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ABSTRACT 

Empirical investigations on stock markets traditionally focus primarily on stock prices and 

their behavior over time. Based on the available set of information about a company, its 

stock price reflects investor's expectations on the future performance of that firm. The 

arrival of new infonnation causes investors to adapt their expectations and is the main 

source of price movements. 

This study has not been done in Kenya hence the need to establish the nature of the 

relationship between a firm's investor base and its stock price. for finns listed on the NSE. 

The findings of this research will therefore bridge the knowledge gap that exists on this 

particular issue. The objective of the study was to inves ·gate and document the 

relationship between stock prices and the number of shareholder) of firms quoted at the 

NS . More preci ely, the study ought to e tabli h the correlation between the two 

variable - tock prices and the number of hareh lder 

For purposes of this study the population wa all the 4 compame quoted ut the air )bi 

Stock Exchange (NSE) (Appendix 1) over the period 1997-2003.Thc tudy relied 'ntir ·I 

on secondary data, which was obtained from the financial tat ment . a11d other r ·cords f 

companies quoted at the NSE. The data that wa collect d mainly 1mpnsc of ~?arl ~to -k 

prices and number of hareholders for all the c mpam in ludcd in the :tu l~ ft r th .. 

even-year period 1997-2003. 

' I he findings in thi 

vm iahlc lock pric 

found out that 

th co1111 ·my' 
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CHAPTER ONE: INTRODUCTION 

1.1 BACKGROUND 

Empirical investigations on stock markets traditionally focus primarily on stock prices and 

their behavior over time. Based on the available set of information about a company, its 

stock price reflects investor's expectations on the future performance of that finn. The 

arrival of new infom1ation causes investors to adapt their expectations and is the main 

source of price movements. 

However, since investors are heterogeneous in their interpretations of new information, 

prices may remain unchanged even though new information is revealed to the market. This 

will be the case if some investors interpret it as good news whereas others find it to be bad 

news. hanges in price therefore reflect the average reaction of investors' news. It is well 

known that investors select stock not only on the ba is of their risk and return but also 

based on firm characteri tics, uch a the growth pro pect and the familiarity they have 

with the busines of the firm (Huberman, 2001; Kang, and tulz, 1997; Falkenstein, 1996). 

A growing body of theoretical and empirical re ·earch show that to the e tent that firm 

managers and controlling shareholder· are not expected t ma im1zc shareholder alu ', 

corporate valuation decreases, firm co t of fund mcrea ·cs, and finn 111\cstmcnt is 

inefficiently constrained (La Porta, 1997, and 2002). ltimate1y, though, 111\'C tors ur • 

assumed to pay for what they get and out ider provide fund , . long thdr pdt11Clpahon 

constraint is satisfied (Shleifer, and Wolfenzon, _o -). 

Merton ( 1987) pointed out th t nti t \:11 lhl illH h I h,ISI: 

h u c thi lowered their 

to kholdcr h 1 i th tnll 

h n tul'1 



1.2 STATEMENT OF THE PROBLEM 

Demsetz (1968) stated that one of the important detenninants of secondary market 

liquidity is the number of shareholders. As the number of persons currently holding a 

particular share increases, the number of market participants interested in trading the assets 

increases in direct proportion. Therefore, the number of transactions per unit time also 

increases. The number of transactions and the volume traded was observed to be highly 

correlated in Demsetz' s study. Another consequence of an increase in the number of 

shareholders is the reduction in bid-ask spreads, Demsetz (1968). 

Benston and Hagennan (1974) observed a direct relation between a proxy for insider 

holdings and bid-ask spread. They stated that insiders posses hares for the purpose of 

controlling the finn and have privileged access to price- ensitive information not available 

to the public. Market makers in order to reduce their potential lo e on account of trading 

with in ider' and/ or other infonned trader · widen their bid-ask . prcads. 

Merton ( 1987) stated that risk-aver e inve tor do not inve ·t in . t cks that the do not 

know anything about. Investor relation make inve ·tor aware of a stock thcr b 111 ·reusing 

the stock's investor ba e and the tock price through a ri . k hanng effect. 

Trueman (1996) offered a model in which the manager o a firrn pursue i 1m\.:. ·tor r lations 

o a to attract informed inve tor . Each dditi n 1 in l m1cd inYl:. tl r who t~lct.: d 

constrai nts on short sales could potcnti lly in 

had incompl tc infonn, tion 

in the comp. ny's toe . 

M t ton (I 1>87) h w I 

i. .• th 

nh II • n 
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Connell (1994) and Karolyi (1996) presented empirical evidence that greater investor 

recognition for firms increases their share prices. 

Market efficiency-championed in the Efficient Market hypothesis (EMH), forn1Ulated by 

Fama (1970)-suggests that, at any given time, prices fully reflect all available information 

on a particular stock and/or market. Thus, according to the EMH, no investor has an added 

advantage in predicting a return on a stock price since no one has access to information not 

already available to everyone else. In efficient markets, prices become not predictable but 

random, so no investment pattern can be full proof. A planned approach to investment, 

therefore, cannot be successful. This "Random Walk" of prices, commo,nly spoken about 

in the EMH school of thought, results in the failure of any investment strategy that aims to 

beat the market consistently. 

Ayako' s (2005) empiri cal tudy on the relation hip between trading vo lume and stock 

return for firms li ted on the NSE concluded that there wa no relation. hip b tween th • 

two vari able i. e. trading vo lume and stock return , implying that price, at th N follow 

a random walk. This study ha not been done in Kenya hence the need to e ·tablish th ' 

nature of the relationship between a firm 's inve tor ba e and 1t tock price for !inns lis t 'd 

on the NSE. The findings of this re earch wlll therefore bridge the kno" lt.:dg gap that 

exists on this particular issue. 

The tudy te. ted the following hyp th i : 

Ho: Jl=O: Thcr i no rei ti n hip b tw n tht: num r 

and its tO<.:k pric • 

r I ti n li] 
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1.3 OBJECTIVE OF THE STUDY 

The objective of this study was to investigate and document the relationship between stock 

prices and the number of shareholders of firms quoted at the NSE. 

More precisely, the study was intere ted in the correlation between the two variables-stock 

prices and the number of shareholders. The findings sought to show the nature of this 

relationship as well as the impact of one variable against the other 

1.4 IMPORTANCE OF THE STUDY 

The findings of thi s study are of great importance to the following: 

1. Financial Scholars and Practitioners 

Since stock prices and the number of stockholders of listed firms are widely available 

market stati stics, it is not surpri sing that both financial academics and practitioners will 

recognize the potential usefuln ess of changes in investor base in making investment 

decisions. They can learn va luable information about a ecurity by ob. erving both past 

stock pri ces and changes in investor base. The stud y will c tablish scv rat important 

regul ariti es about the information content of change · in investor base of a finn . his " ill 

add to the knowledge of scholar and practitioner . 

2. Traders/ Investors 

The objective of trading in stocks for the average tr d r i to n.:alizc capital gain: h 

following price trends. Price trend in technical anal i rc identified in .1 numh~r ot \ • ' 

utilizmg a variety of technical tool , mo t n t hly the t nd line. lnfl nn: tion l n th~.: 

relationship bctw n tock price nd th inv 

a u ·ful tool to invc tor tr I r \ •h n m kin in 

J. Stu k Anal.·'i t 
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4. Management 

Managers are stewards of Companies charged with the responsibility of maximizing the 

wealth of its stockholders. To achieve this they must ensure that the value of its stock is 

high or increasing. If, by increasing investor base of the finn, the value of the stock will 

rise, they have an obligation to do so. 



CHAPTER TWO: LITERATURE REVIEW 

2.1 INTRODUCTION 

This section discusses comprehensively the literature surrounding the relationship between 

stock prices and the number of shareholders of a finn. 

2.2 EMPIRICAL STUDIES 

Merton (1987) proposed that an increase in a firm's investor base leads to a lower required 

return and a higher stock price. He also argued that increasing the number of investors that 

hold a security also has a positive effect on its liquidity. Merton's theory provides a 

rationale for the efforts of many companies, stock exchanges, and policy-makers to 

increase share ownership: An increase in the number of investors holding a security should 

increase the company's value. 

Ben ton and I lagerman (1974) find a negative cro - ecti nal relationship between the 

number of tockholders and stocks bid-a k spread . Amihud and MendeL n ( 19 6) how 

that a security' value is decreasing in it illiquidity c t because invest rs rcquir' 

compensation for these costs. Therefore, increasing the number of inve tors who can hold 

a security should be value- increasing. 

Jensen and Meckling (1976) addressed the influen of injd r own r. h1p on orporat' 

performance. They argued that managers have incentiv to pur. ue mter~.:sL that ar' to th, 

detriment of shareholder . By owning cquit,.: th m h ~.: , m. n. lt:r' . mt r .~ b omt:r l~: 

with tho. e f. hareholdcrs. 

mpir i ·nlly, corporat per om1 n 

in idcr o ncr hip. 

hn 



The impact of ownership concentration was also addressed by Shleifer, and Vishny (1986). 

They argued that when ownership is diffuse shareholders are not motivated to monitor 

management decisions closely because the ensuing benefit is too small to cover the 

monitoring costs. Under their efficient monitoring hypothesis, however, large equity stake 

held by institutions (and other block holders) create a greater incentive to monitor 

management. Greater ownership concentration will therefore enhance firm performance. 

However, Pound ( 1988) argued that large shareholders also face potential conflicts of 

interest in acting to discipline management. 

Morek, Shleifer, and Vishny (1988) examined the relationship between insider ownership 

and finn perfonnance, measured using Tobin's Q, for 371 large US firms. They found 

evidence of a non-monotonic relationship. 

McConnell and Servaes (1990) also find evidence of a non-linear relationship between 

insider ownership and perfonnance, although their inflection points differ. 

A series of further studies have followed the same line of approach; chief among the arc 

llennalin and Wei bach (198 ), Lordcrcr and Martin (1997) , h (199 ), Himmclbcrg ct 

a!. (1999), and Iloldcmesss et al. ( 1999). 

Reviewing the e studies as a whole, Demsetz and Yillalonga (200 I) c ncludcd that th' 

"do not give strong evidence by which to reject the behef that finn pcrfonmmc ' and 

managerial equity ownership are unrelated." 

Several cross-country studie have invc tigated th rcl ti n hip bet\ ·~ n l wncr:hip 

mp, r~ th In.: , nd post­

ft,,m 

Ill j 1\ I 
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of shares held by legal persons (institutional/corporate investors) but negatively related to 

the proportion of shares owned by the state. 

In addition, they find little evidence in support of a positive correlation between corporate 

performance and the proportion of tradable shares by either domestic or foreign investors. 

Several recent studies (e. g. Basak and Cuoco (1998), Contantinides, Donaldson and Mehra 

(1998), Saito (1995), Polkovnichencko (1998), and Vissing-Jorgensen (1997) noted that an 

increase in the stock market participation rate has, in theory, the potential to decrease the 

required risk premium on stocks because it spreads market risk over a broader population. 

2.3 EXPANDING INVESTOR BASE 

According to Yakov and Mendelson (1999), Companies can expand the investor base of 

their stock by reducing their minimum trading unit (MTU) or lot size, which is the 

minimum number of hares that can be traded on an exchange. mall investors may be 

unabl e to trade the minimum unit if this requi re· a large amount of money nnd in s m ' 

exchanges Odd-lot trading i forbidden e.g. Japane ·e ·tock e change·. 

A reduction in the MT enable · them to inve t m tock · that they would othcn is' a oid, 

resultmg in an mcrease in the investor ba e. 

Stock spl its provide another vehicle for increa ing the inn.: ·t r base b • r du ·mg th ' 

minimum monetary value nece ary for trading a given 1 t izc (Y kt \' , nd h:nddson. 

1999). This i. indeed a prevalent man g ri 1 bj 

may have motivat d tock plit in th 

'!he evidence i that the numh r Jlil ( 1ukhlr ' i, kim, 

nd alkcr (I 1>f>7), n th t th 

r tutn on th 

hqui it • mihud 



Stock splits increase the proportional bid-ask spread (Copeland (1997)), and Brennan and 

Copeland (1988) suggested that this was used by companies to signal improved 

performance, which explained the favorable price response to stock splits. 

Ashuman and Kalay (1997) proposed that because stock splits increased the economic 

significance of the minimum tick, they also affected the economic incentives of some 

classes of market participants to provide greater liquidity for the stock. 

Ohlson and Penman (1985) found that a stocks return showed greater volatility after a split 

and conjectured that the lower stock price attracted noise traders who caused greater 

volatility. 

Lamoureux and Poon (1987) proposed that the greater post-split volatility increased the 

value of the tax-trading option, which led to a higher stock price. 

Brennan and Hughes (1991) suggested that because brokerage commissions increased with 

the number of shares traded, stock splits increased brokers revenue for a given dollar 

amount traded and con equentl y induced infonnation gathering by investment analysts in 

brokerage finns about companies that plit their . tock. Thi motivated managers with 

favo rabl e infonnation about their companies to split their share ' and bring about a p sit i c 

price reaction. 

Finns can also increase their investor ba e by li ting on an e change. Kadlc · .md 

McConnell (1994) found that for finn that moved fr m D . tock mark t.· fl. r lh 

ew York Stock Exchange the increa e in th t ck pril:c t th~ , nnt uncl:mcnt iat is 

negatively related to the shadow co t of inc mplct~.: in nn ti n. 

llowcvcr, the pric incrc, 

~.: h , n •~.: in addit ion t th 

in 

mihu I, 1 nd nd l ut 

c th · r ult 
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2.4 TRADE-OFFS 

The substantial value increase following the reduction in trading unit and the associated 

increase in the investor base raise the question of why some companies do not reduce their 

MTU, especially given the very small out-of-pocket cost of doing so. 

However, there are indirect costs associated with the increased dispersion of stock 

ownership that follows a reduction in MTU: the dispersion of stock ownership raises 

problems associated with corporate control. 

Fama and Jensen (1985) and Amihud and Mendelson (1988) suggested that there was a 

trade-off between liquidity and control. For example, when a company goes public, it 

increases the liquidity of its stock and enables investors' easy exit from their investment, 

but there is also an increase in the agency costs resulting from the separation between 

owner hip, and control and the conflict of intere t between managers and hareholders. 

The effect is similar when accompany increa es the di per ion of it ownership, a highly 

concentrated ownership can reduce agency co t due to a mitigation of the c llcctiv action 

problem ( offee, 1991, Bhide, 1993). nlike small individual investors, large stockholders 

have an incentive to monitor corporate management and in titutional in cstors ha ' th' 

ability to perform that function effectively. In contra ·t, small individual sto kholder. hav' 

neither the incentive nor the ability to effectively monit r management (Jensen and 

Meckling ( 1976)). The result is that more c nc ntrated own r htp 1mprm e · orp )rat' 

governance. Thu each company faces a trade-ofT: gr , tcr O\ nc hip di. per. il n proYides ,1 

liquidity benefit, but it al 0 increa e gen nd pit hkms l r ~.:ni i nt 

manag ment control. 
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2.5 LIQUIDITY AND SOCK OWNERSHIP PATTERNS 

Keynes (1930) and Hicks (1962) chose "Liquidity" as a subject in economics, but the 

terminology they used consisted of phrases such as the "future volatility of market price" 

or the "possibility of immediate execution of a transaction." 

When discussing whether or not a stock is liquid Bagehot ( 1971) focused on factors such 

as the existence of adverse selection effects due to information asymmetry, the price 

impact of a trade, and the portion of trading cost, which is set according to the pricing 

policy of the market maker. 

When a stock liquidity is discussed in market microstructure theory, it is often the case that 

more practical concepts are introduced such as the "cost of changing positions (tightness)", 

the "trade size or thickness of the order book-profile (order book refers to a panel which 

provides traders with bid-ask spread price and volume offered per price) required for 

changing price (market depth)" and the "required peri d of time to recover from price 

fluctuati n caused by a sudden shock or to reach a new equilibrium (market resilience):, 

Grinblatt et al. (1995). 

In defining a "Liquid Market" Black (1971) noted that thi a market in ' hich a "bid-a ' k 

price is always quoted, its spread is small enough and trade can be immedwtcl e. • ut d 

with minimal effect on price." Miller (1988) pointed out that \\ e uld mcmmr ~ L1quidit 

of a stock by looking at "the ability of executing trade under tht.: 'urrcnt pn ~.:: quote.' pri, • 

and time-wise." 

Bhidc (1993) nd Mug (19 

owner hip structur . I hid · 

·If· ti 

d It ·pti itl , ith th 
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As long as company insiders have the same incentives as the outside owners to maximize 

the value of the firm, theory predicts that insider holdings and liquidity are positively 

related ('the consequence of interest' hypothesis). On the other hand, an insider may also 

have incentive to expropriate wealth from the outside owners, Chiang (1988). Typically, it 

is assumed that an increase in insider holdings has a negative effect on liquidity. 

Glosten and Harris ( 1988) also found an insignificant relationship between spreads and 

insider holdings for a sample of250 NYSE stocks in the period 1981-1983. 

2.6 THE PRINCIPAL AGENT PARADIGM 

The standard theoretical predictions about the relative efficiency of different ownership 

structures arc based on the Principal-Agent, Fama (1992). According to the Principal­

Agent model, a monitoring problem arises because the owners of a firm (the principal) 

delegate c ntrol over busines deci ion to the management of the fim1 (the Agent). Thu 

the main role of management is monitoring. 

The incentives and capabilities to monitor a firm bu ine · · deci ion are thought to d p ·nd 

on the owners' concentration and the owner type. A third rele ant charact risti' of th • 

owner hip structure is the divi ion between out ide owner and the 111 'idcrs, hiang 

(1988). 

Large owners are assumed to have more re ource and tr ngcr me nth l:s to momtt r th, 

managers than mall owners, " hil sm II \ 'nl: h \' ~.: in ~.:ntt ' ~.: tl h ~.: lltk l n thl: 

m 

th agent directly, arc predicted top 

n th oth r h nd I r • in ir t in 
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2.7 MARKET ANOMALIES 

The Efficient Market Hypothesis (EMH) became controversial especially after the 

detection of certain anomalies in the capital markets . Some of the main anomalies that 

have been identified are as follows: 

2.7.1 The January Effect 

Rozeff and Kinney (1976) were the first to document evidence of higher mean returns in 

January as compared to other months. Using NYSE stocks for the period 1904-1974, they 

find that the average return for the month of January was 3.48 percent as compared to only 

.42 percent for the other months. Later studies document the effect persists in more recent 

years: Bhardwaj and Brooks (1992) for 1977-1986 and Eleswarapu and Reinganum (1993) 

for 1961 -1990. The effect has been found to be present in other countries as well (Gultekin 

and Gultekin, 1983). The January effect ha also been documented for bond by hang and 

Pinegar ( 1986). 

Maxwell ( 1998) bows that the bond market effect i ·trong for non-in cstm ·nt grad • 

bonds, but not for investment grade bond . More recently, Bhabra, Dhillon and Rumir '1. 

(1999) document a November effect, which i ob ervcd onl ' aft r the Tu Rcfonn ct of 

1986. They al o find that the January effect i tronger ince 1 ~ 6. T ken togcth ·r, th ·ir 

results support a tax-lo s elling explanation o thee cd. 

Kamau (2003) arried out a tudy on th turn fthc m nth. n J. nu.u dk t, t h tor 

the p riod 1995-2003 .'1 he g om tri 

arrive at the r quircd mean th 

th 1-chruary t , D 
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2.7.2 The Weekend Effect (or Monday Effect) 

French (1980) analyzes daily returns of stocks for the period 1953-1977 and finds that 

there is a tendency for returns to be negative on Mondays whereas they arc positive on the 

other days of the week. 

He notes that these negative returns are "caused only by the weekend effect and not by a 

general closed-market effect". A trading strategy, which would be profitable in this case, 

would be to buy stocks on Monday and sell them on Friday. Kamara ( 1997) shows that the 

S&P 500 has no significant Monday effect after April 1982, yet he finds the Monday effect 

undiminished from 1962-1993 for a portfolio of smaller U.S. stocks. 

Internationally, Agrawal and Tandon (1994) find significantly negative returns on Monday 

in nine countries and on Tuesday in eight countries, yet large and positive returns on 

Friday in 17 of the 18 countries studied. However their data do not extend beyond 19 7. 

Steeley (2001) finds that the weekend effect in the K has disappeared in the 1990s. 

2.7.3 Other casonal ffccts 

Holiday and tum of the month effects have been " ell documented <.)Ycr time and across 

countries. Lakonishok and Smidt ( 1988) how that tock return. arc . 1gmticantl 

higher at the turn of the month , defined a the Ia t and fir t thre tr, dmg da ·: of the month. 

Ariel (1987) shows that returns tend to be higher on the I. t d. y the month. , dsb , nd 

Ratner (1992) find imilar tum of m nth c 

/iemba ( 1991) find idcn e of a tum 

defined a the In t five n I ft t tw tr din 
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2.7.4 Small Firm Effect 

Banz (1981) published one of the earliest articles on the 'small-firm effect' which is also 

known as the 'size-effect'.His analysis of the 1936-1975 periods reveals that excess returns 

would have been earned by holding stocks of low capitalization companies. Supporting 

evidence is provided by Reinganum (1981) who reports that the risk adjusted annual return 

of small firms were greater than 20 percent. 

If the market were efficient, one would expect the prices of stocks of these companies to 

go up to a level where the risk adjusted returns to future investors would be normal. But 

this did not happen. 

2.7.5 P/E Ratio Effect 

Sanjoy Basu (1977) shows that stocks of companie with low P/E ratio earned a premium 

for investors during the period 1957-1971. An inve tor who held the low PI ratio 

portfolio earned higher return than an investor who held the entire amp! of sto ks. 

These re ult al o contradict the MH. amp bell and hiller ( 19 b) how P/ ratios ha 

reliable forecast power. Fama and French (1995) find that market and siz' factor · in 

earnings help explain market and size factor in return . Dech w. Hutton, Mculbrock and 

loan (2001) document that short-seller po ition them elYe in _· tock: of finn . w1th lm\ 

earnings to price ratios since they are known to ha\'e lower future rdums. 

2.7.6 alu -Lin .nigm 
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2.7.7 over/Under Reaction of Stock Prices to Earnings Announcements 

There is substantial documented evidence on both over and under-reaction to earnings 

announcements. 

DeBondt and Thaler (1985, 1987) present evidence that is consistent with stock prices 

overreacting to current changes in earnings. They report positive (negative) estimated 

abnormal stock returns for portfolios that previously generated inferior (superior) stock 

price and earning performance. 

This could be construed as the prior period stock price behavior overreacting to earnings 

developments (Bernard, 1993 ). Such interpretation has been challenged by Zarowin ( 1989) 

but is supported by DeBondt and Thaler (1990). Bernard (1993) provides evidence that is 

con istcnt with the initial reaction being too small, and being completed over a period of at 

lea t ix months. 

Bernard ( 1993) further notes that ·uch anomalic arc not due to research design Oaws, 

inappropriate adjustment for risk, or tran ·action co t ·. Thu ·, the evidence uggcsts that 

information is not impounded in price in ·tantaneou ly a the EMH ' ould predict. 

2.7.8 tandard & Poor' ( &P) lnde effect 

Harris and Gurel ( 19 6) and Shlcifer ( 19 6) find a urpri ing in r\.:~U: in har\.: pric s (ul 

to 3 percent) on the announcement of a to~.:k' inclu i n into tht: · P .-oo indt: . Ill ·~ 111 

an etficient market only information hould han • pri , th 

tppcar!' to be contrary to th l. 1H b in ll1ll til n .lout thl tum 

othcr th n it inclu i ninth ind . 

2.7.9 Pri in~ u < lu ul- net I unci 

h mp n II m 111 t Ul lh t I I 

r t tl n 



They float a fixed number of shares in an initial public offering and after that, investors 

wishing to buy or sell shares of a closed-end funds must do so in the secondary market The 

prices in the secondary market are dictated by the market forces of demand and supply 

which may not be directly linked to the fund ' s fundamental or net asset value. Malkicl 

(1977) argues that the market valuation of closed-end investment company shares reflects 

mispricing. As he notes, "The pricing of closed-end funds does then seem to provide an 

illustration of market imperfection in capital-asset pricing." [Malkiel, 1977] . 

In general , the funds have been shown to trade at a discount relative to their net asset 

values (See Malkiel , 1977; Brickley and Schallheim, 1985; Lee, Shleifer and Thaler, 

1991 ). Between 1970 and 1990, the average discount on closed-end funds ranged between 

5 to 20 percent. The existence of di scounts clearly contradicts the value additivity principle 

of effi cient and fri ctionl ess capital markets. Reports from the popular press have al so 

commented on misprieing in the closed-end fund market. 

As Ladcnnan notes in Business Week (M arch I, 1993), "America's fi nancial market arc 

the most efficient in the world . But there's one c mer where p ckcts of inefficien . till 

ex ist: clo ed-end funds" . 

2.7.10 The Distres ed ecuritie Market 

While the academic literature largely sugge. t that tock in th di. tr . sed c 'uri tics 

market arc efficiently priced (e.g. Ma and \ ], \\ dn h.:in [I 7], rndsl n • nd 

hcrry [ 1990], Blume, Keirn and P tel [I< n ( l t 11 l.huh: rt .Hld 

wccncy [ 1992] , ltmnn and :bc:rh rt [I 
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returns by exploiting the apparent pricing inefficiencies or anomalies in the market for 

distressed securities. 

2.7.11 The Weather 

Few would argue that sunshine puts people in a good mood. People in good moods make 

more optimistic choices and judgments. Saunders (1993) shows that the New York Stock 

Exchange index tends to be negative when it is cloudy. 

More recently, Hirshleifer and Shumway (2001) analyze data for 26 countries from 1982-

1997 and find that stock market returns are positively correlated with sunshine in almost 

all of the countries studi ed. Interestingly, they find that snow and rain have no predictive 

power! 

These phenomena have been rightly referred to a anomalies because they cannot be 

ex plained within the existing paradigm of Mil. It clearl y suggests that infom1ation alone 

is not moving the prices. (Roll , 1984). The e anomalie have led re. earchcrs to que tion 

the EMH and to inve tigate alternate mode of theorizing market behavior. uch u 

development is consistent with Kuhn's (1 970) route for progre in knowledge. 

2.8 TE H I AL A AL Y I 

Technical Analysis is essentially the carch for rc urrcnt , nd pr diet. bk p. tt~.:m . in stock 

prices, (Bodie, Kane and Marcu (2002)). 
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prices to fundamental supply-and-demand factors. This prerequisite, of course, ts 

diametrically opposed to the notion of an efficient market. (Bodie et al., 2002). 

2.8.1 The Dow Theory 

This theory, named after its creator Charles Dow (who established The Wall Street 

Journal), is the grandfather of most technical analysis, (Bodie et al., 2002). 

The aim of the Dow Theory is to identify long-term trends in stock market prices. 

The two indicators used are the Dow Jones Industrial Average (DJIA) and the Dow Jones 

Transportation Average (DJT A). The DJIA is the key indicator of underlying trends, while 

the DJTA usually serves as a check to confirm or reject that signal. The Dow Theory posits 

three forces simultaneously affecting stock prices: First, the primary trend is the long-term 

movement of prices, lasting several months to several years. Second, secondary or 

intermediate trend arc caused by short-term deviations of prices from the underlying trend 

line. These deviations arc eliminated via correction , when price revert back to trend 

values. 1l1ird, tertiary or minor trends arc daily fluctuations of little importanc . (Bodie ct 

at., 2002). 

The Dow Theory is based on a notion of predictably recurring pncc patterns. Y ct th' M II 

hold · that if any pattern is explottable, many mve ·tor would attempt to profit from such 

predictability, which would ultimately move tock price ·· and cau c the trading strut ·g to 

elf destruct. 
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Mwangi (1997) analyzed price movements for some selected stocks at the NSE. The 

objective of his study was to detennine factors that affect share price movements in 

addition to developing a model that could be used to predict price movements. He came to 

the conclusion that it was not always possible to develop models that accurately predict 

prices at the NSE. 

This was because, according to him, the parameters used in forecasting vary over time due 

to changes in the underlying earnings generating process . Based on his findings he did not, 

entirely, advocate for the use of conditional asset pricing models that reflect time varying 

risk premiums and risk betas. 

Iminza (1997) researched on share prices in the NSE focusing on their relationship with 

di vidend payments. She used correlation analysis to establish whether a relationship 

ex isted between changes in share prices and changes in dividend payout. 

i funj o ( 1999) researched on the causal rel ati onship between exchange rates and tock 

price· in Kenya. For purposes of hi s tud y he u. ed Granger' ( 1969) model a well as nit 

R ot and Co- integration tests. In the classical Granger causality test, a variable X1 causes 

Y1, in Granger's sense, if the lagged values ofXt help improve the forecast ofY1• 

Empiri cal evidence from his study showed that exchange rate Granger-cause stock prices 

in Kenya. In parti cular, he e tabl ished that there i unidirectional cau:all ty from c · hang .. 

rates to stock prices. 

Ayako (2005) conducted an inve tigation on the relation hip bet\\ ~.:~.:n tr. iing 'tlum~.: and 

tock r turns of companies li ted on the m 

concluded that an invc tor couldn't ucc 
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CHAPTER THREE: RESEARCH METHODOLOGY 

3.1 INTRODUCTION 

This section presents a brief description of the methodology that was used to carry out the 

research. 

3.2 POPULATION 

For purposes of this study the population was all the 48 companies quoted at the Nairobi 

Stock Exchange (NSE) (Appendix 1) over the period 1997-2003. The NSE was the ideal 

front for carrying out the study based on availability, accessibility, and reliability of the 

data that was used. There was no sampling, as the study covered all companies listed at the 

NSE over the period under study. Any firm that did not remain listed over this period, 

either due to deregistration or new listing was excluded from the study. 

3.3 DATA OLLECTION 

The tudy relied entirely on econdary data, which wa obtained from the financial 

statements, and other record of companies quoted at the N . Data c llection fonn , 

(Appendix 2) were used to aid in the retrieval of data for individual companies. 

The data that was collected mainly compri e of yearly stock price and number of 

shareholders for all the companies included in the study for the e\ en- 'ear 1 eriod 1997-

2003. 

3.4 DATA A ALY I 
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technique is the Granger-Causality test, which was used by Sifunjo (1999). This test 

(Granger-Causality) is used to investigate the causal relationship between two variables. 

The Correlation model to be used is in the form: 

(3.1) 

Where; 

Pt (NSHt)- Stands for stock prices (number of shareholders) in year t. 

Cov- Denotes Covariance, and 

SD- Abbreviates Standard Deviation 

A positive Correlation (Corr) will imply that number of shareholders and stock prices 

move in the same direction, i.e. when the number of shareholders increases the stock price 

also increases, and vice versa. A negative Correlation (Corr) will imply that number of 

shareholders and stock prices move in opposite directions, i.e. as the number of 

hareholder increases, the stock price decrease , and vice versa. 

Using the same approach a · Ayako (2005), in his tudy, a simple rcgrc, sion model wa., 

als , used to establish whether there exi ·ted a relationship between th number or 

shareholders of a firm and its stock price. 

The regression model used was in the form of: 

Where; 

A- I the intercept of the r gr 

B- I. the 
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CHAPTER FOUR: DATA ANALYSIS AND FINDINGS 

4.1 INTRODUCTION 

This chapter presents the results from analyzing the relationship between stock prices and 

the number of shareholders of firms quoted at the NSE. The research specifically sought to 

achieve the following objective of investigating and documenting the relationship between 

stock prices and the number of shareholders of firms quoted at the NSE. This was made 

possible by the use of the linear regression model shown in the research methodology. 

4.2 COVERAGE 

Out of the average 40 companies that have been actively involved in trading for the period 

1997-2003, it was not possible to get the relevant data on each of them. The study focused 

on 28 companies each year. This represents about 70% of the most actively traded stocks at 

the NSE for the period 1997-2003. 

Mo t of the companie not included in there earch were left out due to non-availability r 

data for the entire tudy period. This is due to the fact that orne of the ·c companic, went 

public sometime between the study periods while others ceased being quoted during th 

same time period. This research considers 70% coverage rea enable enough t nab! 

meaningful research conclusions about the stock market to be drawn. 

The objective of this study was to inve tigate and d um~.:nt the r l tit n:hip bet\\ ~.:~.:n stt ·k. 

prices and the number of shareholder of firm qu t~.:d t th 

int rested in th correlation bet\'.:c n th 
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4.3 DATA ANALYSIS AND FINDINGS 

The R2 measures the degree of variability of the dependent variable due to the change in 

independent variable. R2 of more than 50% implies that the relationship between the two 

variables is very strong and there fore any small changes on the dependent variable will 

have an effect on the independent variables. 

Table 4.1 Regression results f or the companies 

COMPANY PEARSON Rz Rz o/o Rank 

COEFFICIENT 

NIC Bank -0.031 0.001 0.1 24 

KAKUZI - 0.497 0.247 24.7 9 

FIRESTONE 0.318 0.010 1 21 

E. A.CABLES -0.004 0.000 0 25 

DUNLOP 0.454 0.206 20.6 10 

EXPRESS KENYA 0.274 0.075 7.5 15 

BARCLAYS BANK -0.974 0.948 95 1 
- 1-

TANDARD CHARTERED -0.670 0.449 44.9 5 -
BAT (K) LTD 0.639 0.40 40.8 6 

'---- 0.354 0. 125 12.5 
- t- -

KENYA AIRWAY 
13 

- - - - -
E.A BREW RI ES -0.526 0.277 27 .7 7 

~EA VIPINGO 0.364 0.032 3.2 19 
-
-

DIAMOND TRUST 0.055 0.003 0.3 2- -
KCB 0.865 0.749 74.9 -

C MC HOLDINGS 0.214 0.046 4.6 
-

16 

~GEORGE WTLLIAMSONS -0.207 0.043 4.3 17 
-

C ROWN BERGER 0.013 0.00 0 _s -
._ -

BO GASES 0.154 0.023 2.3 _o 

KAPCHORUA TEA 0.519 0.269 26.9 R 

E A T AFRI AN CABLES 0.046 0.002 0.2 23 

UNGA GROUP -0.019 _Q.QOO 0 is 

BROOKBOND 0.783 0.613 61.3 1 

!CDC 0.416 0.173 17 ~3-
i= 12 

BA~ BURI 0.434 0. 188 
_= 

11 1,_8_! ~ 

STANDARDNEWS PA l ER -0.808 _'_0~654 
-i ~ ]_ 

~ 

:Qj4t 
UMURU TEJ\ 0.116 11 .6 14 

CARBACID 0,190 0.036 ·=- 3.(; 18 

INVESTMENTS -- . ~ 

KENYA_,_Oll -~~~~N_QL) _!)_!02 I O.J)_O J! 11 ·= 



From the above regression results analysis done, we see that only 5 companies have R2 or 

coefficient of determination values of > 50% which in turn implies that the relationship 

between the two variables is strong and there fore any small changes on the dependent 

variable will have an effect on the independent variables . The companies with R2 values 

greater than 50%are Barclays bank with 95%, KCB with 74.9%, Standard group with 

65.4%, Brook bond with 61.3 % and lastly Standard chartered bank with 44.9% 

respectively. R2 
or coefficient of determination shows that in all this cases, the model 

explains 50% of the variations or that 50% of the variations in the Number of shareholders 

may be predicted the changes in stock prices of the companies. 

This is an indication that 25 companies out of the total 28 compan1es analyzed have 

coefficient of determination values (R2
) below 50% indicating that there is a very weak 

relationship if none at all between the two variables namely number of share holders and 

the stock price for the different companie . 

The Pearsons coeffi cient show the degree of a· ·ociation between two vari ables, whi ·h ar 

not nece sarily independent. The negative ign in the Pear on cocllicicnt fr m tub! • 4.1 

above indicate that there i a negative linear a sociation bet\\ ecn th · twt vuriabl ·s, 

impl yi ng that they move in the opposi te dtrcctiOn and a one 1s 111 ·rcasmg th oth ·r is 

reducing .In our ca e a the Stock price increa e the numb~:r of sh r ·hol.kr.' d ~s m t 

necessaril y increa e. The rank i based n th R2 v lm.:. o th dit ~:rl!nt c tni ,mu.:. und r 

tudy. From the above table a look c t the Pc, r n 

somewher ncar zero or re lc th, n . indi 

h tw en th • variahl t< • pri nd num r 

rei ttion hip hut it i n t lin r. 
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COMPANY F sign 

NIC Bank 0.005 

KAKUZI 1.641 

FIRESTONE 0.562 

E. A.CABLES 0.00 

DUNLOP 1.296 

EXPRESS KENYA 0.407 

BARCLAYSBANK 91 .906 

STANDARD CHARTERED 4.069 

BAT (K) LTD 3.453 

KENYA AIRWAYS 0.175 

E.A BREWERIES 1.912 

REA VIPINGO 0.763 

DIAMOND TRUST 0.015 

KCB 14.927 

CMC HOLDINGS 0.239 

GEORGE WILLIAMSONS 0.225 
f-

CROWN BERGER 0.001 

rso GASES 1.839 
1-- 1.839 KAPCHORUA TEA 
1--- -

A T AFRI AN ABL 0.0 11 

UNGA GR p 0.002 

BR KBON D 7.904 

I DC 
f-

9.044 

BAMBURI 1. 161 
f--.--

STAN DARD NEWS PAPER 9.436 

7iMURUTEA 
-

0.658 

~ARBACID INYESTME _ TS 0.188 

1 KENYA OIL (KE OL) 0.002 

Source: research data 

Fr m table 4.2 ab ve, most of th r gr~.: i n 

significant sine th ignifi an 

tati ti • lly different n m 1. r . 

t o tri bl 

h 

tl ll 

Sig. 
0.948 
0.256 
0.487 
0.993 
0.306 
0.552 
0.00 
0.100 
0.122 
0.436 
0.225 
.422 
0.907 
0.01 2 
0.646 
0.656 
0.977 
0.233 
0.233 
0.92 1·-

-
0. 6 -
0.037 -
0.354 
0.331 -

0.028 ---
0.454 ·-
0.633 
0.964 

~.:m n t t lk t.lttslt all 
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Summary of the descriptive statistics 

The study used descriptive statistics for analysis that is the mean and standard deviation 

values of the Share prices and the Number of shareholders. The standard deviation shows 

the range of spread between the actual values and the mean value of the stock prices and 

the Number of shareholders. The higher the standard deviation the larger the spread 

between the two values actual and computed values. 

Table 4.3 descriptive statistics 

Share Prices 

AME OF COMPANY Std dev ean 
11.90 27.67 
46.93 63.47 
5.48 13.49 
7.38 14.76 

6.64 10.63 
15.86 25.58 
71 .67 121.14 

52.49 72.6 
2.01 91.93 
0.74 7.3 1 
61.23 90.43 
1.83 4.70 

---

8.45 19. 6 
25.22 41.62 

26.9 1 36.39 

s 32.80 95 .57 
1.60 

26.26 

11 th llUI 

o of Share 
holders 
Std dev 

195.74 
29.79 
244.39 

3.25 
5.11 

34.99 
355 .75 
I 3. 16 

9.00 

ean 
18501.43 

981 .29 
7182.00 
752.71 
686.14 
1374.43 

34395.00 
3404 .7 1 



values column represents the average stock prices for each company in the study for the 7 

years duration. The standard deviation column shows the variability of the stock prices 

over the duration of 7 years each company under the study. For instance Limuru Tea 

Company has a mean stock price of 598.83 for the study period with a standard deviation 

of 165.16. The average number of shareholders is 66.86 with a variability of 3 .18. 

Figure 4.1 shows the average number of shareholders for various firms 
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The figure 4.2 shows the relation hip between the variables (N Il) Number of 

harcholder and the (MP ) stock prices. It i evident that fr m the above an increas in 

the number of shareholders in the companie under tudy doc. not automattcall imp! that 

the stock price is going to increa ·e in the arne prop rtion. Fore g Ken ·a I!\\ a ·s has th' 

highe t Number of shareholders 92700 and yet the average to k price of Ksh 7.3 i .· not th 
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The figure above shows the average stock price for the different fim1. in the study over 

the seven years. For instance Barclays bank had an average tock price of Ksh 12 1 for all 

the 7 years duration and Limuru Tea has an average ' tock pncc of Ksh 5 9 for th 7 cars 

under study. The tock price vary for year to year dependmg on the perf nnanc' of th 

companies and the market conditions 

ummary for all the companie 
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CHAPTER FIVE: SUMMARY CONCLUSIONS AND SUGESSTIONS FOR 

FURTHER STUDY 

5.1 INTRODUCTION 

This chapter summarizes the findings from the data analysis and makes conclusions on this 

study on an empirical investigation into the relationship between stock prices and the 

number of shareholders of the firms quoted at the NSE. 

5.2SUMMARY 

Liquidity and stock ownership patterns are the two important portfolio selection inputs. 

Various studies carried out to ascertain the nature of the relationship between liquidity and 

shares outstanding, number of shareholders, public ownership, Financial/Government 

ownership and foreign ownership respectively have established positive links. Also, a 

negative relati on hip between liquidity and in ider owner hip i what most fi nance 

cholar concur with. The purpo e of the tudy wa t e tabl ish the nature f th 

relation hi p between a firm's investor ba e and it tock price [! r fim1s li.tcd on lh N •. 

The objective of the study was mainly to inve tigate and document the relation 'hip 

between stock prices and the number of shareholders of firms qu ted at the ~ I'h • 

study found out that there is no linear relationship bet\ een the 'ariabl ,' ' t k pri ~ and 

the number of shareholders for the companie tudied and that n incr a.- e in tt 'k pric 'S 

does not necessarily mean an increa e in the numb r 

Companies with the highe t number f har h ldcr tend t r~.:p ::~ rt . orne of thl: lo\ st 

tock price over th y ar und r tudy hollin • th n t. nt . 
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Bhide (1993) and Maug (1998) dealt explicitly with the relationship between liquidity and 

ownership structure. Bhide (1993) argued that a liquid stock market is a hindrance to 

effective monitoring because it reduces the cost of ' exit ' by unhappy shareholders. 

In order to find out if there is any relationship between the stock price and the number of 

shareholders, the regression analysis was used .In this analysis it was found out that there 

was a relationship but it was not linear in nature between the two variables and it was not 

significant. The stock prices of different firms are not at all determined by the number of 

shareholders the company has at any particular moment but they are determined by other 

factors randomly and so the Prices follow a random walk so we can ' t predict with any 

degree of certainty or by using any formula what the stock price will be in the future. 

An increase in the relative size of the firm 's investor base will reduce the finn 's cost of 

capital and increase the market value of the finn . Thu , managers of the finn have an 

incentive to increase or expand the finn 's inve tor ba e (Merton 19 7). 

Amihud and Mendel on (1986) how that a ecurity's value i decreasing in its illiquidit 

o t because investor require compensation for the e co t ·. Therefore, 111 ·reusing th ' 

number of investors who can hold a ecurity hould be value increasing. \.1crton 's thcor 

provide a rationale for the efforts of many companie . tock . ·changes, , nd pnhc maker: 

to increase share ownership; an increa e in the number o im t:stM. hold in l , ·unt 

hould increa es the company' value. TI1 finding tn thi. tud ' ht)\ • , ncg.ltt c 

relationship which is not lin r bctwe nth bl . nd numhct l f shan~ 

holder hence it i contr. ry t wh t t: in tht: numllt llf 

invc tm holdin h ullin 

m th n 
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on the statistical significance of the results. For this study however, time and data 

availability constraints inhibited the choice of a longer time frame. 

It utilizes the ordinary least square method in regression computation to estimate the 

relationship between market price and stock ownership patterns i.e. number of 

shareholders. This method has been found to have weaknesses. More elaborate models 

have been advanced. However, these approaches are not easily testable. 

This study was unable to collect all data from the selected list of quoted companies at NSE 

due to imperfections of non-disclosure and non-submission of ownership data to the 

Capital Markets Authority as well as NSE. 

5.5 UGGE TION FOR FURTHER RESEARCH 

Thi study serves as a 'ground breaker' for other re earchers to carry on related studie m 

the future. In particular, the following three area would be very u. eful a re. earch area. if 

the conclusi ns made in thi tudy arc to be validated and generalized in the K nyan 

context. 

Secondly, it would be helpful if (given time and other re ource ) a similar tud was 

carried out but covering a longer time frame (ab ut 15 year or more . Th r~sult.' of such a 

tudy would be helpful in validating the finding. ofthi . tudy. 

Thirdly, a imilar tudy on comp ni , rrh: l ut , nd ~.:ompan.: 

th result with trom the tudy ' 'ith thi 

th 1 nit rin 
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APPENDICES 

APPENDIX 1: LIST OF ALL COMPANIES QUOTED AT THE NSE 

NAME OF COMPANY CODE 

Agricultural 

1. Unilever Tea Ken a Ltd. Ord. 10.00 UTK 

2. Kakuzi Ltd. Ord. 5.00 KAKUZI 

3. Rea Vi in o Plantations Ltd. Ord. 5.00 REA VIP 

4. Sasini Tea & Coffee Ltd. Ord. 5.00 SASINI 

Commercial and Services 

Car & General (K Ord. 5.00 CARGEN 

CMC Holdin s Ltd. Ord. 5.00 CMC 

Hutchings Biemer Ltd. Ord. 5.00 HBM 

Kenya Airways Or_d_. 5_._00 ____________ -t-K_E_N_A_ I_R----l 

Marshalls (E.A) Ord. 5.00 MARSH 
----------------

+-----~ 

Nation Media Group Ord. 5.00 NMG 
--

II . Tourism Promotion Services Ltd. Ord. 5.00 R NA 

12. chumi u ermarket Ltd . Ord . 5.00 



31. E.A cables Ord. 5.00 EACABL 

32. E.A Portland Cement Ord. 5.00 EAPORT 

33. East African Breweries Ltd. Ord. 10.00 EABL 

34. Firestone E.A Ord. 5.00 FIREST 

35. Kenya Oil CO. Ltd. Ord. 5.00 KENOL 

36. Mumias Sugar CO. Ltd. Ord. 2.00 MSC 

37. Kenya Power & Lighting CO. Ltd Ord. 20.00 KPL 

38. Total Kenya Ltd. Ord. 5.00 TOTAL 

39. Unga Group Ltd. Ord. 5.00 UNGA 

Alternative Market Segment 

40. A Baumann & CO. Ord. 5.00 ABAUM 

41. City Trust Ltd. Ord. 5.00 CTRUST 

42. Eaagads Ord. 1.25 EAGADS 

43 . Express Kenya Ord. 5.00 EXPRESS 

44. Williamson Tea Kenya Ltd. Ord. 5.00 WTK 

-
45. Kapchorua Tea CO. Ltd. Ord. 5.00 KAPCHO 

~ 

46. 1-Ke~a Orchards Ltd . Ord. 5.00 KORCH 

~7:- Limuru Tea Ord . 20.00 LTEA 
1- ~~-

48. Std News a ers Grou 
'- -

Ord. 5.00 SNG 

APPENDIX 2: DATA COLLECTIO FORM 

OMPA Y CODE---------------------------------

PERIOD HOLD 



APPENDIX 3: LETTER OF INTRODUCTION 

Dear Sir/Madam, 

RE: Request for Research Information 

I am a postgraduate student at the faculty of commerce, University Of Nairobi . As part of 

my MBA (Finance) course requirements, I am undertaking a research project that seeks to 

establish the RELATIONSHIP BETWEEN STOCK PRICES and the NUMBER OF 

SHAREHOLDERS OF FIRMS QUOTED AT THE NSE. 

To fulfill information requirements for my study I intend to collect secondary data from 

your institution. The information requested is needed for purely academic purposes and 

will be treated in strict confidence, and will not be used for any other purpose other than 

for my research. 

I would be most grateful if you can allow me accc.. to all th relevant infom1ation 

pertinent for thi s research. Any additional informati on you might consider necessary for 

thi s study is most welcome. I appreciate your a · ·i ·tancc in accc sing th much-nc 'd d 

information. 

Yours Sincerely, up rvt r 

Mr. uthcr n n 


