as would have been expected. Further to the compafyation, the company has the
opportunity of having a diverse range of investoreese would range from individual to
institutional and domestic to foreign. Due to tteetfthat investors have diverse needs the
company stock is likely to be very liquid and thogproving its valuation. Nevertheless, this
benefit was not as frequently considered.

In conclusion, the respondents were relativelyraved the benefits that accrue to listed

companies and these would constitute motivatingpfado their listing decision.



4.7.3 Initiatives by the NSE to encourage company listings

Five initiatives that characterize a developingcktexchange were considered in this
study: lower cost of issuing stock, product develept, demutualization, re-classification of
listed securities and taxation. The level of infloe as considered by the respondents for each of
the initiatives was found to be above the 50% tiwkek except for taxation which was at 50%
representing a zero rate of influence. This shdws the tax rebate given to newly listed on the
exchange of a corporation tax rate of 25% was aot influential. The most prominent initiative
was the consideration of lowering issuing costencourage listing at 96.43%. Following a
research by the CMA (2005), a campaign to eduaatiential issuers on the perceived costs was
initiated. However, with the rate being that higiuld show that the campaign did not reach all
potential issuers. With regard to product developinine respondents felt that there was a need
to increase the options offered by the exchangesasiments for investment. Respondents were
not very conversant with the demutualization of $keck exchange and thus rated this initiative
with hesitation as majority only slightly felt thét would be a consideration in their listing
decision. In this respect, there was a wait-andrgesponse with regard to demutualization. The
re-classification of listed securities did not gllmuch favour from the respondents who did not
feel that it would motivate their listing.

In conclusion the NSE would need to engage a campain the advantages of

demutualization and re-classification of listedwsées to potential issuers of securities.



CHAPTER FIVE
CONCLUSIONS, RECOMMENDATIONS AND LIMITATIONS

5.0 Introduction

This chapter presents a summary of the study gite implications of the findings
based on the research objectives, conclusionseswnmendations. It is organized as follows:
first the summary and implications of the study presented; second recommendations for
action and areas of further study are made and linnitations experienced during the study are

presented.

5.1  Summary of Findings
This study made an attempt to respond to Ngugi j&uN2005) recommendation to

include a survey of non-listed companies in deteimgi the slow growth of the NSE primary
market. The study examined the factors influenangwth of the market based on publicly
available data from new equity listings between@®@@d 2009. It compared the results from
both the listed companies and the non-listed compao determine which of the factors were
highly regarded. From the non-listed companiesstbdy was also able to establish other unique
issues that were specific to the companies whiah graviously been scantily considered in
literature. It was also able to ascertain what beneccruing to listed companies would
encourage the non-listed companies to considémndists well as the initiatives that NSE should

consider to motivate listing. The key findings amglications of the study were as follows:

5.2 Discussion of Findings

The first objective of this study was to determitie specific factors influencing
company listings based on two groups of compatiese listed and those that are not listed but
are potential issuers. The key findings and impilices were as follows:

Based on data sourced using a questionnaire éandgh-listed group and prospectuses for
the listed group, market specific factors and camypspecific factors were studied. From the
results only market specific factors; stock matietidity, volatility, political environment and
the legal and regulatory framework were found toimuential and significant. Company
specific factors; company age, size, profitabiityd company structure proved not to have any

significant influence on the listing decision oktlkompanies. Of the market factors the most



influential factor was the political environment amng the listed companies which is
characteristic of African markets (Yartey, 2008heTimplication of this is that a favourable
political environment needs to be present to eragrirstock market development. Consistent
with the World Bank and other African authors (¥srt& Adjasi, 2007), the political
environment of the country contributed to its fineth development and consequently its stock
market. Stock market volatility ranked fourth witeference to the listed group and findings
provided that, based on the NSE 20-share indexpaaras are attracted to the market when this
index is high. This implies that market activitycenrages companies to list on the market as it
creates confidence in the market. It also indicateat the measures of volatility are not
correlated. It was expected that high volatilityukb have a negative influence on company
listings as would be the case when it is measusttguhe standard deviation of annualized
returns. However, this study found that the higherindex the more likely companies would be
to list. However volatility returned a positive aibnship where a negative one was expected. At
this, the study could not accept the alternativpatiyesis as a Type Il error would arise. The
implications of these findings are consistent with empirical findings as the most prominent
factor was the political environment, then marketidity and finally volatility. Since the listed
group companies have already met the legal reqeme&rfor listing, the legal and regulatory
framework factor was excluded from the model. TWwi&s because historical data of the listed
group was used for regression.

Based on the results presented in chart 4.1 itevakent that most companies in
the non-listed group felt that the legal and reuiaframework was not favourable with special
reference to the listing requirements at a levelndiience of 46.43%. These findings were
consistent with Asea (2003) who established thair@per framework creates an enabling
environment to encourage participation of entegsris the stock exchange. Therefore, an overly
stringent market would choke itself as it wouldestetompanies from the stock exchange. Perotti
& Laeven (2002) expressed the view that a favoerdelgal and regulatory framework
encourages participation in the stock market. Tioeeeresults from the non-listed group support
findings by Yartey & Adjasi (2007) that the framakmf the NSE needs to be improved to
encourage company listings. The political environmwas found to be the second most
influential factor among the non-listed group &2a86% level of influence. This means that the

companies are deterred from or attracted to thekehdvased on the status of the country’s



political situation. The non-listed group findingbow that the companies’ listing decision is
influenced by the country’s political environmemhese findings are consistent with the World
Bank (2009) research where the polity measure ultdrmined that the more stable, i.e.
democratic than autocratic a country was the kkelhe growth of its financial market. These
findings were consistent with authors on Africanrkess (Yartey & Adjasi, 2007; Andrianaivo
& Yartey, 2009), who found that the political eronment has a major influence on stock market
development. This is the case as the results exfilai impact that changes in political regimes
have on financial markets development.

Other factors influencing the listed companiedinig decision emerged from this study
in addition to the tested factors. The industryvmch a company operated was considered an
influential factor in their listing decision. Thiwas in reference to the (de) regulation of the
industry and interference by the government sueh ttie company feels stifled. These findings
were established from the companies listed undeitédlecommunications industry segment of
the NSE. Further to this the companies expressedighw that introduction of automated trading
systems as well as the central depository settleraad clearing system provided a more
efficient market. This meant that the capital méskeere more attractive to the companies. In as
much as this may not have been a very major faottite decision making, it did contribute to
the companies’ opting for the capital markets.ddifon to this, it may be seen that a shift from
manual to automated systems removes the bottleleakexist in the listing process in terms of
interaction between the company and investors.

The non-listed group expressed four issues that beavented their listing on the capital
markets. Firstly, public scrutiny that comes witle exposure and visibility that a listed company
receives deterred them. Whereas it was expectedttheuld be a factor to reckon with, the
companies were of the opinion that this was necgsshen the company was considering an
expansion strategy. They also gave the opinion thantaining the company’s image with
regard to profitability and corporate governance wadairly expensive exercise which they were
not yet prepared for. Secondly come of the respatsdexpressed the view that dilution of
ownership as would be required under the listigyiations was a deterrent. This was especially
the case with family owned businesses and thostedthy an individual and eventually grown
into a company. Interestingly these respondentsnis&duled out the possibility of listing but it

was not a priority to them during the time of thedy. This factor ties in with the third issue that



arose which refers to it not being necessary teeréong term funds as the company was not
ready to expand. Fourthly, the company structurthefcompany in terms of organization and
management structure. This refers to whether thgpeoy was locally owned or a multinational
or its subsidiary such that the decision makingcess is reverted to the headquarters of the
company. The timing and appropriateness of thegjstvas to be determined by management
based on the needs of the company. The respondergsof the opinion that the listing decision
was to be determined by the company’s growth dbaged on the lifecycle theory.

The second objective of this study was to estiabigting benefits that would influence
the listing decision. To do this, the study presdrthe respondents with the benefits that accrue
to listed companies and then asked to rank therapdelents were aware of the benefits and
majority felt that these benefits would motivateitHisting decision. The most prominent of the
listing benefits considered motivating was the asde a wider capital base at an influence level
of 89.3% that would enable them source long termds$ufor capital intensive projects. The
implication of this would be that the companiestgdhe capital markets mainly when sourcing
long term funds. The least considered benefits werestor diversity and business relations at
60.7% each. The implications of these findings wdag that; one, for companies in as much as
the range of investors would be increased whercohgpany is publicly listed it was not highly
desired due to the perceived dilution. Secondlg, ¢ompany had established its necessary
business relations and would least likely consttercapital markets as a factor it would use to
pitch itself in the business environment. The tlobjective was to determine the effectiveness of
the initiatives by NSE to encourage listings. Gf thsed initiatives, the most prominent among
respondents was the element of lowering costs.eTbests did not only relate to listing costs but
also to the cost of maintaining listed status. lrto this it was found that the NSE needs to be
more innovative on products offered to the poténsaues of securities. With regard to
demutualization, the companies were hesitant imglghat the market needs to give users time
to adapt to this phenomenon. The re-classificatiblisted securities was not an initiative that
respondents ranked highly. This indicated that ashhas the re-classification makes industry
analysis better and more objective, companies passibly not understood its importance. The
taxation rebate constantly offered to newly lismampanies was still not found to have a

significant level of influence on the listing deois.



5.3 Recommendations
Based on the findings and implications of thisdgtuthe following recommendations
have been made: In order to encourage companpgsstpolicy makers need to ensure that
government regulations are not a hindrance to puisting. The deregulation of industry sectors
and reduced political interference has a directachn company listings. To encourage these
listings, the NSE needs to consider lowering thiaincost of listing and maintenance of being
publicly listed. Further to this, the NSE needsaoasider widening the product range offered so
as to provide potential issuers with options. Hoevewt is necessary to consider the fact that
Small and Medium Enterprises (SMES) constitute nitgjof the companies in Kenya'’s private
sector. With the introduction of a second tier nearlSMEX) listings may increase. However,
since this is a new phenomenon, it needs time dw drefore its impact can be evaluated. In
marketing the second tier, the NSE needs to consmdgketing the primary tier for potential
larger companies by creating awareness on the iteledt accrue to the companies that are
listed.
Recommendations for further study:
I.  Further research can be conducted to determinentpact that the SMEXx tier
being introduced in the market will have on eqligtings.
ii.  Further study can be done on the market factokstoarket volatility using the
measure of stock price movement in comparison shtre index.
iii.  Further study could focus on other company factestablished, i.e. the
organizational structure, ownership and type of gany.
iv.  Further research could also be done on other mddators such as foreign
investment, cross-listing and market concentration.
v. Further research could be conducted on the imgademutualization when the

NSE implements it.

54 Limitations to the Study

The limitations experienced in the course of 8tigdy were: (1) the company registrar’s
office does not have a list classifying the comparas either large or small according to asset
base. Therefore obtaining the population and sampgestrained. In addition to this majority of
the companies in Kenya are in the SME categoryréfbee the number of companies that had

met the listing requirements fully was very smaf. addition, unlisted companies are not



required to publish annual reports or to disclasg@mpany information on their websites. The
researcher experienced delays due to the buremugueicesses of companies to release
information and thus fill the questionnaire. Furthe this, companies that have recently relayed
in the media their intention to list failed to res. For the listed group, some of the companies
were dropped from the study due to missing inforomat The unavailability of company
prospectus due to loss or removal from the websitesa result of the time period was a
hindrance. By law companies are required to maintacords for 7 years, however, some
companies did not have any information further tbayears that was publicly available. This
necessitated the researcher to base the studedratic requirement of size. Company websites
and directory information was partly outdated ahi fposed a hindrance to using available
information to contact companies. The researches thad to use personal contacts to source
necessary information.

Regulations for companies in some industries ssde tobacco industry hindered data
collection. By law these companies are forbiddenctmduct above the line advertising,
answering the questionnaire was construed to beaw af marketing. There was also the
limitation of company restructuring during the pefiof study and as such there was no-one to
respond to the questionnaire. Due to these limmatconstituting a matched sample proved very
difficult.
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APPENDICES

Appendix 1: List of African Stock Exchanges and yeaof establishment

Country Exchange Location Founded | Listings
1 West African Regional Bour_s_g Régionale des Valeurs Abidjan 1998 39
Stock Exchange Mobilieres
2 | Algeria Bourse d'Alger Algiers 1997 7
3 | Botswana Botswana Stock Exchange Gaborone (SSA) 1989 44
4 | Cameroon Douala Stock Exchange Douala 2001 2
5 | Cape Verde Bolsa de Valores de Cabo Verde* Mindelo
6 | Egypt Egyptian Exchange Cairo 1883 378
7 | Ghana Ghana Stock Exchange Accra 1990 28
8 | Kenya Nairobi Stock Exchange Nairobi 1954 48
9 Libya Libyan Stock Market Tripoli (North) 2007 7
10 | Malawi Malawi Stock Exchange Blantyre (SSA) 1995 8
11 | Mauritius The Stock Exchange of Mauritius Port Louis (North) 1988 40
12 | Morocco Casablanca Stock Exchange Casablanca 1929 81
13 | Mozambique Bolsa de Valores de Mogambique Maputo (SSA) 1999
14 | Namibia Namibia Stock Exchange Windhoek 1992
15 | Nigeria ébuja Securities and Commoditié%buja (SSA) 2001
xchange
16 | Rwanda Rwanda Over The Counter Exchange| Kigali (SSA) 2008 2
17 | South Africa AltX - launched by JSE 2003 Johannesburg 2003 51
E}er‘ge dEv)\(/ﬁE&}]nSglg 28{)980uth ica Johannesburg 1989 ~400
JSE Limited* Johannesburg 1887 472
The South African Futures Exchange :
acquired by JSE 2001 ’ Jogenneshurg 1990
18 | Sudan Khartoum Stock Exchange* Khartoum
19 | Swaziland Swaziland Stock Exchange Mbabane 1990 10
20 | Tanzania Dar es Salaam Stock Exchange Dar es Salaam (SSA) | 1998 11
21| Tunisia Bourse des Valeurs Mobilieres de Tuniunis 1969 56
22 | Uganda Uganda Securities Exchange Kampala (SSA) 1997 14
23| 7ambia Agricgltural Commodities Exchange Dﬁ_usaka
Zambia
Lusaka Stock Exchange Lusaka 1994 16
24 | Zimbabwe Zimbabwe Stock Exchange Harare (SSA) 1993 81

Source: (United Nations Development Programme (UNDP), 2003)




Appendix 2: Indicators of Stock market Developmentfor the period 1990-2004 in

Developing Countries

Source: World Development indicators & Yartey (2008)



Appendix 3: Indicators for Stock Market Automation for stock markets in Africa

Country Clearing and Settlement Trading System | Traing Days
Algeria Electronic Electronic 1
Botswana Electronic Manual 5
Cote d'lvoire | Electronic Electronic 5
Egypt Electronic Electronic 5
Ghana Manual Manual 5
Kenya Electronic Electronic 5
Malawi Manual Manual B
Mauritius Electronic Electronic 5
Morocco Manual Electronic 5
Namibia Manual Electronic 5
Nigeria Electronic Electronic 5
South Africa | Electronic Electronic 5
Swaziland Manual Manual 5
Tanzania Electronic Electronic 5
Tunisia Electronic Electronic 5
Uganda Manual Manual 5
Zambia Electronic Manual 5
Zimbabwe Manual Manual 5

Source: Allen, Otchere, & Senbet (2010) and the CMA (2010)




Appendix 4: Listing Requirements schedule

Eligibility Requirements fo
Markets Securities Public

r Public Offering of Shares and Listing as cited by The Capita
Offers Listing and Discleure Requirements (2002)

Requirement

Main Investment Market Segment

Incorporation Status

The issuer must be a public company limited by ehaand
registered under the companies Act (Cap 486, LdW®nya)

Size: Share Capital

The issuer shall have a minimum authorized issnedally paid
up ordinary share capital of fifty million shillisg

Net assets before immediately before the publierof§ or listing

Net Assets of shares should not be less than one hundred fifi§ion
shillings ( Kshs. 150,000,000)
Free transferability of Shares to be listed shall be freely transferabte reot subject tg

shares

any restrictions on marketability or any pre-emetiights

Availability and reliability
of financial records

Audited financial statements complying with IFRSr fan
accounting period ending on a date not more than foonths
prior to the proposed date and 6 months for amdyrdisted firm.
Preparation of financial statements for the lasbanoting period
on a going concern basis and the audit report mosicontain
any emphasis on matter or qualification on thisrdg

Competence an
Sustainability of director
and management

dMust not be in breach of loan covenants. No direstall have
5any petitions for bankruptcy for at least two yeanisr to issuing
date. No pending petitions for the corporate bathee




Appendix 5: Political Environment Dataset for Kenya

Democ_Polity | Autoc_ Polity2__
Country Year \Y, PolitylV PolitylV
Kenya 2000 2 4 -2
Kenya 2001 2 4 -2
Kenya 2002 8 0 8
Kenya 2003 8 0 8
Kenya 2004 8 0 8
Kenya 2005 8 0 8
Kenya 2006 8 0 8
Kenya 2007 7 0 7
Kenya 2008 7 0 7
Kenya 2009 7 0 7
Key:

Democ_Polity 1V: Institutionalized Democracy: Democracy is concdias three essential, interdependent elementsisQhe presence ¢
institutions and procedures through which citizeas express effective preferences about alterngidlieies and leaders. Second is

existence of institutionalized constraints on tkereise of power by the executive. Third is thergntee of civil liberties to all citizens in thei

daily lives and in acts of political participatio®ther aspects of plural democracy, such as tleatulaw, systems of checks and balan
freedom of the press, and so on are means to,eaifispmanifestations of, these general principlEse Democracy indicator is an additi
eleven-point scale (0-10).

Autoc_Polity IV: Institutionalized Autocracy: "Authoritarian regithe Western political discourse is a pejorativemdor some very divers
kinds of political systems whose common properiesa lack of regularized political competition asmhcern for political freedoms. We u
the more neutral term Autocracy and define it ofp@nally in terms of the presence of a distinctbet of political characteristics. An eleve
point Autocracy scale is constructed additively.

Polity 2_Polity IV: Revised Combined Polity Score: This variable isaified version of the POLITY variable added imer to facilitate the
use of the POLITY regime measure in time-seriedyana. It modifies the combined annual POLITY sdaoyeapplying a simple treatment,
“fix,” to convert instances of “standardized autity scores” (i.e., -66, -77, and -88) to conven#bpolity scores (i.e., within the range, -10

+10)

Source: World Bank Data Set (2010)



Appendix 6: Questionnaire
Questionnaire
This questionnaire has been designed to gathemmatoon from the finance managers of large
privately held organizations and is meant for aoadepurposes only. Please complete each
section as instructed. All the information giverthis questionnaire will be held in confidence.
Section A: Company Profile(Please tick as appropriate)

1. Name of the Compan@lick hereto enter name of your company

2. Age of the company since establishment

5—15 years []
16 — 25 years []
26 — 35 years []
Over 35 years []

3. What industry sector best classifies your company:
Agricultural [
Commercial and Services []

Telecommunication and Technology []
Automobiles and Accessories
Banking

Insurance

Investment

Manufacturing and Allied
Construction and Allied

000Lgg0

Energy and Petroleum

4. What is the size of your company with referencadset base
150 — 249 million
250 — 349 million []
350 — 449 million []

[]

[]

[]

450 — 549 million

550 million and over



Section B:
Factors influencing Listing decisions
1. Which of the following factors would you considerhave influenced your company not
being listed on the NSE?

1 2 3 4 5
Factor Strongly | Disagree Neutral | Agree Strongly
Disagree Agree

Market specific factors
Market  Liquidity  (i.e.[[] [] [] [] []
presence of investment
alternatives)
Volatility of market prices [ ] [] L] [] []
(movement of share prices)
Valuation of companies ih[ ] ] L] o []
the economic sector
Regulatory and legal
framework

. [] [] [H [] []
» Disclosure
» Compliance with IFRS [ L] L] L] L]
» Listing requirements [] [] [] [] []
» Fair trading practices ] (] [] [] []
Political Climate F] [] [] [ ] []
Company specific factors
Capital structure (debt to[ ] [] [] [] []
equity ratio)
Size of the company (assét ] [] ] [] []
base)
Age of the company [] [ ] R [] [
Profitability of the company[ ] [] L] [] []
(Return on Assets)

Specify any other factor (s) that you consider wumig to your company.




Listing Benefits

2. Which of these listing benefits would influence yesompany’s listing decision:

1 2 3 4 5
Listing Benefit Strongly | Disagree | Neutral | Agree| Strongly|
Disagree Agree
Access to a wide capital base | [_] [] [] [] []
Accessing the prestige and statis] 7] [] [] []
that accrue to public listing
Diversity in range of investors | [] [] [] [] []
Improving your business relation$ | [] [] [] []
with existing and potential
customers and suppliers
Research and development |ip ] Bl [] [] []
growth opportunities
Mergers and acquisition (growtH | [ fa [] []
opportunities)
Business benchmarking [] [] [] [] []
Currency for planning future[ ] [] [] [] []
strategic growth of the company
(valuation)

Any other? Please specify

3. Please select which of these initiatives by the Nitld attract you to publicly list on
the stock exchange:

1 2 3 4 5
Initiatives Not at| Don't Indifferent | Slightly | Very
all know much
about it
Improved market efficiency tp[ | [] ] [] []
lower cost of raising capital
Dynamic product development | [] [] [] []
(increased range of securities)
Demutualization  of  the[ | [] [] [] []
exchange
Re-classification of listed[ ] [] [] [] []
securities




Any other? Please specify.

What is your opinion of the growth and developmaithe Nairobi Stock Exchange with
regard to the number of companies listed?

Well developed []
Still developing []
Stagnant []
No idea L]

Thank you for your time.



Appendix 7: List of Companies

Listed Group

Non-Listed Group

KenGen Limited

Hashi Energy Limited

Eveready East Africa Limited

Chartis Kenya Insuehanited

Access Kenya Group Limited

Fina Bank Limited

Safaricom Limited

Galana Oil Limited

Co-operative Bank Limited

Investment and MortgaBask Limited

Kenya Re-Insurance Company Limited

Heritage A.inhited

Equity Bank Limited

Family Bank Kenya Limited

Mumias Sugar Company Limited

Madison Insurance Corapy Limited

Centum Investments Limited

International Life Hous&imited

Scangroup Limited

Mastermind Tobacco (K) Limited




Appendix 8:

Table showing conversion of Likert scale to perceage level of influence for factors influencing noristed companies

Variable R1| R2| R3| Ra| R5| R6| R7| Mean| AdlUStedto | Percentage of
Scale Mean
IFRS Compliance 1 2 1 2 2 1 1 1,43 0,43 10,71
Profitability 1 2 1 2 2 2 1 1,57 0,57 14,29
Trading Practices 3 1 2 2 2 2 1 1,86 0,86 21,43
Volatility 2 2 2 2 2 2 1 1,86 0,86 21,43
Capital Structure il 3 2 2 3 2 1 2,00 1,00 25,00
Company Size 1 3 1 4 2 2 1 2,00 1,00 25,00
Age 1 2 1 4 4 2 1 2,14 1,14 28,57
Disclosure 4 2 2 4 2 T 1 2,29 1,29 32,14
Liquidity 2 3 4 1 4 2 1| 2,43 1,43 35,71
Political Environment 4 2 2 3 4 3 1 2,71 1,71 42 .86
Listing Requirements 4 3 2 4 4 2 1 2,86 1,86 46,43




Appendix 9:

Table showing conversion of Likert scale to perceage of influence for the Listing Benefits

Listing Benefits RL| R2| R3| R4| R5| R6| R7| Mean Adjgi;elg o Per‘;ﬁ;‘;{’;‘ge of
Investor Diversity 3 3 4 4 3 3 4 3,43 2,429 60,7
Business Relations 4 3 4 3 3 3 4 3,43 2,429 60,7
R&D Opportunities 2 3 4 S 4 4 4 3,71 2,714 67,9
Prestige & Status A 4 4 3 ’ 4 4 3,86 2,857 71,4
Growth Opportunities & 4 4 4 X 3 4 3,86 2,857 71,4
Business Benchmarking 3 4 4 4 4 4 4 3,86 2,857 71,4
Company Valuation A 3 4 5 “ 3 4 3,86 2,857 71,4
Wide Capital Base g 5 5 5 g 5 4 4,57 3,571 89,3




Appendix 10:

Table showing the conversion of Likert scale to peentage of influence for the NSE Initiatives

NSE Initiative RL|R2| R3| R4| R5| R6| R7| Mean ’?Sjgiﬁji Pe“ﬁ;‘;"’;‘ge of
Taxation S | 3] 3| 3| 3| 3| 3| 300 2,00 50,00
Re-classification of Securities 3 4 3 4 3 3 ° 3,58 2,57 64,29
Demutualization E AR NN 2,86 71,43
Product Development 1 4 5 3 4 3 5 4,00 3,00 75,00
Lower Cost S | 5| 4 5| 5| 5| 5| 486 3,86 96,43




