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ABSTRACT

This study examines the factors affecting the dgwalent of emerging capital markets-
the case of Nairobi Stock Exchange. The study @a/dre period 2005-2010 on all listed
companies in NSE. However, despite various measoséisuted by the government at
different times, performance indicators show atretapoor performance of the NSE
compared to other emerging stock markets. Thesedaclow turnover ratio, low market
capitalization to GDP ratio and low value of stackded to GDP ratio. This study was
therefore designed to identify factors affecting tevelopment of emerging stock
markets-The case of Nairobi Stock Exchange.

A case study design was used at finding out theofa@ffecting the development of an
emerging Capital market. However, descriptive agtession approach was used in data
analysis and secondary data collection method wed.urhe study establishes both the
external (macro economic and social cultural fajt@nd market (legal, regulatory and
Institutional) factors which have constrained thevelopment of the Stock Market.
However, there are some variables which didn’t itjeahow the above relationship,
namely macroeconomic stability-inflation and prevagpital inflows. It can therefore be
concluded that stock market development is detexchiby stock market liquidity,

institutional quality, income per capita, domestwvings and bank development.

Using the regression analysis, the study estaldlitthest 85% of stock market
development is determined by: stock market ligyidistitutional quality, income per
capita, macroeconomic stability-inflation, domest&wvings and private capital flows and
bank development. The study recommends NSE nedumsdeveloped further to enhance
domestic resource mobilization. Various policied arograms that affect stock market
development such as regulation of institutionakster and privatization need to be
addressed. The policy makers should consider redueipediments to stock market
development by easing restrictions on internaticagital flows. NSE should play an
increasingly educational role and CMA should alsange its approach from heavy

handed type to more productive.
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CHAPTER ONE
INTRODUCTION

1.1 Background of the Study

Emerging capital markets are financial markets tkatde in the low or middle income
economies or where the ratio of investable marlagtitalization to group to Gross
National Product is low. Such parameters to clgssie financial market are set by
international finance corporation. Generally theseno definition of emerging capital
market. The international Finance corporation (Il8€jines an emerging market as one
in which is found in developing country (IFC, 1998arry and Lockwood (1995)
observed that the above definition by the IFC & #hdeveloping country is where a- per
capital Gross National Product (GNP) of not morat tdS $8,356.The economies of
many developing countries have been characterizedidezlining commodity prices,
disequilibrium in the balance of payments, redutedign aid and declining economic
growth. Thus inflow of foreign investment is crucia their efforts to restore macro-

economic stability (Killick and Martin,1990).

New theoretical research work show that capital ketardevelopment might boost

economic growth and empirical evidence tends twigeosome support to this question
Levine and Zervos (1998), for instance, find thigick market development plays an
important role in predicting future economic growdieyyed et al (2010) in the study of
the relationship of capital market development @wdnomic growth in Iran, they

examined the relationship between stock pricesemodomic growth by conducting tests
for all time series, data findings were that thees a link between economic growth and
stock price fluctuation and in conclusion it wasirid that the level of real economic
activity is the main factor in the movement of #teck prices in the long run and capital

market plays as leading economic indicator of ficonomic growth.

Torre and Schmukler (2003), observes that capitakets in many emerging economies

looks particularly poor when considering the mafigrés already undertaken to improve



macro-economic environment and reform the insthgi believed to foster financial

development. This disappointing performance has em#iie conventional policy

recommendations for capital market developmenttouresble at best. Policy makers are
left without clear guidance on how to revise thieoma agenda and a bright future for
domestic capital markets particularly for local cktomarkets or smaller emerging
economies. The failure to develop deep and effiatapital markets may have important
consequences; growing empirical evidence suggbatsfinancial is not just correlated

with a healthy economy; it actually causes econggnisvth and has positive impact on
poverty alleviation and income distribution as wélherefore a better understanding of
the drivers of capital market development and #esons for perceived failure of reform

effects in many emerging economies can providesfuliguidance to policy makers.

It is widely recognized that a well organized caprmarket is crucial for mobilizing both
domestic nod international capital. In principlapital markets are expected to accelerate
economic growth by providing of boost to domestwings and increasing the quantity
and quality of investment. In particular, capitahnkets encourage economic growth by
providing an avenue for growing companies to vaicapitals at lower cost (Singh,
1997).

Daillami and Atkin (1990) describe the provision fahds to finance domestic capital
formation as a key factor in the prospect for tlagl term economic growth in
developing countries. The author observe thatrélaéity of a much reduced supply of
foreign funds from previous sources such as comaldsanks , compels government in
many developing countries to pay increased atteribacapital market development as a
way of improving domestic resource mobilizationhancing the supply of long term

capital and encouraging the efficient of existsgert.

A typical capital market comprise of the followingstitutions: Banks, insurance
companies, Mutual funds, mortgage funds, finangepamies and stock markets. A stock
market is a financial institution where securita@® bought and sold. As Pardy (1992)

observes security markets have an important rolglay in financial liberalization and



deepening. The Authors contends that apart fromvighrey a means of diversification

risk for both capital raisers and investors, seé@simarkets could play other roles. For
example they are a mechanism for capital allocatiod corporate monitoring and a
means for government to exercise market -baseeérrdtian direct fiscal and monitoring
policies. Demirguc- Kunt (1992) observes that ie foorest developing countries, firms

rely mostly on internal resources and informal dredhrkets for financing.

Engberg (1975) recognizes the need for capital etadven for less developed
economies. He contends that capital market canfisintly raise the level of domestic
savings and contribute to more efficient allocateonong competing users. The author
emphasizes that through capital market, a variétimancial assets, carrying different
risks, yields and liquidity is added to the tramli@l types of financial assets such as
demand and savings deposits. He further obsenatdha availability of this wider range
of financial assets will induce people to incretisar rate of current savings. The reason
is that the capital market enables savers to aehaebetter wealth composition and also
permits adjustments to be made in the wealth coitiposvith speed and at low cost
whenever circumstances change. Moreover, competmong the users of the capital
market funds including business, government andvichdals, will tend to increase the

efficiency with which capital is used with diredfext on the growth rate of the economy.

The development of African stock exchanges iswgrg in importance because of the
important role they play in facilitating higher sags rate of the working population,
offering of variety of securities to as many peopte possible, flow of foreign direct
investment into long established or recently intietl companies distribution on capital
in the most productive sectors of the economy teldigion of wealth in the economy

and improved corporate governance through ineceisnsparency.

The stock market plays significant role in any ewag, according to Stijn (1995) and
Munga (1974) a stock market acts as a vehicledising capital for firms and it takes on

a large role in developing countries, where pratton of state corporations is taking



place. Most companies and governments of the dpwejacountries have turned to the

stock market as an Avenue raising capital to fieararious projects.

Secondly African stock exchange promotes high stedsd of accounting, resource
management and transparency in the managemensiofelss. This is due to the fact that
people who have money may not necessarily hagebést business ideas and vice
versa. This the stock market becomes an importaktbetween the two groups (NSE
2000)

Thirdly the stock market performs a screening amahitoring role. In addition, through
continuous adjustments of stock prices, the stochrket assists in monitoring
management of publicly traded corporations thernelyroving corporate governance
(Stijn, 1993) Levine and Zervos (1996) argue thiéatient stock market help mitigate the
principal agency problem. Furthermore Laffont amal€ (1998) and Scuartstein (1988)

though that take over threats induce managers xanmeze a firm’s equity prize.

In addition, capital markets facilitate the molalimn and allocation of medium and long
— term funs for productive investment by providemgimple mechanism for the transfer
of funds; facilitating companies access to a largmber of local and foreign investor,
widening the array of financial instrument avaiéato savers and investors increasing
the diversity and competition in the financial tgyss and providing market signals on
current situations and future expectations. It adse@n observed that stock markets
(Emerging) have the potential to help to wealtld dong term capital needed for
development thereby facilitating poverty reductiand the improvement of living
standards (Okereke- Onyuke 2003). It has beendsthtg the future of Africa’s stock
markets is the future of the poor in Africa (Bron2003).

The jobs, businesses, prosperity and the futurhefregion lie in the stock’s markets
ability to mobilize capital for economic developmerand growth . The securities
exchange can be a powerful tool, for growing indmes capital that will attract

international capital if they are well designed aset up, properly regulated and



supported by appropriate government policies (Streeind Zamala 2002).Clearly then,
capital market development is central to economoevth (development) of any country.
Demirguc and Levine (1996) put forward various perfance indicators that can be used
to gauge the level of development of a capital mtarkhese are: market capitalization as
a proportion of Gross Domestic Product (GDP), valtistock traded as proportion of
GDP ,turnover ratio, number of listed companiesrkaia concentration, volatility of

stock returns, degree of integration between natiand the world markets.

In Kenya, the capital market has not played it® ol capital mobilization, though if
properly organized it could be a source of moebded capital necessary for, economic
growth ( Wagacha 2001). Additional supply of capisaurgently required to maintain
the momentum of the growth in GDP. Also in Kenya,aganized capital market can
serve as a medium for transferring part of thermgs ownership of foreign corporations
to the citizens. Central to the efficient functiogiof a capital market is the development
of the stock market. The emerging capital markétSautheast Asia move successfully
used the stock market to mobilize savings and atladnsuch savings to appropriate

investment (IFC emerging market Data base 1990).

Kenya'’s capital market has been described as narmlasshallow. The stock market and
private bond market have been raising less thawfl§towth financing. The vision 2030
development plan aims to achieve an annual econgraigth of 10% with an investment
rate of 30% to be financed mainly from mobilizatiohdomestic resources. There has
been significant focus on capital market developmeith special emphasis on the
institutional development of the stock market amel introduction of new instruments in

the bonds market. Long term capital is teemed.

1.1.1 The Nairobi Stock Exchange

The NSE was incorporated under companies act of&&891 as a company limited by
guarantee and without a share capita(NSE,MA AND ¥991).C.M.A AND 1991)The
NSE is an example of an emerging stock markethhatbeen characterized by humble

beginnings yet has grown considerably over timestdinds out as an average stock



market with great potential for growth. It accoufusover 90% of market activity in the
Eastern African region and is a referral pointamis of setting standards for the other
markets in the region (World Bank).However, as mr@®ging capital market is has faced
challenges to its development and growth such ascguic depression in and political

uncertainty among others.

In 1994 the NSE was rated by the International m@eaCorporation (IFC) as the best
performing emerging market in the world with a raetef179% in dollar terms (Odundo
2004). Before independence in 1963, there weretab@listed companies at the NSE,
the period 1970’s saw about twenty more listed camgs and since 2000 there were
fifty four listed companies. The slow at which canpes are listed is a concern and
needs to be investigated (listed companies 200E).WMStoday poised to play an
increasing important role in the Kenyan economyeeilly in the privatization of state
evolved enterprises. NSE facilitates the mobil@atof capital for development and
provides savers in Kenya with an alternative sawow. Funds that would otherwise
have been consumed or deposited in bank accountedirected to promote growth in
various sectors of the economy as people inveseaurities. NSE can also be used by
the government and local authorities as an alteaburce of funds to increasing taxes
in order to finance development projects. NSE isedu as an instrument of
privatization and also as an avenue of liberalmatf sectors previously dominated by

the government.

1.2 Statement of the Problem

Kibuthu (2005) in studying capital markets in emeggeconomies observed that prior to
the late 1980’s,international donors and governmémtdeveloping countries held the
notion that entrepreneurial functions could be sdrbetter by the state through state
ownership of the means of production, taxationersging and regulation. Poor
performance of the public sector, misallocation refources, market distortion and
negative economic growth influence a re-evaluatathe state-led development
strategy. In the past 15 years, liberalization @ndatization have become dominant

themes in development strategies particularly irricaf Donors, governments and



development practitioners have exhibited changitigudes towards the role of the
private sector in the development of African ecoresrand acknowledged the need to

facilitate private sector development.

Promotion of economic growth led by the private teec requires an enabling
environment which the private sector can flouristkey factor is the healthy growth of a
nation’s financial sector, which in turn improvéd® tprivate sectors’ access to services
such as bank credit, equity capital, payments @&atdmanagement services (The World
Bank 2002, paper 14).0dundo (2004), while examiritreg overview and evolution of
investments in sub-Saharan Africa with special resfee to Kenya, observed that
financial markets typically comprise of severaltitugions including banks, insurance,
mortgage funds, finance companies and stock marketsas also observed that, in
developing countries, financial markets are dongiddty commercial banks, which have
not been reliable sources of long- term financifige non-bank sources of medium and
long term are generally underdeveloped. Heavymeéaon banks increases vulnerability

of financial systems as exemplified by the Asiaraficial crisis in the 1990s’.

Demirguc and Levine(1996),Singh(1997) and Levind @ervos(1998) find that stock
market growth plays an important role in predictiiogure economic growth in cases
where the stock markets are active. Consideringatt®/e arguments by Demirguc et
al.(1996) shows that economies without well-fungithg stock markets may suffer from;
limited risk diversification; lack of informatiorbaut the prospect firms whose shares are
traded. This has led to the development of prograyng/orld Bank, IMF and ADB for

the development of the emerging capital marketieiweloping countries.

In a study by Morland (1995) he observed that desfiie positive and encouraging
development in the restructuring of African finaalgystems, stock market development
in Africa is grossly incomplete. With exception 8buth Africa the emerging stock
market in Africa are by far the smallest of anyioeg both in terms of numbers of listed
companies and market capitalization. Only four cam@s were trading in Swaziland in

1995, twelve in Botswana, fifty six in Kenya andeohundred eighty one in Nigeria



compared to over seven thousand in the U.S. Morethes listed companies consist
mostly of foreign firms a reflection. of the wegkjvate system in these countries. In
absolute term market capitalization as of Decenil®85 ranged from Usd 189 million
Namibia, Usd 397 million in Botswana, Usd1676 roifliin Kenya, and Usd2033 in
Nigeria and Usd2038 in Zimbabwe.

Kenya’'s capital market has come a long way sinee ¢buntry’s independence in
1963.The capital market now comprise of; the trgdiebt and equity over the Nairobi
Stock Exchange(NSE);debt capital markets(bondsgjdpment financial institutions

(DFI's) and pension funds. The financial sectorypla crucial role in financial sector
development and the realization of value. In paléc the market assists in price
discovery, liquidity provision and proper allocatiof risk between various participants
on a more macro-economic level, the capital maskpositively correlated to a country’s

economic growth.

Notwithstanding the above, Kenya’'s capital marketfaced with challenges. The
financial sector is inordinately skewed towardsKiag institutions that are yet to provide
long-term capital on adequate basis. Furthermouéyegnd debt market are struggling to
gain momentum, partly due to the fact that onlycbépanies are listed on NSE, with
only a small proportion of shares attracting siigaifit trading volumes. The experience
of the recent Kengen and Safaricom LPO’s which wee#t oversubscribed by Kenyan
savers and institutions serves as a clear inditdhat there is appetite amongst Kenyan
market participants for a more diversified finahciasset risk (Mara 2009).The
government of Kenya, in realizing the importanceh® stock market, instituted various
measures including the establishment of a regylatwody called Capital Market
Authority (CMA) in the late 1980s.However,despit@ious measures instituted by the
government at different times, performance indicaghow a relative poor performance
of the NSE compared to other emerging stock marKétsse include: low turnover ratio,
low market capitalization to GDP ratio and low alof stock traded to GDP ratio
(IFC,2000).However, as foreign aid to Kenya is ohey, the stock market has become

an important avenue for accessing and competinfpfergn funds(G.O.K 1994).



In the light of these developments, it is necessarngentify and analyze all the factors
that limit the development of the capital marketeimerging markets (Kenya) and to
suggest necessary policy recommendation. Thustingy sought to answer the question;

what are the factors affecting the developmeninoémerging Capital market?

1.3 Objective of the Study

The main objective of the study is to determineftwdors that affect the development of

emerging capital market -The case of Kenyan firelnoarket.

1.4 Significance of the Study
The findings of this study will be important to tfelowing groups:

Government Policy Makers

The study findings will provide the policy makergttwan opportunity of understanding
the issues and constraints that affect the devedopwof the capital market in Kenya and
in other emerging capital markets. It also helps tkgulators to determine good
regulatory framework which will facilitate the fastdevelopment of the capital market
through policies and regulations which will createl enhance an enabling environment.

The regulators include CMA, NSE and the government.

Investors
The study findings will assist investors with goportunity of knowing the constraints

facing the market and its future prospects.

Academicians

This study findings will provide academicians infation regarding the performance of
our capital market and particularly constraintsrfgat. It will also provide insight and
act as a base for future research concerning thitatenarket.



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter presents the literature review ofgtugly; the objective of the study is to
investigate factors affecting the development oergimg capital markets. This chapter
explores the theoretical models of stock marketspigcal findings of other research
studies on the same subject. The empirical stugxsws that Market Information and
Efficiency, Legal and Regulatory Framework, Podti€limate, Market Transparency,
Operating Cost, Tax Policy, Level of Countries Emmic Growth and Transaction

Processing System.

2.2 Theoretical Framework
2.2.1 The Efficient Market Hypothesis

Capital market development is an important compbpoéiinancial sector development
and supplements the role of the banking systenesanomic development. Specifically,
capital markets assist in price discovery, liqyidirovision, reduction in transaction
costs and risk transfer. They reduce informatiorst cthrough generation and
dissemination of information on firms leading tdfi@ént markets in which prices
incorporate all available information{Yartey and jasi (2007),Garcia and
Lieu(1999)}.Overall, stock markets provide markquldity that enables implementation
of long term projects with long term payoffs thergiromoting a country’s economic
growth endeavor. Moreover, efficient markets ndiyavail resources to investors, they
also facilitate inflow of foreign financial reso@s into the domestic economy. The fact
that debt and equity markets are not thriving leenghe credit market play a significant
role in financing investment while deposits formsignificant proportion of the financial
asset basket (Ngugi et al 2009).The efficient Matkgpothesis is the basic theory
describing the behavior of a perfect market in \Whisecurities are typically in

equilibrium, security prices fully reflect all publinformation available and react swiftly
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to new information; because stocks are fully andyfgriced, investors need not waste
time looking for mispriced securities.

There are three major versions of market Efficienayak, semi-strong and strong. Weak
EMH states that prices on traded assets alreadgctedll past publicly available
information. Semi-Strong EMH claims that both tpates reflect all publicly available
information and that prices instantly reflect nemblic information. Strong EMH claims
that prices instantly reflect every hidden inforroat(Burton, 1996).

2.2.2 The behavioral Theory

The efficient Market theory concept was later avadled by academicians although there
is sufficient evidence of the relevance of the tigedcademicians and other practitioners
recognize that emotions and other subjective fagbtay a role in investment decisions
which has resulted in a significant research whishreferred to as behavioral
finance(Gitman, 2006).Behavioral finance hold tiewthat, in practice, markets are far
from perfect and investors are not rational but maivated by greed, fear and other
emotions. According to the behavioralists, manyesters let their emotions overrule
rational analysis. They say even the most rationakstor cannot totally eliminate
emotion. Emotion is an important aspect of humandimn can influence decision
making (Gitman, 2006).The emotional state of ineesstvas no doubt the most important
factors causing historical market dip in the NSEiry the post election violence in
2008.

2.2.3 The Agency Theory

Agency theory has provided a useful tool for dethidnalysis of the determinants of the
complex contractual arrangement called the modempotation. A survey of the
application of this theory to the conflicts of irget between corporate managers, stock-
holders, and creditors find that the analysis da#sén conflicts and their resolutions
increases the understanding of the survival of n@mtractual practices that therefore
have been taken for granted or viewed with greapision. It also illustrates the often
close relation between financial and organizatiopghctices (Smith and Jensen,
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2000).Under the theoretical model, the value ofitumsons to shareholders results from
their regulation of transactions and agency cdstazernance indicators are a reflection
of the ability of institutions to effectively suppiothe minimization of these costs,

ultimately born by shareholders. These indicatammose measure of the stability of
governments, the proper regulation of markets, #red degree of corruption. These
factors shape the ability of institutions to govéra financial markets. Better governance
environments can increase returns to shareholgersducing both transaction costs and
agency costs (Hooper et al, 2005).

2.2.4 The Capital Asset Pricing Model

This was a theory developed separately by Willidrage (1964) and John Linter (1965)
and used to identify the adequate cost of capitgbrbject valuation (Brounen et al.
2004). Ball (2001 defines it as ‘a method of estingaexpected returns which passive
investors would otherwise have earned in the alesehdnformation being tested .The
CAPM equation looks like this: E(R)=Rf + b(Rm-R})@tock’s expected return (E(R) is
equal to a riskless rate (Rf) plus risk premium poond by b and the amount of a stock
of average risk (Rm) is expected to earn abovdessk rate (Rf).CAPM was developed
to explain the behavior of security prices and meva mechanism whereby investors
could assess the impact of the proposed secukigsiment on portfolio overall risk and
return, CAPM provides a useful conceptual framewiarkevaluating and linking risk
and return. An awareness of this trade-off and téemgt to consider risk as well as
returns in financial decision making should helpnangers achieve their goals (Gitman,
2006).

Over the past few decades the world stock markesheged and emerging markets have
accounted for large amount of this boom. The spaed extent of stock market

development in developing countries have been uepented and have led to

fundamental shift both in financial structures etd developed countries and in the
capital flows from developed nations.
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A key indicator of stock market development, thepitdization ratio (market
capitalization as proportion to GDP) rose at apracedented rate in leading developing
economies during 1980s and the 1990s climbing ftomd0 the over 84 percent in

countries such as Chile in the course of two dexade

New theoretical research works show that markeeldgwment might boost economic

growth and empirical evidence tends to provide seogport to this assertion. Levine

and Zervos (1998) for instance, find that stock keadevelopment plays an important
role in predicting future economic growth. Capitahrkets are an essential part of the
financial sectors of modern economies, providirigrahtive savings posts tools and non-
bank sources for financing for enterprises, theketarpromote economic growth through
improved efficiency in savings mobilization (SchiniéHebbal et al, 1996).

Porter (1993) observes that over the past few yeavestor interest in the world’s
emerging markets has expanded significantly. Thatldeen fuelled by the relatively high
return recorded by emerging market and by theicgyeed potential for large returns in
the future. Barry and Lockwood, (1995) also noteat emerging capital markets recently
have attracted the attention of global investord anoholars alike. The markets are
characterized by high average returns, high vdlatiind excellent diversification

prospect in combination with portfolios from devallog markets.

Kimura and Amoro (1999) found that there was a pdegree of correlation between
economic growth and growth of the stock exchande fbrmer averaged 3.8% in the
period 1985 — 1996 while the later averaged onBdas measured by the number of
guoted companies. The results indicated that amfapbor is general lack of awareness

and information on the role, functions and operatiof the stock exchange.
2.3 Characteristics of Emerging Capital Market

Ellefsen, (2004) noted that emerging capital marlgtow the following characteristics

which distinguish them from developed Capital marke
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First, market size in emerging markets is far semathan developed markets. The overall
size of their economies and the size of their fom@n market in relation to their

economies as a whole is relatively small compaoateiveloped countries.

Secondly the market is not open to all. Foreignesters are restricted. There is an

ownership restriction.

Thirdly, there is market inefficiency in emergingrket. New information is not quickly

reflected in the securities prices.

Fourthly, the policy enrolments in many emerginghkets are very unstable.

Fifthly, market liquidity in emerging markets idiguid. Investors in merging market are
particularly concern about the case of capital mmm owing to emerging markets

spotty liquidity.

Other characteristics include low market activitigew companies keep the market
active) few market intermediaries lack of electmtrading, no qualified personnel of
emerging capital markets. The term emerging capii@ket may be used to mean the
same as “emerging stock market. However the terapital” could involve various

combinations of debt and equity securities. Theaness and similarities in what
constitute stock and capital explain why we uséhseems as emerging capital market
and emerging stock market interchangeably. Intdiegal sense however the two terms

are somewhat different.

Emerging capital markets are financial markets tkatde in the low or middle income
economies or where the ratio of investible marlagtitalization to GNP is low. Such

parameters to classify based on the above twaierifee bond market of Hong Kong and
Singapore are classified as the emerging capitaket®a The emerging capital markets
nations have a large population size but a verydbare of world GNP. Out of 155 of the

emerging market Nation’s only 81 have equity market
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Barry and Lockwood (1995) observe on the definitmavided by IFC that the World
Bank’s guide line is that a developing countryme avith low-to-middle income which in
1992 meant a per capita GNP (Gross National Prypdwdt less than US
$8,356(Washington OC; IFC August 1998).

In the above definition most of the markets clasdifas emerging markets might be
omitted. Generally there is an overlap between etarklentified by some as “emerging”

and those that are identified as developed.

As a result of lack of clarity in the definition efnerging markets the study will take a
departure from the restrictive lists provided by #conomist and IFC. Instead it will
argue that the term emerging stock market coveiglynatock markets in developing
countries which have not yet developed to the si@wels of sophistication and market

capitalization as stock markets in a number of tigesl countries.

2.4 Role of Capital Markets
There has been consideration interest in the dpwedat of capital market in many
developing countries in the last twenty years oasd evidence of the role of financial

markets in economic development is well documented.

Goldsmith (1969) in a study of 36 countries drawonf both developed and developing
countries over the 100 years institutions’ asset&NP and output per person. Gold
Smith presented data showing that (with some elaegpt periods of more rapid growth
in the economy have been accompanied by an aboeeages rate of financial

development.
Levine (1990) shows that stock markets acceleradety by facilitating the ability to

trade ownership of firms without disrupting the guctive process occurring within firms

and allowing investors to hold diversified porttsi
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The stock exchange helps to mobilize domestic gavithereby bringing about the
reallocation of financial resources from dormanattive agents. Long term investments
are made liquid as the transfer of securities betwshareholders is facilitated (Masinde
and Kibua 2004).

The capital markets facilitates the mobilizatiord atlocation of medium and long term
funds for productive investment by; Providing a gienmechanism for the transfer of
funds, facilitating companies access to a large bamof local and foreign investors.
Widening the array of financial instrument avaialbbd savers and investors; increasing
diversity and competition in the financial systeamsl lastly providing market signals on

current situations and future expectations (Wanktlouthu, 2005).

Generally, the effective functioning of capital heirrequires the following; existence of
an exchange clearing and settlement system, egesteh a legal system to enforce
contracts and the availability of information ondncial soundness and future prospects
of companies and governance of corporations in@erathat gives investors confidence
that their funds may not be stolen or wasted (WBddKk).

2.5 Challenges in Developing Capital Markets

There has been a considerable development in theaAf Capital Market since early
1990s.Prior to 1989; there were just five stockhexges in the sub-Saharan and three in
North Africa. Today there are nineteen stock exgeanranging from startups like
Uganda and Mozambique stock exchanges to the [Mdigemd Johannesburg stock
exchanges with the exception of South Africa, nidsican stock markets doubled their
market Capitalization between 1992 and 2002.

The rapid development of stock markets in Africeeslmot mean that even the most
advanced African stock markets are mature. In nobsthese stock markets, trading
occurs in only a few stocks which account for asiderable part of the total market

capitalization. Beyond these actively traded shatiesre are serious information and
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disclosure deficiencies for other stocks. Furthgresvision by regulatory authorities is

often far adequate.

Indicators of stock market development show thaicAf markets are small with few
listed companies and low market Capitalization. Dgut-Kunt and Levine (1993)
indicated traits of characteristics of stock marttetelopment as: market capitalization,
the number of listed companies, new capital raif@ugh offering, information

disclosure, transparency rules, trading costs aawtten efficiency.

Many of Africa Stock exchanges are small, undertbpesl, and illiquid. They tend to
operate in isolation from other markets, have loading volumes are sheltered from
competition by national regulations and face basrie capital mobility. Low liquidity
means that it will be harder to support a localkaawith its own trading system, market
analysis, brokers and the like because the busumdsses would simply be too low.
Institutional and Infrastructural indicators, likee existence of a strict market regulator,
governing law and nature of trading systems hasgeadiraged local entrepreneurs and
indigenous enterprises that wish to raise fundsnfroapital market. These barriers

facilitate stock exchange to operate like closediyership organization (Asea, 2003).

According to Sheehan and Zavala (2005), it is diffi to create an efficient regulating
system. Lack of trained manpower and experiencadequately police the modern
regulatory schemes (Asea, 2003). Pardy (1992) ndstehat there are two building
blocks necessary for thriving a security market;

First a macroeconomic and fiscal environment conguto the supply of good quality
securities and sufficient demand for them. Secqgnuigrket infrastructure capable of
supporting efficient operations of the securitiesrket. The market infrastructure
include; institutional infrastructure which provel¢he operational basis for the market,
relates to intermediaries that provide trading streent, management and financial
advisory services; Secondly, the regulator relat#only to the government body has the

power and responsibility to supervise the market; &lso include self regulatory
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organizations such as Stock exchange, Accountiagdards Boards and Accounting and
Auditing Professional Association and Thirdly; flegal framework. Poor savings culture
in Africa has constrained demand and supply of tgguai the stock market due to the

diverse reasons; poverty, war., unrest and diseases

Kofi (1998) found the following factors to have sbrained the development of Ghana
Stock Exchange; Lack of effective educational Cagrpamanual clearing

System, lack of Central Depository Control Systdaw level of public awareness,
restriction of foreign investors, inappropriate ukgory factors and Macro economic and

fiscal factors.

In most emerging economies there is a large nurabeelatively small-family owned
businesses, where there is little or no effectimésobn of ownership and control. This
type of business structure conduces to internaksiodding, the bequeathing of shares to
family members and use of own funds and bank creatiter than capital market

financing.

2.6 Empirical Studies
Factors Affecting the Development of Capital Market
2.6.1 Market Information and Efficiency

Lack of awareness is a major factor and informatinrthe role, functions and operations
of the stock exchange. For companies, the quesinat so much lack of knowledge but
a concern that the risks associated with additiosiaclosure are not adequately
compensated by additional returns. Public disclsof relevant information about

securities is important for both pricing efficienagd market confidence.
Chupe and Atkin (1992) contend that information nasyetries abound in financial

markets. Disclosure requirements for Public comgmnmust ensure that financial

information is available to investors in way thatifitates intercompany comparisons.
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Pardy (1992) and Pagano (1993) reaffirmed the néadiequate disclosure of sufficient
information by companies who desire to raise fuinds the public. This disclosure will
facilitate increased investors’ confidence in theck markets. Those companies issuing
securities should be subjected to additional dsale as imposed by the listing rules. In
emerging markets, there are many barriers to tksediination of information and
information asymmetries are profoundly found inseemarkets. Trading on insider
information is common and tends to destabilizedtoek market particularly where the
financial system is controlled (Kumar and Feldmd®95; Chuppe and Atkins,
1992).Also a study by Cheung and Krinsky, (1994)fcmed under-pricing of securities

by investment banks in an environment of informagsymmetry.

In addition, banks tend to indirectly discourage #itock exchange as a means of raising
capital since they play the dual role of being sBtugent advisors as well as lenders. For
the stock exchange itself, there is both inadequmtketing of itself as well as lack of a

sufficient number of products to attract the inurgpublic.

2.6.2 Legal and Regulatory Framework

Legal and broader institutional environment plagsiraportant role in the development

of the financial markets. Laws and enforcement rapigms that protect investors,

clearly define property rights and support privedatractual arrangements are crucial for
adequate functioning of financial markets. Empirmadence shows that regulations that
protect creditors and minority investors are asdedi with deeper and more active
financial markets, increased valuations, lower eomi@tion of ownership and control,

greater dividends payout.

Beck (2000), an empirical study done in Brazil olied that legal environment is the
first impediment to financial system developmenecB found a strong relationship
between the financial development and legal enwiremt. Levine (1999) also found a

strong link between legal environment and finandalelopment.
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In order to facilitate capital development in thmezging market, the legal environment
should be favorable. The environment should prawesland regulations which not
prohibitive in nature. In Kenya, CMA has been maadé&o regulate the capital market.
Currently, there are multiplicity of regulators anejulations in Kenya governing the
capital market. They include the Central Bank oy Capital Markets Authority,

Retirement Benefits Authority and Commissioner wdurance. All these bodies enact

policies that affect the development of the stockkét.

The Capital Markets Authority as the regulatory rage must alter its
approach from the sometimes heavy-handed type afraloto a more proactive,
creative and supportive role in order to assistthe creation of a more vibrant
and forward looking capital market environment. sThit can do by seeing
itself as a catalyst in development rather thanaagraditional regulator of what

is a very small market.

2.6.3 Political Climate

The political climate prevailing at any given time the country will affect the

development of the stock market. Political inst@ibd like wars, coups, insecurity,
uncertainty of general elections etc affect investindecisions. (Levine and Zervos
1996).

2.6.4 Market Transparency

Analyzing the amount of information available iretmerging markets raises the notion
of the accuracy of the information. The degree tactv markets are transparent and
competitive affect investors’ ability to gain infoation and develop performance
expectations. Though all markets exhibit varyingygrdes of transparency, emerging

markets are likely to be less transparent thanldped market.

Transparency in dealings will enhance the marketfidence. In NSE most of the
dealings are done through brokers which can enldalmodéed disclosure of some vital

information which can lead to of market manipulatigOssei, 1998).
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2.6.5 Operating Cost
The operating-transaction costs should be withreptable limits aimed at minimizing
returns. These costs include: brokerage fees, obgtrinting, legal & accounting

expenses and fees for NSE.

2.6.6 Market Openness

Market can be open or closed to foreign invest&scessive barriers especially to
foreign investors hamper the development of angkséxchange. Example is the Kenyan
25% rule where investors are to allow the local®wm 25% of holding in any foreign

investment in Kenya.

Bruner et al (2003) studied 33 developing coustti® ascertain the extend of market
openness in those countries. However, they notatl ahly 18 out of 33 listed as
emerging markets are 100% open to foreign investiauath the remaining 15 markets are
either closed to foreign investment or having vagyrestrictions on foreign ownership.
The most common restriction include; special clasgeshares for foreign owners; limits
on foreign ownership; limits on ownership held bsiragle foreign shareholder; company
imposed limits that differ from national law; andational limits on aggregate foreign

ownership.

Demirgug & Levine (1996) finds that he restrictiplaced on foreign investors on the
above restrictions constrain the performance of tapital market. However the

restrictions vary from one country to the other.

2.6.7 Tax Policy

If the fiscal policies are not favorable then tharket will be drastically affected.
Different rates influence how investors will inves$ieir funds and in which security
which has high net margins (Wagacha, 2004)

Demirgug-Kunt and Huizinga (1992) study has imglaa for the design of tax policy

related to foreign portfolio investment in develogicountries. They indicate that the
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existence of foreign tax credits for dividends paithgests that a country should tax
capital gains lightly in comparison with repatrétdividends. Lyon(1992) finds that
differing tax treatment of equity and debt can tredivergent costs in the used of

retained earnings, new share issue and debt finance

2.6.8 Level of Countries Economic Growth

The empirical evidence clearly shows that more kibpesl countries have deeper and
more efficient financial systems, including capimbrkets(Beck et al.2003).Monetary
and fiscal policies, as well as economic stabilitg also positively related to capital
market development. The reason is that the findcoiatracting becomes more difficult

in high inflation environment.

Income levels affect the performance of the mark€wmuntries with high income are
more developed compared to low income countriesKBleevine and
Laoyza, 1999, Cull 1998).

Pardy, (1992) noted two variables which are necgska the faster development of
capital market: macroeconomic and fiscal environmaem market infrastructure. The
macroeconomic factors include; inflation, interesite; foreign exchange rates;

government expenditure.

The size of the economy may affect capital marletetbpment. Security market may
gain efficiency by expanding their volumes and nambf participants through both
supply and demand .Also, larger economies tenave harger firms, which are likely to
have minimum threshold necessary to achieve adedjqatdity.

2.6.9 Transaction Processing System

The transaction clearance and settlement systesgsyiges transfer, registration and
custody will affect the development of the stockrke& This challenge is being
addressed in Kenya by the introduction of the CizS$esn.
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The Nairobi Stock Exchange has experienced lagklugierformance over its
entire existence since it was founded in 1954. Otrex years the number of
stocks traded have stagnated at around 55 < quotedmparoes.

Ordinarily one would expect to find a significanegiee of correlation between
economic growth and the growth of the stock exckarhe former has averaged
3.8% p.a. in the period 1985-1996 while the lat®reraged only 0.6% as
measured by the number of quoted companies. Thdy swill help highlight factors

which contributed as to why there has been such ¢pawth in the exchange.

Summary of the Literature Review

From the literature review, capital market develepmappears to be a function of
macroeconomic and Institutional factors. These Btarket Information and Efficiency,

Legal and Regulatory Framework, Political Climakéarket Transparency, Operating
Cost, Tax Policy, Level of Countries Economic Grovdnd Transaction Processing
System.

Levine and Zarvos (1998) find a strong relationdbgpwveen strong market liquidity and
capital market development.Pagano (1993) findsamgtrelationship between regulatory
and institutional factors and stock market develepin Levine (1996) finds that
countries with well developed stock markets alswehdetter developed financial
intermediaries. Yartey (2009) finds that macroeaenicofactors such as income level,
gross domestic investments, banking sector devedaprprivate capital flows, and stock
market liquidity are important factors affectingetidevelopment of capital market in
emerging market. Political factors, law and order also factors which affect capital
market development in emerging market
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction
This chapter discussed the methodology used iregathdata, analyzing it and reporting
the results. The researcher aimed at explainingrgitnods and tools used to collect and

analyze data to get proper and maximum informattated to the subject under study.

3.2 Research Design

A descriptive research design was used at finding the factors affecting the
development of an emerging Capital market. A dpsige research design is a technique
for answering who, why and how questions Yin (19%fines a case study
as’...empirical enquiry that investigates a conterappphenomenon within its real life
context, when the boundaries between phenomenonttenctontext are not clearly
evident, and in which the multiple source of evickeilare used. The descriptive research
design aimed at identifying factors that affect thevelopment of capital market in

emerging economies.

3.3 Target Population

The population comprised of the 56 listed compamesSE for the period 2005-2010.
The listed companies highlighted the role and henefccrued in being listed and
challenges encountered. The central Bank of Kemgaiged the economic growth data
from the period 2005-2010 through their monthly aadnual economic review
publications. The focus of the study was on thergmg market development. NSE
provided more information considering the empirieaidence as stated above. Empirical
evidence shows that there is a perfect correlatetveen well developed stock market

and economic growth (Corporale et al, 2004).
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3.4 Data Collection

The study used secondary data in ascertainingatirs which highlighted both the
macroeconomic and institutional factors on the tgpraent of the capital market. The
central bank of Kenya provided details of GDP fwe period 2005-2010. Both NSE and
Central bank provided details of both macroeconoamd institutional factors which

include; stock market liquidity, macroeconomic dtgh savings and investments;

income levels; private capital flows; law and orded political risk. The period covered
will be 2005-2010

3.4.1 Measurement of Variables

Stock Market Liquidity (SML) - The study measured stock market liquidity usialyie
traded as percentage of GDP. This data was provigédSE.

Macroeconomic Stability (MS) According to Garcia and Liu(1999),inflation cae b
used as a measure of macroeconomic stability thradega from Central Bank Of
Kenya(CBK).

Income Levels (IL) This study used GDP per capita in Kshs to meatwe income
level per capita income. This explained the aaitfactors influencing the growth of the

stock market. This data was obtained from Kenyaddat Bureau of Statistics (KNBS).

Private Capital Flows (PC) This study measured foreign investment as peagenof
GDP and net Capital flow as a percentage of GDRa Da this variable was obtained
from NSE.

3.5 Data Analysis
Since secondary data was used, descriptive statiamalysis was used: measures of
central tendency, measures of variability, and messof frequency among others such

as frequencies, mean scores, regression analystharstandard deviations. On the other
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hand qualitative data was analyzed using factotyaisa Factor analysis was preferred
because it allows for both quantitative and quiiaoperations.

The quantitative data was coded and thereafteyae@lusing SPSS package (Eviews-
Version 3.1). The study used regression analysgetermine the relationship between
the variables of the study. Studies by Yartey (3@0&l Lazaridis and Trofornidis (2006)

have used regression analysis while researchinglationship among variables.

The variables: income levels, banking sector dgraknt, savings and investment, and
stock market liquidity all use GDP as the measurgmariable upon which the stated
variable is measured. However the independent hMasawill be market capitalization,

trading volumes and change in stock prices. Mackgitalization was calculated using
annual share price and shares issued. The studyals@as analyzed using multivariate

regression model and SPSS which aided the analysis

The following is regression model was used in deiging the impact of each stated

variable in the Stock Market Development.

V=a (IL) + b(BSD) + c(Sl) + d(SML) + e(MS) +f(PC)+ g(IQ)
Where:

\% Stock Market Development

BSD Banking Sector Development

SML Stock Market Liquidity

PC private Capital flows

IL Income Levels

Sl Savings and Investments
MS Macro Economic Stability
IQ Institutional Quality
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However, the coefficients a,b,c.d,e,f, and g regmes the constants variables to the
respective independent variables and shows tistirgxirelationship between each of the

independent variables and the dependable variable.
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CHAPTER FOUR
DATA ANALYSIS AND INTERPRETATION OF RESULTS

4.1 Introduction

This chapter discuses the data analysis, findimgerpretations and presentation. The
objective of this study was to study factors affegtthe development of emerging
Capital markets-The case of Nairobi Stock Exchangee chapter starts with data

analyzed using descriptive statistics, then regrasanalysis.

4.2: Descriptive Statistics Variables

Table I: Descriptive Statistics Variables

\% BSD IL SML MS PC 1Q Sl

2005 | 0.3263 | 0.285 |40,292.00 0.0258 | 4.9 0.0017 | 0.0873 | 0.1164
2006 | 0.4881 | 0.2754 | 44,899.00 0.0585 | 7.3 0.0007 | 0.1295 | 0.1327
2007 | 0.4653 | 0.284 |49,204.00 0.0485 | 5.6 0.0245 | 0.1598 | 0.1516
2008 |0.411 |0.3142 | 54,371.00 0.0058 | 17.8 | 0.0207 | 0.0337 | 0.1439
2009 | 0.3659 | 0.3287 | 57,887.00 0.0057 | 5.3 0.0016 | 0.0125 | 0.1501
2010 |0.5184 | 0.341 |63,184.00 0.0488 |4.51 |0.007 |0.17 0.5661

4.2.1 Stock Market Development

The dependable variable of interest is stock madetelopment .We measure stock
market development using market capitalization gsaportion of GDP. This measure
equals the value of listed shares divided by GOt dssumption behind this measure is
that the overall market size is positively correthtvith the ability to mobilize capital and
diversify risk on an economy wide basis. The priymaie of stock market is to provide a
market where financial instruments can be traded iregulated environment without

constraints.
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Figure 4.1: Stock market development as percentagd GDP
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Stock Market Development expanded from 2005- 208&tracted in 2009 then
expanded in 2010. Market development has grows98% from 2005 — 2010 (0. 3263 to
0.5184).

4.2.2 Market Capitalization Ratio

This measure equals the value of listed Sharesletivby GDP. The assumption behind
this measure is that overall market size is paaiicorrelated with the ability to mobilize
capital and diversify risk on economy wide basise Total value traded ratio measures

the organized trading

4.2.3 Foreign Direct Investments (FDI)
Flow of foreign direct investment to and from theuotry is used as a control variable
since we believe that foreign direct investmerdnsimportant determinant of economic

growth.
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Figure 4.2: Foreign Capital Investment as percentagof GDP
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The foreign Capital investment increased from 2@08007 (0.0017-0.0245) by 1,176%
then started declining to 2010 by 82% ( .02496Y).

4.2.4 Income level

Real income has been found to be highly correlai#iu the size of the stock market. We
use the log. GDP per capita in Kshs. to measuréntteane level. According to demand
driven hypothesis, the expansion of an economy evéate new demand for financial
services, such increase in demand will exert presso establish larger and more
sophisticated financial institutions to satisfy tiew demand for their services.

Figure 4.3: Per Capita Income levels in Kshs.
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From the above graph, it is observed that per @dpitome level has been increasing
steadily from 2005-2010.

4.2.5 Banking Sector Development

In order to determine whether stock market develamnis significantly correlated with
banking sector development, we include a measubawking sector development in the
regression. It uses the value of domestic creditiged by the banking system to private
sector relative to GDP as a measure of bankingsdetvelopment. Private credit is the

most comprehensive indicator of the activitiesahemercial banks.

Figure 4.4: Banking Sector Development as percentagf GDP

Banking Sector Development
0.4

0.35

0.3 \'/’

0.2

% Growth-

Banking Sector
0.15

0.1

% Growth of the Banking sector

0.05

2005 2006 2007 2008 2009 2010

Year

The Banking Sector Development has grown from 220H by 21% ( 0.285 to
0.341).The banking sector development has beeheuogward trend which shows good

indicator towards future stable financial market.

4.2.6 Savings and Investments

Stock markets like financial intermediaries’ intemiate savings to investment projects.
Domestic savings is equal the sum of household emtdrprise savings, usually the
higher the savings, the higher the amount of chff@as through the stock market. We
usually expect savings and investments to be itapbideterminants of stock market
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development. However, savings and investments nwybe highly correlated with

income. We use gross domestic savings as % of GDRj@ss investment as % of GDP.

Figure 4.5: Domestic Savings as percentage of GDP
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Domestic Savings have been growing steadily fro@522009; however it grew rapidly
in 2009-2010.1t is worth nothing that domestic s@gi grew by 280% ( from 0.1501 to
.5661).

4.2.7 Macroeconomic Stability

Macroeconomic stability is very important factorr fthe development of the stock
market. We expect that the higher the macroeconataigility the more incentive firms
and investors have to participate in the stock etafkurther more corporate profitability
can be affected by changes in the monetary, femedlexchange rate policies .Therefore,
we expect the stock market in countries with stabéeroeconomic environment to be
more developed. To determine the impact of macrmamic stability, real interest rate
and current inflation mainly because of their intpoce in the previous studies.

Regarding inflation, the conventional wisdom abitwt role of stocks is that they provide
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a hedge against inflation or that the nominal ggsihould be positively related to

inflation.

Figure 4.6 Inflation Rate Trends 2005-2010
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The inflation rate increased from 2005-2008, therdeclined from 2008-2010.The
highest inflation rate was experienced in the y2@08 with an annual rate of 17.8%
thereafter decline 5.3% in 2009 and further dediin4.51% in 2010.

4.2.8 Stock Market Liquidity

Liquidity is the ease and speed at which econormgents can buy and sell securities.
With liquid markets the initial investors do notsé access to their savings for the
duration of the investment projects because they ezsily, quickly, and cheaply sell

their stake in the company. Thus more liquid malaiuld ease investments in long-
term. Potentially more profitable projects, therdiproving the allocation of capital and

enhancing prospects for long term growth. The ntiongd the stock market the larger

the amount of savings that are channeled througlsttitk market. Therefore we expect a
more liquid market to lead to higher stock markevelopment. We measure stock
market liquidity using value traded as a percent#g@DP. This ratio measures the value
of equity transactions relative to the size of élsenomy. This measure does not directly

measure how easily investors can buy and sell skarposted prices. However, it does
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measure the degree of trading relative to the sizéhe economy. It therefore reflects

stock market liquidity on an economy-wide (Levimsl&ervos, 1998).

Figure 4.7: Stock Market Liquidity as percentage ofGDP 2005-2010
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Stock Market liquidity grew in the years 2005-200@n it declined up to year 2008.It
started to increase in the years 2009-2010.The stacket liquidity was at the peak in
2006(0.0585) then closely followed by 2007(0.04B5)as at the lowest in the years
2009 & 2009 respectively ( .0058 & .0057).This ¢ong that market liquidity is also

determine by institutional quality.

4.2.9 Institutional Quality

The increase in foreign capital inflows in the egieg markets raises the issue of
political risk. When foreign investors decide tovest in emerging markets they face
three different kinds of risks: economic risk, fic#éal risk and political risk. Low
political risk demonstrate the existence of goodlify institutions .Institutions quality is
broadly measured by: firstly the quality of goveroa ,including ,corruption, political
rights, public sector efficiency and regulatorydems, secondly is the legal protection of
private property and law enforcement and thirdlagsountability and the limits placed
on the executive and political leaders(Edison,2003)neasuring political risk, a
composite index from the international country R@kide as a measure of institutional

quality. The ICRG Risk Rating system assigns a nigakvalue to a predetermined
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range of risk components according to pre-set wetkcale for each country covered by
the system. The composite Political risk Index @ Point scale. The highest overall
rating (Theoretically, 100) indicates the loweskrand the lowest score (Theoretically,
0) indicates the highest risk. Political risk ifaator for which investors are rewarded and
that it strongly affect the local cost of equityialhmay have implication for growth. We
expect countries with good quality institutions ahdrefore low political risk to have a

well-developed stock market.

Figure 4.8: Institutional Quality- Political Risk | ndex
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The Political risk increased in 2005-2008, and titestarted decreasing to 2010.
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4.3 Relationship between Dependent variable and Imghendent Variable
4.3.1 Correlation Analysis: Pearson Correlation
Table 4.2: Pearson Correlation

\% BSD IL SML MS PC 1Q Sl

\Y, 1.0000

BSD -0.4540  1.0000

IL 0.0164 0.8743 1.0000

SML 0.7151 -0.9017 -0.6146  1.0000

MS  0.1361 0.3338 0.3741 -0.4202 1.0000

PC 0.3651 0.0281 0.2907 -0.0156 0.4888 1.0000

@) 0.6316 -0.9065 -0.6291 0.9376 -0.3865 0.2438 0000

Sl 0.4095 0.5094 0.8464 -0.1696 0.1952 0.5651 ZBIR0000

Interpretation of the correlated Findings: Correlations (Using SPSS —Appendix 3)
The findings indicate that market development itedrined by stock market liquidity
and institutional quality, showing high relationshbetween them. Stock market
development is determined by stock market liquidihd institutional quality. This is
because Pearson correlation coefficient betweerk dtarket Development and stock
market liquidity and institutional quality indicatehigh relationship among them.
However, over the study period income per capitagcnmeconomic stability (inflation),
domestic savings and private capital flows, bankettgment seem not influence stock

market development.

4.3.2 Regression Analysis and interpretation of théndings

In order to establish the relationship and effeftstock market liquidity and institutional
quality, income per capita, Macroeconomic stabilitffation, domestic savings and
private capital flows and bank development on stowkrket development regression

analysis was conducted. A multivariate regressiadehwas applied to determine the
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relative importance of each of the four variableshwespect to the Stock market

development. The regression model was as follows:
Y = Bot B1X1 + PoXo + BaX3 + PaXs + PsXs +e

Where:

y = Stock market development

Bo = Constant Term

B,= Beta coefficients

X1= Stock market liquidity and institutional quality
Xo= Income per capital

Xs=.Macroeconomic stability-inflation

X4= Domestic savings and private capital flows
Xs= Bank development

e=Standard error

Table 4.3: Pearson Correlation Correlations

Y X1 X2 X3 X4 Xs
y 1
X1 0.536 1
X2 0.752 0.618 1
X3 0.567 0.628 0.747 1
X4 0.607 0.754 0.654 0.678 1
Xs 0.569 0.607 0.752 0.536 0.536 1

Source; Researcher 2011

Strength of the model

Analysis in table below shows that the coefficieftdetermination (the percentage
variation in the dependent variable being explaibgdhe changes in the independent
variables) R2 equals 0.843, that is, stock marlaidity and institutional quality,
income per capita, Macroeconomic stability-inflatiodomestic savings and private
capital flows and bank development leaving only7Jgercent unexplained. The P- value
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of 0.000 (Less than 0.05) implies that the modelStbck market development is
significant at the 5 percent significance or th&e&onfident level.

Table 4.4: Model Summary

Change Statistics
Std. Error| R
R Adjusted | of the| Square | F Sig. F
Model | R Squareg R Square| Estimate | Change | Change dfl | df2 | Change
1 .918(a)| .843 |.805 .51038 .843 1.242 |4 |96 |.000

Source: Researcher 2011
Predictors: (Constant), stock market liquidity and institutional qualityndome per
capita, Macroeconomic stability-inflation, domestavings and private capital flows and

bank developmenDependent Variable: Stock market development

Table 4.5: ANOVA

Sum of

Squares df Mean Square |F Sig.
Regression| .852 4 .213 1.242 .000
Residual |6.173 36 A71
Total 7.024 40

Source; Researcher 2011

Predictors: (Constant)stock market liquidity and institutional qualityjpydome per capita,
Macroeconomic stability-inflation, domestic savireysd private capital flows and bank
development

Dependent Variable: Stock market development

ANOVA findings (P- value of 0.00) in table 5 shotimt there is correlation between the
predictors variablessfock market liquidity and institutional qualityydome per capita,
Macroeconomic stability-inflation, domestic saviraged private capital flows and bank

developmentand response variable (Stock market development)
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Table 4.6: Coefficients of regression equation

Unstandardized

Standardized

Coefficients Coefficients |t Sig.
B Std. Error| Beta
(Constant) .260 | .460 0.565 | .231
Stock market liquidity and | X3
o _ 131 |.048 .254 2.729 | .001
institutional quality
Income per capital Xz |.170 |.045 -.300 3.778 | .000
Macroeconomic stability- X3
) _ .051 |.023 113 2.217 |.002
inflation
Domestic savings and prival X4
_ .048 |.022 .093 2.182 | .000
capital flows
Bank development Xs |.170 |.045 -.300 3.778 | .000

Source: Researcher 2011

Dependent Variable: Stock market development

The established multiple linear regression equdiEcomes:
Y =0.260 + 0.131X+ 0.170% + 0.051% + 0.048% + Xs0.170

Where

Constant = 0.260,shows that if stocknarket liquidity and institutional quality, income

per capita, Macroeconomic stability-inflation, dostie savings and private capital flows

and bank developmeal rated as zer&tock market developmentwould be 0.260

X31= 0.131, shows that one unit change in Stock maidgeidity and institutional quality

results in 0.131 units increase in Stock markeetigpment

Xo= 0.170, shows that one unit change in Income pertal , results in 0.170 units

increase in Stock market development
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X3= 0.051, shows that one unit change in Macroecoaatability-inflation results in
0.051 units increase in Stock market development

X4= 0.048, shows that one unit change in Domestiingavand private capital flows
results in 0.048 units increase in Stock markeetigpment

Xs=0.170, shows that one unit change in Bank devedop results in 170units increase
in Stock market development
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Summary of findings and Discussion

Theoretically, a growing literature argues thatktmarket development boost economic
growth. Greenwood and Smith (1997) show that lstgek markets can decrease the
cost of mobilizing savings thus facilitate investrhan most productive technologies. It is
also observed that liquidity is crucial for growtin. principle a well-developed stock
market should increase savings and efficientlycalle capital to productive investments
which leads to an increase in the rate of econayevth. In this study, it is evident
through the regression analysis that stock markegeldpment is strongly correlated with
the growth rates of real GDP per capita. More irtgoaty, both stock market liquidity
and banking development predict the future growate of the economy when they both
enter the growth regression. This study was totifyefactors that affect the development
of capital markets in emerging markets-The casBafobi Stock Exchange. However,
descriptive and regression approach was used ia dagalysis and secondary data

collection method was used.

This research provides a simple correlation betwswtk market variables and
investment in order to evaluate the impact on stoekket development. A secondary
data was collected for all listed companies in N&#n 2005-2010 suggest that stock
market development is determined by the leveltoclsmarket liquidity and Institutional

quality as shown be the regression analysis.

The results also suggest that the value of sheaded ratio is not an effective measure of
stock market liquidity. This may be especially sothe contest of Kenya where stock
market is highly volatile causing the turnover @ato be misleading indicators of

liquidity. However, much work remains to be donebtter understand the relationship

between market development and economic growth.
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In view of the above results, we can say that stoekket development is positively
correlated to economic growth through the followirfgctors: banking sector
development, stock market liquidity, per capitaome, Foreign Direct Investments,
Income levels, Macroeconomic Stability, InstitutdnQuality and Savings and
Investments. Hence this study suggests that thergment should play a more positive

role in order to foster stock markets.

Even though, having recognized the importancenaricial market for economic growth,
many developing countries have increased theirtsftowards improving the financial
systems of their countries to stimulate econommmijn, they have mainly focused on
banking system reforms-removing interest rates rots)t reducing government
involvement in credit allocation, minimizing of taon of financial intermediaries,
managing bank insolvency, now they need to focusstock markets. Policy matters
should encourage stock market development. Theyldhhemove impediments to stock

market such as tax, legal and regulatory barriers.

The findings of this study indicate that stock nerievelopment does indeed influence
economic growth. The findings of the study aree $lize of the stock as indicated by
market capitalization ratio positively affect ecamo growth significantly, while the
liquidity of the stock market as captured by tatallue of shares traded and turnover ratio
and volatility significantly affect stock market \ddopment negatively. The study
recommends that NSE needs to be developed furth@anhance domestic resource

mobilization.

The findings also indicate that market developmisndetermined by stock market
liquidity and institutional quality, showing higlelationship between them. Stock market
development is determined by stock market liquidihd institutional quality. This is

because Pearson correlation coefficient betweeck dtarket Development and stock
market liquidity and institutional quality indicatehigh relationship among them.

However, over the study period income per capitagcnmeconomic stability (inflation),
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domestic savings and private capital flows, bankettgpment seem not influence stock

market development.

5.2 Conclusion and Recommendations

In analyzing the collected data, the results reagkdhat there is a relationship between
stock market development and market liquidity, itnibnal quality, income per capita,
domestic savings and bank development. However e some variables which didn’t
clearly show the above relationship, namely maapemic stability-inflation and
private capital inflows. It can therefore be comlgd that stock market development is
determined by stock market liquidity, institutiorgality, income per capita, domestic

savings and bank development.

In the empirical analysis the study found four iagting results: Firstly, income levels,
domestic investments, banking sector developmerivate capital flows and stock
market liquidity are important determinants of &aouarket development in emerging
markets, Secondly, the relationship between banlgagior development and stock
market development in emerging countries to bemoneotonic. This finding suggests at
early stages of its development, the banking sestarcompliment to the stock market in
financing investment. However, as the both devebgmks and stock market begin to
compete with each other as vehicles for financimgestments, Thirdly, institutional
factors such as political, risk, law and order deratic accountability and bureaucratic
quality are important determinants of stock madetelopment in the emerging markets.
This result suggests that the resolution of paliticisk can encourage investors’
confidence and propel the growth of the stock ntadkastly, the main factors affect the
development of capital markets in emerging markentries can also help us understand

the determinants of stock market development inyiden
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The study recommends NSE needs to be developdwfud enhance domestic resource
mobilization. Various policies and programs thdeelf stock market development such
as regulation of institutional investor and prization need to be addressed. The policy
makers should consider reducing impediments tokshoarket development by easing
restrictions on international capital flows. NSEoshl play an increasingly educational
role and CMA should also change its approach framavig handed type to more

productive, they should see themselves as catalyise stock market development.

However, the findings in this study have importaolicy implications for emerging
countries. Firstly, economic growth plays an impottrole in stock market development
It is important to initiate policies to foster grth and development as countries
liberalize their financial systems. Second, theeligyment of a well-developed banking
sector is important for stock market developmenénmerging markets. Developing the
banking sector can promote stock market developnantdemonstrated by the
experiences of many Asian countries. Support sesvilom the banking system
contribute significantly to the development of #$teck markets. However, when stock
markets are sufficiently developed they tend to peta with banking sector as shown by
the study. Third, domestic investment is an impdrtdeterminant of stock market
development in emerging stock market. To promaieksiarket development, emerging
markets countries can encourage investments byoppate policies. Fourthly, stock
market liquidity has a positive effect on stock ketrdevelopment. Improving stock
market liquidity in emerging markets can be anotgroach of promoting stock market
development. Finally, good quality institutions amportant determinants of stock
market development. Well establish institutionsuies political risk an important factor
in investment decisions. The development of gooaityinstitutions such as law and
order, efficient bureaucracy and democratic accthility is therefore critical for stock

market development.
A number of research recommendations spring froenfitidings of the study, ranging

from awareness of the role of stock market playsniconomy to sound macroeconomic

policies. These include: a continuous educatiorgqamm for all parties involved in the
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investment environment, Provide Tax Incentivesuduig provision of tax differential in

favor of listed companies, establish Good Macroeaan Policies, ensure the provision
of a sound Banking system which will enhance raj@delopment of the financial market
and encourage cross-listings (International) atermational integration with other stock

markets.

5.3 Limitations of the Study
The periods 2005 to 2010 was used in the study.edewy the used period of 6 years is
not sufficient to identify all the relevant factpraore period of not less than 20 years to

be used in order to provide objective analysis.

Also secondary data was used in the data colleatibith is subject to limitation.
Secondary data has the limitation of: data being ol date, incomplete data,

incompatible format for internal comparison andadagaccessible.

The study used only listed companies excluding rthe-listed; this limits the study
further since unlisted companies can also prowadeofs affecting the development of the
capital markets in emerging economies. The pomuriatif the data is limited and does

not cover a large population.

The study used regression analysis method only eslsethere are other methods to be
considered. Using various methods will enhance goterpretation of the factors in

consideration.

The cost of buying information from NSE is high.iFltost influenced the extend of

access to required information for the study olbyecdf this project.
5.4 Suggestions For Further Research

Future research may be directed towards the ex@ionmnahy the NSE has failed to

promote capital mobilization in Kenya. This willciitate the determination of critical
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factors contributing to the efficiency and effeetiess of the financial sector in our
country.

This study used only listed companies in Nairolmc& Exchange excluding non-listed
companies, further research should be done to pocate the unlisted companies to

establish whether there are other factors affectingk market development.

The study was also confined to Nairobi Stock Exgieanvhereas further study should be
done covering other countries in emerging econorimiethe region e.g. East African
Community Countries. A further study should be démeletermine the impact towards

the regional integration of stock exchanges enEhstern Africa Region.

Other factors should be studied other than the oe@onomic factors as examined in this
study. Behavioral factors should be studied in oride establish whether they affect
capital market development. In this study only maconomic factors were considered
and it indicated that macroeconomic factors counted to 85% of stock market

development leaving 15% as unknown.

Further research should be done to establish tlaiomship between stock market
development verses economic growth. It has beemunsss that stock market

development is highly correlated with economic gitow

Examine the impact of political risk on stock madrkevelopment in Kenya. This will
examine whether the political environment affeet tlevelopment of the stock market. It

will also recommend policies and measures whichaughion on the same.
Also further research should be done on large companot listed in the stock market.

This is to establish the reasons behind why somepeaies are not listed in the stock

market.
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APPENDICES

APPENDIX |: Data Collected and Used in the Statistics

GDP at| Inflation | Per Capita] Share | Domestic| Market Domestic| Foreign
market Rate GDP Value credit in| Capitalization| Savings | Direct
price  in| (%) Traded | Billion inBillions in Inflows
billion inshs. | shs. Kshs. Billions | inBill.kshs
Kshs. kshs
2005| 1415 4.9 40,292.00 36.524| 398.491| 562 164 2.427
2006| 1622 7.3 44,899.00 94.953| 446.824| 792 215.31 | 1.056
2007| 1828 5.6 49,204.00 88.62 | 519.457| 851 277.186| 44.726
2008| 2077 17.8 54,371.00 98 652.829| 854 298.899| 43.067
2009 2273 5.3 57.887.00 38 747.312| 832 341.253| 3.728
2010| 2551.161] 4.51 63,184.00 110 1275.35| 1167 310.1 17.378




APPENDIX II: DESCRIPTIVE STATISTICS VARIABLES

\% BSD IL SML MS PC 1Q Sl

2005 |0.3263 | 0.285 |40,292.00 0.0258 | 4.9 0.0017 | 0.0873 | 0.1164
2006 |0.4881 | 0.2754 | 44,899.00 0.0585 | 7.3 0.0007 | 0.1295 | 0.1327
2007 | 0.4653 | 0.284 |49,204.00 0.0485 | 5.6 0.0245 | 0.1598 | 0.1516
2008 |0.411 |0.3142 | 54,371.00 0.0058 | 17.8 | 0.0207 | 0.0337 | 0.1439
2009 | 0.3659 | 0.3287 | 57,887.00 0.0057 | 5.3 0.0016 | 0.0125 | 0.1501
2010 |0.5184 | 0.341 |63,184.00 0.0488 |4.51 |0.007 |0.17 0.5661

V= A(IL) +b(BSD)+c(SML)+e(MS)+F(PC)+g(IQ)
Where:

Vv Stock Market Development

BSD Banking Sector Development

SI Savings and Investments

SML Stock Market Liquidity

PC Private Capital Flows

IL Income Levels

MS  Macroeconomics Stability

1Q Institutional Quality




APPENDIX Ill: CORRELATIONS (USING SPSS)

Banking
Stock Market Sector Stock market | Macroecono Private Institutional | Savings and
Development | Development | Income levels liquidity mic stability | Capital Flows Quality Investments
Stock Market Pearson Correlation .
Development 1 .109 402 .748(*) -.067 .229 .632 .611
Sig. (1-tailed) 418 215 043 450 331 127 .099
N 6 6 6 6 6 6 5 6
Banking Sector Pearson Correlation 109 1 929(%) -.405 048 051 -.907(%) 684
Development ’ ' ' ’ ' ' ’
Sig. (1-tailed) 418 .004 213 464 462 .017 .067
N 6 6 6 6 6 6 5 6
Income levels Pearson Correlation 402 .929(**) 1 -.194 071 142 -.629 712
Sig. (1-tailed) 215 .004 356 447 394 128 .056
N 6 6 6 6 6 6 5 6
eqz? d"it?arket Pearson Correlation 748(%) 405 -194 1 _479 053 938() 339
Sig. (1-tailed) .043 213 356 .168 460 .009 255
N 6 6 6 6 6 6 5 6
Macroeconomic Pearson Correlation 067 048 071 -.479 1 497 386 =279
stability : : . : . . .
Sig. (1-tailed) 450 464 447 .168 158 .260 .296
N 6 6 6 6 6 6 5 6
Private Capital Pearson Correlation 299 051 142 053 497 1 244 067
Flows ' ’ ' ' ' ’ ’
Sig. (1-tailed) 331 462 394 460 158 .346 449
N 6 6 6 6 6 6 5 6
Institutional Pearson Correlation 632 -907(%) 629 938(*) -.386 244 1 -123
Quality ' ' ' ’ ’ ' ’
Sig. (1-tailed) 127 017 128 .009 .260 346 422
N 5 5 5 5 5 5 5 5
Savings and Pearson Correlation 611 684 712 339 -279 067 123 1
Investments ' ' ' ' ’ ' ’
Sig. (1-tailed) .099 .067 .056 255 .296 449 422
N 6 6 6 6 6 6 5 6

* Correlation is significant at the 0.05 level (1-tailed).
** Correlation is significant at the 0.01 level (1-tailed




APPENDIX IV: LISTED COMPANIES

AGRICULTURAL
1. Kakuzi Ltd

Rea Vipingo Plantations Ltd
2. Sasini Ltd

COMMERCIAL AND SERVICES

Car and General (K) Ltd

CMC Holdings Ltd

Olympia Capital Holdings Ltd
Kenya Airways Ltd

Marshalls (E.A) Ltd

Nation Media Group

Standard Group Ltd

TPS Eastern Africa (Serena) Ltd
Scangroup Ltd
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Access Kenya Group Ltd

[
=

Safaricom Ltd

[
no

Uchumi Supermarket Ltd

[
w

Hutchings Biemer Ltd

FINANCE AND INVESTMENT
Barclays Bank Ltd

CFC Stanbic Holdings Ltd
Diamond Trust Bank Kenya Ltd
Housing Finance Col Ltd
Centum Investment Co. Ltd
Jubilee Holdings Ltd

Kenya Commercial Bank Ltd

© N o 0k 0D PR

National Bank of Kenya Ltd



9. NIC Bank Ltd

10. Pan Africa Insurance Holdings Ltd
11. Standard Chartered Bank Ltd

12. Equity Bank Ltd

13. Kenya Re-Insurance Corporation Ltd
14. The Co-operative Bank of Kenya Ltd
15. CFC Insurance Holdings

INDUSTRIAL AND ALLIED
Athi River Mining
B.O.C Kenya Ltd
Bamburi Cement Ltd

British American Tobacco Kenya Ltd

1

2

3

4

5. Carbacid Investments Ltd
6 Crown Berger Ltd

7 E.A Cables Ltd

8 E.A Portland Cement Ltd
9 East African Breweries Ltd
10. Sameer Africa Ltd

11. Kenol Kobil Ltd

12. Mumias Sugar Co. Ltd

13. Total Kenya Ltd

14. Unga Group Ltd

15. KenGen Ltd

16. Everyday East Africa Ltd

ALTERNATIVE INVESTMENT MARKET SEGMENT
1. City Trust Ltd

2 Eaagads Ltd

3. Express Ltd

4 Kapchorua Tea Co. Ltd
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Limuru Tea Co. Ltd
Williamson Tea Kenya Ltd
Kenya Orchards Ltd

A. Baumann Co. Ltd
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