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Abstract
This study aimed to find out the effect of selecfadtors on the development of the Nairobi Seasiti
Exchange. The general objective of this study wadetermine the effect of selected factors on theekbpment
of the NSE. The specific objectives were to detaamihe effect of market information; market effiy;
market transparency; market openness; transactmegsing system and operating/transaction cagaj end
regulatory framework on the development of the NBBth primary and secondary data collection methods
were used. A structured data collection questioemaias used to collect data on market infrastrectactors.
The population of study was the Nairobi Securitschange. Secondary data was collected on market
capitalization from 2006 to 2015 which was usedtes indicator of NSE development. This study uaed
descriptive research design to describe the emapidata. A regression model was used for data aisajnd
hypothesis tested with a 0.05 significance levéle Tegression results of the study indicated thatpredictor
variables in the regression model explained 80.03%he variation in development of the NSE; whereni
increase in market information leads to a 0.38%ease in NSE development, a unit increase in &tark
efficiency leads to a 0.097 increase in NSE devakt, a unit increase in Market transparency l¢a@s0.348
increase in NSE development, a unit increase irkBtaspenness leads to a 0.368 increase in NSEajeveht,
a unit increase in Transaction processing systedrOperating/transaction cost leads to a 0.507 asarén NSE
development and a unit increase in Legal and rémylaframework leads to a 0.226 increase in NSE
development. Given the effect of the predictor alaleés on NSE development, the government shouldoivep
the market infrastructure which is the center oricivtfinancial market revolves. This can be doneulyh
initiation of policies that foster growth and deweinent as countries liberalize their financial eyst and
further enhance domestic resource mobilization, lipubducation awareness programmes, elimination of
excessive barriers to the market and putting iceplax regimes and incentives geared towards siiingl
companies to be listed in the stock market. Pubtiocation awareness programme. This study is aitgre
importance to researchers and academics, governpadioymakers, regulators and investors and theltes
should lead to the creation of an enabling enviremimndevelopment of good regulatory framework amast
faster development of the securities market.
Keywords. Market Information Efficiency, Transparency, OpessieNSE Development,

1.1 Background of the Study

The financial market handles the exchange of assetss made up by several separate markets fugatypes
of asset classes. Capital markets provide tradingces for long-term securities such as sharedands with a
maturity of more than one year. Other markets ishelmoney markets for shorter-term bonds; currenaskets
for foreign exchange; commodities markets whereahang from metals to grain is traded; mortgage ratgkor
property debt; and derivatives markets with prosiloetsed on the underlying assets of all previoongptioned
markets and more (Saunders, 2004).

Financial markets play a fundamental role in theneenic development of a country by facilitating the
flow of funds from savers to investors and thus himbg domestic savings and efficiently channedlithem
into productive investments. Financial intermediatbetween borrowers and savers can be done themgty
financing which is only possible through the depatent of capital markets which deal with securifes are
associated with financial resource mobilizationaotong term basis. The securities market formgyaifitant
component

A well-functioning capital market facilitates thdlogation of capital to productive use in companiss
encouraging the placement of shares and bondsiprimary market. It gives investors an efficierdans of
buying or selling assets in a liquid secondary regréand it requires companies to provide accurdtemation
to investors to facilitate them to make sound itwesit decisions and by doing so promotes good catpo
governance. A typical capital market comprises tad following institutions: Banks, insurance comgsni
mutual funds, mortgage funds, finance companiessaock markets. A stock market is a financial tositbn
where securities are bought and sold (Fauziah Wesoff, 2015).

Capital markets are expected to accelerate econgroigth by boosting domestic savings and increasing
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the quantity and quality of investment. Thus a wetjanized capital market is crucial for mobilizitgth

domestic and international capital and for sendag medium for transferring part of the businegsesship of
foreign corporations to the citizens. Central te #fficient functioning of a capital market is tthevelopment of
the securities market. In particular, capital mé&kencourage economic growth by providing an avefoue
growing companies to access capitals at lower (€stpkoiwo, 2011).

The securities market is one of the most imporsmirces for companies to raise funds as it enables
businesses to be publicly traded thus raise additicapital in a public market. An attractive featof investing
in stocks is the liquidity an exchange providesbéeminvestors to quickly buy and sell securitiés.economy
where the stock market is on the rise is considaydze an up-and-coming economy as the stock méksdten
considered to be the primary indicator of a coustegonomic strength and development. Exchangesaatsas
the clearinghouse for each transaction, meaningthiey collect and deliver the shares, and guaeapéyment
to the seller of a security. This eliminates thekrio an individual buyer or seller that the coupaety could
default on the transaction (Caster, 2014)

Kenya'’s capital market has come a long way sineectiuntry’s independence in 1963.The capital market
now comprise of; the trading debt and equity ovee WNairobi Securities Exchange(NSE); debt capital
markets(bonds); development financial institutigb$-I's) and pension funds. (Chepkoiwo, 2011). Th8EN
was incorporated under Companies act of Kenya E394 company limited by guarantee and without aesha
capital (NSE, 2016). In Kenya, the capital markas mot played its role in capital mobilization, digh if
properly organized it could be a source of muctdedecapital necessary for, economic growth (Wagaciod).
Additional supply of capital is urgently requiremrnaintain the momentum of the growth in GDP.

NSE is today poised to play an important role iea Kenyan economy: It facilitates the mobilizatioh o
capital for development and provides savers in l&ewith an alternative sawing tool, it can also beduby the
government and local authorities as an alternasiverce of funds to increasing taxes in order tarfoe
development projects and is used as an instrunfeptivatization and also as an avenue of liberéilira of
sectors previously dominated by the government pkbievo, 2011). However, as an emerging capital migrk
NSE has faced challenges to its development amngtlyrdhis study therefore looked at the effect elested
factors on the development of the NSE and to mideesecessary recommendations.

1.2 Statement of the Problem

The securities market plays a vital role in ecorommiosperity by fostering capital formation theyiph@n
efficient allocation of credit in the economy. Thenefits of well-developed markets are numerouslitiing
higher savings rate of the working population, oiffg of variety of securities to as many peoplepassible,
flow of foreign direct investment into long estalbled or recently introduced companies, they fatdithe flow
of resources to the most productive investment dppiies, redistribution of wealth in the econoragd
improved corporate governance through increasegpieaency, increase the level and sophisticatidimancial
intermediation in an economy while offering to theesting public a variety of financial productsdgoromote
economic growth through increased access to sagingsisk diversification (Sejjaaka, 2011).

Despite the apparent advantages of a well-develagedirities market, the growth of the securities
exchange in Kenya has been relatively slow, ancebpscially received a poor response from privatepanies
wishing to raise capital (Wagacha, 2001). In Keri& in most developing economies, the capitatkehas
not played its role in capital mobilization, thoudtproperly organized it could be a source of mueeded
capital necessary for, economic growth (Chepko@d,1).

The government of Kenya, in realizing the impor&o€ the securities market, instituted various mezss
including automation, removal of capital gains #aed establishment of a regulatory body called @aparket
Authority (CMA) in the late 1980s, despite all teespparent benefits and measures instituted byahernment
at different times, performance indicators show tha NSE hasn’t yet performed to its full potehtiempared
to other securities markets. These include: lowduer ratio, low market capitalization to GDP raind low
value of stock (Angko, 2013).

Most studies on the development of Nairobi Seasittxchange including Basweti (2002), Chepkoiwo
(2011), Aduda, Masila & Onsongo, (2012), have oferused on the macroeconomic factors and no stady
devoted much attention to market infrastructurediac The need for a quicker development of a wajhnized
and functioning capital market is extremely impottand in light of this knowledge gap, a bettedenstanding
of the effects of selected factors on the develogrma&Nairobi Securities Exchange was of vital intpace.

1.3 Objective of the Study

1.3.1 General Objective/Hypothesis of the study

The general objective of the study was to deterrfireeffect of selected factors on the developroéhtairobi
Securities

Ho-the selected factors do not have significantlgefbn the development of Nairobi Securities Exgean
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2.0 Literature Review

2.1 Theoretical Framework

2.1.1 The Efficient Market Hypothesis

Through provision of market liquidity which enablesplementation of long term projects with longnter
returns, securities markets promote a country’siecoc growth. Efficient markets avail resourcesneestors

and facilitate inflow of capital into the domesticonomy. Though debt and equity markets are notirty; the

credit market has played a significant role in ficiag investment while deposits form a significanbportion

of the financial asset basket (Ngugi et al 2009).

The Efficient Market Hypothesis (EMH) is a theorgvéloped by Eugene Fama which states that asset
prices fully reflect all available information. 8@ stocks always trade at their fair value, itngpossible for
investors to outperform the overall market throeghert stock selection or market timing, and thatdnly way
an investor can possibly obtain higher returnsyigiance or by purchasing riskier investments. &lzee three
variant forms of market efficiency; weak, semi-sgand strong. Weak EMH states that prices on tradsets
reflect all past publicly available information. | Semi-Strong EMH prices reflect all publicly dahie
information and that prices instantly reflect neublic information. Strong EMH states that pricestamtly
reflect every hidden information (Burton, 1996).

According to the EMH therefore all stocks are pettfepriced and all market participants possess thi
knowledge equally. This theory is important to thisdy since the confidence investors have onffi@ency of
the market may have an effect on them investingand thus its development.

2.1.2 The Agency Theory

Agency theory is a management and economic théatyattempts to explain relationships and selfrggein
business organisations. Agency theory originatesnfthe problems of risk sharing between principad a
agents. It describes the relationship betweercipaits and agents and delegation of control. Iia@rp how
best to organise relationships in which one patin¢ipal) determines the work and which anotheatyp@n this
case the agent) performs or makes decisions orifluliae principal (Schroeder et al., 2011).

The value of institutions to shareholders resultsnf their regulation of transactions and agencytscos
Governance indicators reflect the ability of ingiibns to effectively minimize these costs, which altimately
born by shareholders. These indicators composeuressf the stability of governments, the propgutation
of markets, and the degree of corruption; all ofchhshape the ability of institutions to govern fir@ancial
markets. Better governance environments can inenegarns to shareholders by reducing both traimsacbsts
and agency costs (Hooper et al, 2005).

Principal-agent relationships are characterizedubgertainty and risk. The openness and integrity of
financial disclosures is vital to the operatiorttod securities market in determining a companyésesprice and
its underlying market valuation. In a principal-ageelationship, there are bound to be conflictsdgample
between corporate managers, stockholders, andtargdand thus the analysis of these conflicts drair
resolutions increases the understanding of theivalrof many contractual practices. The agency theo
provides a useful tool for detailed analysis of determinants of the complex contractual arrangerfoemd in
most of the modern corporations, for instance m ¢hse of investors investing in securities markatsugh
brokerage firms and thus this theory is importarthis study (Smith & Jensen, 2000).

2.2 The Nairobi Securities Exchange (NSE)

The Nairobi Securities Exchange was establishedhé 1920’s by the British as an informal market for
Europeans only. It was incorporated to a comparnyOid, with Africans being allowed to join and teaid the
market in 1963 and operated through the telephoitie aweekly meeting at the Stanley. At the dawn of
independence, stock market activity slowed downtdugncertainty about the future Kenya after indef@nce
but after three years of stability and economionghy confidence in the market was rekindled andetkehange
handled a number of highly over- subscribed puldgues only affected by the oil crisis of 1972, abhi
introduced inflationary pressures on the economigkvbepressed share prices and when a 35% caaite tax
was introduced in 1975 (suspended since 1985Xxiefli further losses to the exchange. The bourgeitbs
regional character following the nationalizatioresschange controls and other inter- territorial niegons
introduced in neighbouring Tanzania and Uganda (YBE Market Fact File, 2016).

The Nairobi Securities Exchange has played an astngly important role in the Kenyan economy,
especially in the privatization of state- ownedegptises. Public enterprises have been succesgfillgitized
through the NSE where the government has raiséidrslof shillings. The first privatization exereisvas the
sale of 20% government stake in Kenya CommercialkB&enya airways followed in 1996. To encourage
FDIs, the government introduced several incentif@scapital markets growth including tax free Vemtu
Capital Funds, removal of capital gains tax on fiasge companies’ investments, allowance of beragfici
ownership by foreigners in local stockbrokers amttifmanagers (Bitok et al., 2015).
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The Nairobi Securities Exchange (NSE) demutuabsaith 2014 marked the beginning of a period ofdapi
innovation in East Africa’s capital markets. TheBN&nd the CMA took a series of steps to supporg-tenm
growth in the exchange as part of the Capital Markdaster Plan (2014-23). Among the initiativededlout
were new products to boost liquidity and help attraore domestic retail investors, given that offiy of the
population currently participates in the local netrkrhese included exchange-traded funds (ETFschead in
the first quarter of 2016, derivatives market, remgurities settlement platform that features fumglities such
as same-day trading, settlement services for govenh securities, and securities lending and borrgwid
facilitate short-selling and other investment stgis. The government also sought to encouragétgaiin the
capital markets in other ways, including rollingcha capital gain tax (CGT) which was reintrodue¢®% on
equities and bonds in 2015, reduced to 0.3% wittihgltax(The NSE Market Fact File 2016).

The dependable variable of interest was NairobiuBees Exchange development. Indicators of market
development include stock market size as repredebje market capitalization and the number of listed
companies, stock market liquidity, stock marketf@enance/volatility, stock market concentration estdck
market linkage to real sector performance. Othexips of market development are market traded yalnd
market turnover. Market capitalization was used psoxy for development rather than constructingmposite
index of market development because market cagat#din is a good proxy for such general developraenitit
is less arbitrary than any other index. Secondhg most traded security at the NSE is shares s&etar
capitalisation is the best proxy. In addition, Deguc-Kunt and Levine (1996b) have shown that déffer
individual measures and indexes of stock markegldg@wnent are highly correlated (Job, 2014).

2.3. Macroeconomic and Fiscal Environment

The macroeconomic environment should be conduavineé supply of good quality securities and suéfiti
demand for them. The demand for and supply of #&siis crucially linked to the state of the mamronomy.
The macroeconomic factors include; inflation, ietdrrate; foreign exchange rates; government exjpeadIf

the macroeconomy is conducive to profitable busirggzeration, a sufficient number of sound busiressa
develop to a stage where access to securities taaskeiseful for their continued growth. This medainat if

there are not sufficient profitable businesses \gitlod prospects for the future, there is littlesmato have a
securities market. (Osei, 1998).

Macroeconomic environment was the moderating véifdy this study. Moderating variable is a var@abl
that changes (increases or decreases) the otheesiablished effect of the independent variablenufhe
dependent variable. Therefore, for purposes ofdtidy, macroeconomic and fiscal environment actofa that
affect the development of the NSE but they arebedtg studied, and as such are the moderatingblesia
2.3.1Interest Rate
An increase in the interest rate results in fallistgck prices due to the fact that high interet rancreases the
opportunity cost of holding money, causing subgtiu of stocks for interest bearing securities leefalling
stock prices. Interest rate is one of the importaatroeconomic variables and is directly relateédonomic
growth. From the point of view of a borrower, irgst rate is the cost of borrowing money while fratender’s
point of view; interest rate is the gain from lemglimoney. The interest rate is expected to be ivedat
associated to stock returns (Talla, 2013).

2.3.2 Foreign Capital Investment

Foreign capital inflows can make significant cdmiitions to the host country's economic growth and
development by lessening and cushion shocks raguitbm low domestic saving and investment. FDi bave

a positive impact on growth by engaging domestipiteh accumulation. Strong domestic investment
performance is a sign of high returns to capitdijcl in turn will attract more foreign capital. FRlso has
potential to enhance growth of domestic firms tigtowcomplementarily in production and productivityills
overs. Private capital flows as percent of GDPumed to measure foreign direct investment (EzejijClu &
Uzoamaka, 2015).

Yartey (2008) shows the influence of private cdditavs as a determinant of stock market developmen
He highlights the impact of foreign investors arahthey have become major participants in emergiogk
markets in the last few decades. Foreign investrhast been noted to be associated with institutiamal
regulatory reform, while also providing for stritisclosure requirements and fair trading practi@serall, this
increase in both informational and operationalcégficy will boost confidence in the local marketdich in
turn will result in an increase in the number ofastors (Irungu, 2015).

2.3.3 Consumer Price Index (CPI)

Consumer price index is used as a proxy for irdfatiinflation refers to a rise in the general legélprices
which reduces the real value of money, thereby adieduthe expected cash inflow from an asset, einvept
being inflation-indexed securities. Investors whwnosecurities are exposed to changes in inflasarge their
payment at the end of period depends on inflatimnd the holding period. Thus, inflation is expetto affect
negatively the stock prices. Along with full emplognt, maintaining low inflation is the main economblicy
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task in most countries (Benakéwi Posedel, 2010).

2.3.4 Banking Sector Development (BSD)

Banking sector is key player in the economic degwelent process. Major players in the sector are oenmial
banks, Non-Financial Banking Institutions (NFBIt)e retirement benefits institutions, and the depelent
finance institutions. To strengthen the financiettsr, the government pledges to reform the seatar play
only regulatory role. These reforms are aimed akingacredit and other financial services affordahted
encourage savings in order to provide a basisdon@mic growth and eradication of poverty (Adudasith &
Onsongo, 2012).

Securities markets and banks may be complemersshatitutes as they both intermediate savings tsvar
investment. In light of its complementary role, afficient banking system would help to facilitateet
transaction procedures by improving the clearind sattlement process, thus reducing transactiosts emd the
time frame to settle. However, if the banking sgstead to be underdeveloped, sluggish trading agtiaay be
experienced in the market. As such, investors wist o diversify their funds in an effort to obtairiower-risk
portfolio may spread their savings between the angector and the stock market (Irungu, 2015).

2.3.5 Tax Policy

In an imperfect financial market, one of the fasttiiat influence firms' choice of financing is ttaxation of
income. If the fiscal policies are not favouratites market will be drastically affected. Differaates influence
how investors will invest their funds (Wagacha, 200pecifically, with respect to emerging capitarkets,
there seems to be clear causality from fiscal gdlbiccapital market behaviour. However, it has baeyued that
the impact of taxation on the capital market degesithe stage of market development (Brean, 1996).

Differences in effective tax rates on income froiffedent financial instruments can influence how
investors make their financial and investment denis (Osei, 1998). He argues that differences détermine
whether an individual should invest in securitiesvbether a corporate body should raise funds thagyity or
debt instruments. Therefore, high tax rates magadisage investors from investing in financial instents.
Taxation and other government fees raise the neueidarriers by increasing the transaction costaéw
listings in the stock market in South Africa. Indéttbn, discriminatory tax policies, including peral income
taxes, tax on dividends, tax on firm profits as lwad on different financial assets, render ineéfiti the
mobilization of domestic savings through the cdpitarket (Chepkoiwo, 2011).

3.0 Resear ch M ethodology

3.1 Research Design

A descriptive research design was used in findingthe effects of selected factors on the develoypné
Nairobi Securities Exchange. Descriptive reseamsigh is a statistical method that quantitativelgteesizes
the empirical evidence of a specific field of resba Flick (2009) notes that descriptive reseatebign has
become widely accepted in the field of finance aednomics since it is proving to be very usefupalicy
evaluations. The main reason for the use of a gese survey design is the aim to provide as much
information on the entire population under studyelation to the effect of selected market infracture factors
on the development of NSE. It was relevant for shigly as raw data was used as collected from bagke

3.2 Target Population

The target population for this study was the NSHtas the ideal market for carrying out this studye to
availability, accessibility, and reliability of theata and it plays an important role in economieettgoment. In
studying the NSE, the study population was brokefams licensed by the Capital Market Authority

3.3 Data Collection M ethods and I nstruments

Data collection is the process of gathering andsmeag information in order to be able to answezgiions that
prompted the undertaking of the research (FliclQ®0The study utilized both primary and second#ata to
find out the factors that affect the developmenthaf NSE. Secondary data refers to the informattian has
been collected by other individuals (Cooper andirgitar, 2006). Self-administered structured questare
consisting of closed-ended questions were desigaedi administered at one point and given to thpomsents
from the brokerage firms targeting two questiongmiper brokerage firm. The respondents were thestment
managers and the risk managers. Secondary dat@abtaimed from Nairobi Securities Exchange and Géntr
Bank of Kenya. For the purpose of this study, #mgogsdary data was obtained for a period of 10 ysgenning
between years 2006 — 2015.

3.4 Data Analysis

The study used a multiple regression model totheshypotheses of the combined effect of the siejrendent
variables on the dependent variable. The hypotheasstested on a 0.05 significance level. Studie¥ &rtey
(2008) and Lazaridis and Trofornidis (2006) havedusegression analysis while studying relationship®ng
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variables. The regression model below was useeterihine the impact of each variable in the develmt of
the NSE.

y = PO+ Xy + PoXy + P3Xs + PaXy + BsXs + BeXe +E

Where:

y = Nairobi Securities Exchange development

B0 = Constant Terrfli= Beta coefficients X1= Market Information X2= Kkt Efficiency

X3= Market Transparency X4= Market Openness

X5= Transaction Processing System and Operatiragisaction Cost

X6= Legal and Regulatory Framework

e=Standard error

3.5Market Capitalization Ratio

The dependable variable of interest was Nairobusges exchange development which was measuredyusi
market capitalization as a proportion of GDP. Timsasure equals the value of listed shares divigeGDP.
The assumption behind this measure is that theabbwaiarket size is positively correlated with thailigy to
mobilize capital and diversify risk on an economidevbasis. Market capitalization (also known as kaar
value) is the share price times the number of shardstanding (including their several classes)likted
domestic companies, was the dependent variableeotudy. The table below shows the market capétdin
ratio for 2006 to 2015 with descriptive statistics;

3.6 Results and Discussion
3.6.1 Descriptive Statistics Summary
3.6.1.1 Market Information
The result in table 1 of the study indicated thatket information affects the development of Nair®bcurities
Exchange by 3.8 or 76%. 86% agreed that unsusgeativestors can be harmed by those with access to
information not available to the public at largettwB0%agreeing that the managers of a firm andnéiz
market professionals know more about that firm'sketaprospects and investment opportunities than do
outsiders as they often have access to inform#tianis not widely available.

66% of the respondents agreed that investor act®essformation pertaining to their prospective
investments is more limited than that of profesalontermediaries and 88% were of the opinion thstlosure
will facilitate increased investors’ confidencetie stock markets.

Respondents agree that listed companies tradiNgh are subjected to additional disclosure requargm
imposed as listing rules with an agreement rat888. The study also revealed that information asgtnies
are the basic justification for the large numberegulations at the NSE at 72% and the respondemesed that
there are still some barriers to the disseminatibimformation in the NSE at 58% agreement ratee dherall
response was as shown in the figure below;
Table 1: Market Information Effect on Development of NSE

Market Infor mation PETACGZTTAGES
Mean (%) STD DEV

Unsuspecting Investors Can be Harmed 4.3 86 0.8061

Managers Know More of Financial Market 4 80 0.9996

Financial market professionals often have accesiftrmation that is no

widely available. 3.5 70 1.1206

Investor Access to information pertaining to thpipspective investments |s

more limited than that of professional intermediari 33 66 1.0879

Disclosure will facilitate increased investors' fidance in the stock markets 44 88 0.697

Listed companies trading in NSE are subjected tdlitiathal disclosurg

: i 2 4.4 88 0.697
requirements imposed as listing rules

Information asymmetries are the basic justification the large number df

regulations at the NSE 3.6 72 0.9173

There are many barriers to the dissemination @rmétion in the NSE 2.9 58 1.2585

3.8 76 0.948

Source; Research Data 2018
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3.6.1.2 Market Efficiency

The result in table 2 of the study indicated tharkat efficiency affects the development of Nair8kicurities
Exchange by 67.8%. According to the study, 54.7%ed) that prices of securities listed at the NSEndb
reflect all available information but only some a8®8.2% of the respondents agreed that public discto of
relevant information about securities is importamtpricing efficiency and market confidence. Tlesults of the
study indicate a 69.4% agreement that there are soformation asymmetries in the NSE with 58.8% amd
pricing of securities by investment banks in Keriljlae overall response was as shown in the figui@he
Table 2: Market Efficiency Effect on Development of NSE

PERCENTAGES
. M ean
Market efficiency Mean (%) STD DEV
Prices of securities listed at the NSE reflecaaliilable information 2.1 54.7 1.1094

Public disclosure of relevant information about wéEs is important fo

pricing efficiency and market confidence. 44 88.2 0.7014

There are information asymmetries in the NSE 3.5 69.4 0.9919
There is underpricing of securities by investmeariis in Kenya 2.9 58.8 1.2046
3.4 67.8 1

Source: Research Data 2018

3.6.1.3 Market Transparency

The result in table 3 of the study indicated thairket transparency affects the development of Mairo
Securities Exchange by 75.9%. According to theyst6d@.6% of transactions are not made known topthgic
as 60.7% of trading is conducted privately outsfdeNSE. 84.7% of respondents agreed that ememangets
are likely to be less transparent than developetkehaThe degree of market transparency and cotiygetvas
said to affect by 85.9% the investors’ ability tairginformation and develop performance expectatisince
transparency in dealings enhance the market cordfelby 89.4%.

The study also supported at 74.1%the argumenfrédgtnented or privately conducted trading with teeali
disclosure leads to relatively expensive searclscamsd there is a risk of the transaction goingajdine with
prevailing prices and that Transparency of tradamgl other procedures allows efficient price settamgl
confidence in the fairness of the market by 84.2%.

The study results reveal that opaque trading praesdengender suspicion of market manipulation and
may reduce the rate of investment by 77.1%. Resgardalso agree that dealings done through bralaers
enhance limited disclosure of some vital informatend that 60% of market intermediaries in Kenyad l&0
market manipulation. The overall response was aw/slin the figure below;

Table 3: Market Transparency Effect on Development of NSE

PERCENTAGES
MarKket transparency Mean Mean (%) STDDEV
Every transaction isnt made known to the publithe NSE 3.4 67.6 1.4145
Some trading is conducted privately outside the NSE 3 60 1.1807
Emerging markets are less transparent than devtivpeket 4.2 84.7 0.8549
Transparency in dealings enhance the market cord@le 45 89.4 0.7876
Degree of market transparency affects investor#itylo gain information
: 4.3 85.9 0.719
and develop performance expectations.
Transparency of trading and other procedures alleffisient price setting
! . 4 4.2 84.2 0.82
and confidence in the fairness of the market.
Fragmented or privately conducted trading with tédi disclosure leads to
relatively expensive search costs and there iskaaf the transaction going 3.7 74.1 1.0879
out of line with prevailing prices.
Market intermediaries in Kenya cause market maaijn. 3 60 1.3027
Opagque trading proced_ures engender suspicion dfeharanipulation and 3.9 771 0.8575
may reduce the rate of investment.
3.8 75.9 1

Source: Research Data 2018

3.6.1.4 Market Openness

The results presented in table 4 indicate that etaopenness affects the development of Nairobi i8&xu
Exchange by 59.6%. According to the study, 32.198E is not open to all investors, local and fonesgnd
respondents agreed at 58.8% that there are rastgain foreign ownership at the NSE. Respondegreseal that
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excessive barriers to foreign investors at 69.4%tuiling the 68.1% of the Kenyan 25% rule, hamper th
development of NSE. The overall response was asrsirothe figure below;
Table 4: Market Openness Effect on Development of NSE

PERCENTAGES
Market openness Mean I\/(I(za;n SE\D/
NSE is not open to all investors, local and foreign 1.6 32.1] 1.088
There are restrictions on foreign ownership atNB&E 2.9 58.8 1.4778
There are excessive barriers to foreign investotiseaNSE 3.5 69.4 1.2848
Restrictions on foreign investors constrain thdqrerance of the capital market. 35 69.4 1.261
The Kenyan 25% rule affects the development oNB& 3.4 68.1 1.2664

3 59.6 13

Source: Research Data 2018

3.6.1.5 Transaction Processing System and Operating/Transaction Cost

The result of the study indicated that transacpoocessing system and operating/transaction césttafthe
development of Nairobi Securities Exchange by 68.8%e results indicated that the clearance andessnt
system used at the NSE is fast and effective a%9with 41.2% of transactions being processedra and
this has led to increased turnover at the NSE.prbeessing system guarantee that the prices obthyneuyers
and sellers are 63.5% good. 90% of investors’ W@ at minimizing cost to increase their retuamsl thus
unreasonably high costs of transactions affect atatkvelopment by 77%. It is 68.2% cheaper to redgstal
through private placement than through public istherigh the cost of going public as percentageagpital
raised decreases as more capital is raised by 7&2%pondents agreed that for individuals buyind selling
shares on the stock exchange, the main cost itag& commissions. The overall response was asnsinaiive

figure below;
Table 5: Transaction Processing System and Operating/Transaction Effect on Development of NSE
PERCENTAGES
Transaction processing system and Oper ating/transaction cost Mean Mean (%) STDDEV
Transactions take too long to be processed at 8t N 2.9 58.8 1.1791
The CDS at the NSE is ineffective 2 40.6 0.904
The processing system affects the prices obtaigdmipers and sellers 32 63.5 1.167
Lengthy transactions affect the turnover of thekaar 3.6 72.4 1.0735
Investors aim at minimizing cost to increase theiurns 4.5 90 0.6629
Unreasonably high costs of transactions affect etatkvelopment 3.8 77 1.2278
The_ cost of_ going public as percentage of capaaled decreases as mgre 39 78.2 1.1011
capital is raised.
iIgslzec.heaper to raise capital through private @taent than through public 34 68.2 1,282
3.4 68.6 1.1

Source: Research Data 2018

3.6.1.6 Legal and Regulatory Framework

The study indicated that legal and regulatory emmnent plays an important role in the developmédnthe
securities markets and affects the developmenh@®fNSE by 73.8%. 58.2% of respondents believe |dugal
and regulatory framework could be an impedimenN®E development thus favourable legal environment
facilitates stock market development by 81.8% hehedaw and enforcement mechanisms that proteditors
and minority investors the NSE.

The study indicated that laws and regulations @iNBE are 56.5% prohibitive in nature. Regulatarglibs
enact policies that affect the development of ttoeks Market by 75.9% but 60% of the times use avhea
handed type of control. 80% of study results ingichat CMA is a catalyst in development rathemtlaa
traditional regulator of NSE with 84.7% agreeingttproactive, creative and supportive regulaticsssa in the
creation of a more vibrant and forward looking talpinarket environment. The overall response washasvn
in the figure below;
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Table 6: Legal and Regulatory Framework Effect on Development of NSE

PERCENTAGES
L egal and regulatory framewor k Mean Mean (%) STD DEV
Legal environment is an impediment to financiakegsdevelopment. 2.9 58.2 0.9475
A favorable legal environment facilitates stockrked development 4.1 81.8 0.7535
There are law and enforcement mechanisms thatgbrioteestors at the NSH 44 87.6 0.6038
There are regulations that protect creditors ambrity investors at the NSH o 79.4 1.0294
Laws and regulations at the NSE are prohibitivedture 2.8 56.5 0.9991
'I\?Azgrjlgé?tory bodies enact policies that affect theetbgpment of the stoc 38 759 0.9464
Regulatory authorities for the NSE use a heavy-bdrgpe of control 3 60 0.9535

Proactive, creative and supportive regulationssagsithe creation of a more

vibrant and forward looking capital market enviram 4.2 84.7 0.9553
CMA is a catalyst in development rather than aiti@uhl regulator of NSE 4 80 0.8876
3.7 73.8 0.9

3.6.1.7 Market Capitalization Ratio

The dependable variable of interest was Nairobusées exchange development which was measuretusi
market capitalization as a proportion of GDP. Timsasure equals the value of listed shares divigeGDP.
The assumption behind this measure is that theabbwaiarket size is positively correlated with thailigy to
mobilize capital and diversify risk on an economidevbasis. Market capitalization (also known as kaar
value) is the share price times the number of shardgstanding (including their several classes)likted
domestic companies, was the dependent variableeotudy. The table below shows the market capétdin
ratio for 2006 to 2015 with descriptive statistics;

Table 7: Market Capitalization Ratio

Year Stock Market capitalization | GDP (kshs | Stock  Market  Capitalization,
(KShsBns) Bns) Per centage of GDP
2006 791.58 1,622.57 48.79%
2007 851.13 1,833.51 46.42%
2008 853.88 2,111.17 40.45%
2009 834.17 2,365.45 35.26%
2010 1,166.99 2,553.78 45.70%
2011 868.24 3,048.87 28.48%
2012 1,272.00 4,261.37 29.85%
2013 1,920.72 4,745.14 40.48%
2014 2,300.05 5,402.41 42.57%
2015 2,049.54 6,260.65 32.74%
M ean 1,290.83 3,420.49 39.07%
Standard Deviation 550.20 1546.74 6.78%

Source: Research Data 2018

The above table shows that the Nairobi securitkeb@nge has been performing well some years aret oth
years dismally. One of the contributing factors itarperformance are the independent variableshisrstudy
which were market information, market efficiency,anket transparency, market openness, transaction
processing system and operating processing costegatiand regulatory framework. From the dataemtéd,
the highest market capitalization ratio was in 2@06&18.79% with the lowest being in 2011 at 28.48%e
mean was 39.07% indicating that the market has bhe®mg an average performance; with a low standard
deviation at 6.78%, the range of performance hdseén fluctuating a lot. The figure below showsrapgical
representation of Kenya’s monthly Capitalizatiovels for the period under study;
3.6.2 Correlation Analysis
The table below displays the value of the correfattoefficient and the significance value for egelir of
variables used in the Paired Samples T Test proeedu
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Table 8: Correlation Analysis

Market Market Market Market TPS and Operating{ Legal and Regulator:
Information | Efficiency Transparency | Openness | Transaction Cost Framework
Pearson
Market Information Correlation 1 0.239** 0.0389** 0.429* 0.136** 0.82*
Sig (2 tailed) - 0.001 0.007 0.00[L 0.049 0.045
N 34 34 34 34 34 34
Pearson
Market Efficiency Correlation 0.239** 1 0.495** 0.370** 0.815** 0.6¥2
Sig (2 tailed) 0.001 E 0.001 0.021 0.002
N 34 34 34 34 34 34
Pearson
Market Transparency Correlation 0.0389** 0.495** 1 0.648* 0.635** 0.@3*
Sig (2 tailed) 0.002] 0.001 0.00pR 0.001 0.0341
N 34 34 34 34 34 34
Pearson
Market Openness Correlation 0.429** 0.370** 0.648** 1 0.348** 0.536
Sig (2 tailed) 0.001 0 0.00% F 0.002 0.001
N 34 34 34 34 34 34
Pearson
TPS and Operating/ | Correlation 0.136** 0.815* 0.635** 0.348** 1 0.476
Transaction Cost Sig (2 tailed) 0.049 0.021 0.00LL 0.002 - 0
N 34 34 34 34 34 34
Pearson
Legal and Regulatory | Correlation 0.528** 0.612** 0.095** 0.536** 0.476** 1
Framework Sig (2 tailed) 0.045 0.007 0.034] 0.001 0 -
N 34 34 34 F 34 34 34

* *Correlation issignificant at the 0.05 level (2-tailed).Source: Research Data 2018

The results suggest a strong correlation betweeh arfel operating/ Transaction cost and market eff@j
with a rho of 0.815 and a p value of 0.021. Thaultesalso suggest that the relationship betweerkaehar
information and legal and regulatory framework (kh®528, p = 0.045) is statistically significaniedal and
regulatory framework and TPS and Operating/Traimactost had a Rho of 0.476 and a p value of
0.000therefore denoting statistical significancémifarly, the legal and regulatory framework and rked
efficiency posted a rho of 0.612 with a p valueOd¥00 therefore providing a statistical significan®arket
transparency and TPS operating/ transaction castaheho of 0.635, p=0.001 further pointing to istial
significance. On the same note, the market effayieand market transparency correlated at rho=0a185
p=0.001; this therefore is statistically signifitaMarket information and market efficiency had lhorof 0.239
and a p value of 0.001, market information and matkansparency had a Rho of 0.0389 and a p vdlue o
0.002.Market openness and market efficiency cdedlaat Rho=0.370 and p=0.000 implying statistical
significance. Finally, the legal and regulatorynfiework market transparency were at a correlatioma£0.095
and p= 0.0341 revealing statistical significance.

Thus generally, the above table shows that theaevisry positive correlation between legal and latouy
framework, market efficiency, market transparefdyS operating/transaction cost market opennessrankiet
information at 95% which are statistically signéfit at confidence level.

3.6.2 Multiple Regression Analysis

3.6.2.1 Regression Analysis

A multiple regression analysis was conducted td fiit the effect of market information, market @#ncy,
market openness, market transparency, transactmgessing system and transaction/operating costieggad
and regulatory framework on the development of N&Ea proxy for market infrastructure factors. Model
summary table below shows the coefficient of deteation () which explains the percentage of the variation
in the development of NSE.

Table 9: Model Summary

Model R R square Adjusted R square Standard Error

1 0.8953 0.8019 0.64306 0.4452

b. Dependent variable: Development of the NSE

From the results of the table above, the regressiodel containing market information, market effitty,
market transparency, market openness, transactmoegsing system and operating/transaction costiegal
and regulatory framework as the predictor variaklgslains 80.19% of the variation in developmenthef NSE
while the remainder (19.81%) can be explained Imgofactors not included in this model. R is therelation
coefficient which shows the relationship between study variables, from the findings shown in tigl¢ above
there was a strong positive relationship betweersthdy variables as shown by 0.8955.

The table below displays ANOVA results that test significance of the Hor the model:
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Table 10: ANOVA

Ds SS MS F Sgnificance F
Regression 6 9963.12 1660.52 56.0036 0.017
Residual 3 88.9507 29.6502
Total 9 10052.1
a. Predictors (Constant), Market information,

b. Dependent variable: Development of the NSE

The ANOVA test was used to determine the impacerethdent variables have on the dependent variable
in a regression analysis. ANOVA provides a staiidtiest of whether or not the means of severalgsare
equal. ANOVAs are useful in comparing (testing)ethror more means (groups or variables) for stedisti
significance.

The significance value is 0.017 is less than OQ&s the model is statistically significant in predig how
market information, market efficiency, market traaency, market openness, transaction processstgrsyand
operating/transaction cost and legal and reguldramework influences development of the NairobtBiies
Exchange. An F statistic of 56.004 with a p valesslthan the conventional 5% indicates that theativeodel
was significant at 95% confidence level.

Table of coefficients below presents the unstaridaddand standardized coefficients of the mode, tth
statistic for each coefficient and the associatedhlpes. The predictor variables had significansifpee
relationship with development of the NSE.

Table 11: Regression coefficientsresults

Unstandardized Coefficients Standf_;lr_d|zed
Coefficients
B Sd Error Beta t Sat P-value

1 (constant) 0.252 0.013 0 0
Market information 0.382 0.1645 0.264 1.02097 0ZB8
Market efficiency 0.0966 0.1448 0.0751 0.1148 05
Market transparency 0.3483 0.1326 0.3129 2.0986 126D
Market openness 0.3684 0.1241 0.3287 0.5517 0.00619
TPS and Operating/transaction cost 0.5074 0.1949 4766. 0.5512 0.00199
Legal and regulatory framework 0.2266 0.1187 0.19081.4029 0.02552

The findings confirm that there is a statisticalignificant influence of Market information, Market
efficiency, Market transparency, Market opennesan3action processing system and Operating/transasst
and Legal and regulatory framework on the develaginoé the NSE. This implies that a unit increasehia
predictor variables leads to a significant incremse¢he development of the NSE as demonstratdteiedquation
below:

Y = 0.252+ 0.382X+0.097% + 0.348% + 0.368% + 0.507X + 0.226%

From the significance column of the provided table5% level of significance, it was observed tarket
information, Market efficiency, Market transparendvilarket openness, Transaction processing systein an
Operating/transaction cost and Legal and regulafoaynework are the main variables that explain the
development of the NSE. From the above regressimiation, a unit increase in market informatioadieto a
0.382 increase in NSE development, a unit incréaddarket efficiency leads to a 0.097 increaseNiBE
development, a unit increase in Market transpardaays to a 0.348 increase in NSE development,ita un
increase in Market openness leads to a 0.368 iseraa NSE development, a unit increase in Trarmsacti
processing system and Operating/transaction casfsléo a 0.507 increase in NSE development andita un
increase in Legal and regulatory framework leads ®0226 increase in NSE development.
3.6.2.2 Hypothesis Testing
Ho.: Market information does not significantly affect the development of Nairobi Securities Exchange
This null hypothesis was tested at 5% significaviel and rejected since the p-value was less tharwih
t=1.02097 as shown in table 4.7.3 above. This espthat market information does significantly aff&tlSE
development. The results are similar to Osei (1998) analysed the factors affecting the developnoéran
emerging capital market with a specific focus oa @hana stock market with a focus on institutidaators.
The study found that the most significant factanpinging on the development of the Ghana stock atask
lack of national awareness and lack of knowledgmiabtock markets.Kimura and Amoro (1999) in tretirdy
on impediments to the growth of Nairobi Stock Exufpa found that there was a poor degree of coroelati
between economic growth and growth of the stockhamge with the major factor being general lack of
awareness and information on the role, functios@erations of the stock exchange.

Ho.: Market efficiency does not significantly affect the development of Nairobi Securities Exchange
The second nullwas tested at 5% significant lewel ijected sinceas indicated in table 4.7.3 alloeg-value
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was less than 5% with t=0.1148.This implies thatkegefficiency does significantly affect NSE deysnent.
According to Demirguc-Kant and Levine (1996), thalyserved that economies with strong information and
unrestricted international capital flow tend haverenliquid markets. Developing markets are charastd as
having a low level of liquidity, high informatiorsgmmetry and thin trading because of their wealkititonal
infrastructure.
Hos: Market transparency does not significantly affect the development of Nairobi Securities Exchange
The third null hypothesis was tested at 5% sigaificlevel and rejected at 5% since the p-value less than
5% with t=2.0986 as shown in table 4.7.3 aboves Tinplies that market transparency does signiflgaaftect
the development of NSE. These results are in liite $ejjaaka (2011) in challenges to the growttcapital
markets in underdeveloped economies, the casedandh, who concluded that there is a need to ineplexels
of disclosure by firms because these firms occupimgportant place in the business space. As fidisllosure
improves, so will their readiness to go IPO andhéirneed to legitimize their business so as to asaaheir
acceptability as investment vehicles for mobilispriyate savings.
Ho4: Market openness does not significantly affect the development of Nairobi Securities Exchange
This null hypothesis was tested at 5% significavel and rejected since the p-value was less thanwih
t=0.5517 as shown in table 4.7.3 above. This ingl&at market openness does significantly affeceld@ment
of NSE. Similarly,Bruner et al (2003) in the studly investing in emerging markets to ascertain titeral of
market openness in those countries. Using regmessialysis, they found that the level of opennesdributes
to stock market development

And in their review only 18 out of 33 listed as egiag markets are 100% open to foreign investmadt a
the remaining 15 markets are either closed to dorénvestment or having varying restrictions onefgn
ownership. El-Wassal (2005) also investigated #lationship between stock market growth foreigntfptio
investment in 40 emerging markets between 1980 2(@Dand the results showed that economic foreign
portfolio investments were one of the leading fextf the emerging stock markets growth.
Hos: Transaction processing system and operating/ transaction cost does not significantly affect the
development of Nairobi Securities Exchange
This null hypothesis was tested at 5% significavel and rejected at 5% since the p-value wastless 5%
with t=0.5512 as indicated in table 4.7.3 abovesTimplies that transaction processing system asd does
significantly affect NSE development. This resulte in line with Osei (1998) who found out tha@nsactions
costs are a hindrance to stock market development.
Hos: Legal and regulatory framework does not significantly affect the development of Nairobi Securities
Exchange
This null hypothesis was also tested at 5% sigamificevel and rejected at 5% since from the tabie3
abovethe p-value was less than 5% with t=1.4029.Thplies that the legal and regulatory framewodes
significantly affect NSE development. The results i line with the study done by Pagano (1993jriancial
markets and growth, which shows that regulatoryiaatitutional factors may influence the efficidahctioning
of stock markets. For example, mandatory disclosiireliable information and regulations that ihstivestor's
confidence. Yartey and Adjasi (2007) in their stuy macroeconomic and institutional determinantsto€k
market development in Africa found that a perceat@gint increase in the quality of legal and pcditi
institutions tends to increase stock market dewvalgt in Africa. Yartey (2008) on examining the
macroeconomic and institutional determinants oflstmarket development, provides evidence thattinginal
factors such as law and order, political risk, Andeaucracy quality are important determinantsatksmarket
development.

3.7 Conclusion

Theoretically, a growing literature argues that usties market development boost economic growth.
Greenwood and Smith (1997) show that large stockkets can decrease the cost of mobilizing savihgs t
facilitate investment in most productive technoésgibecause in principle a well-developed secaritiarket
should increase savings and efficiently allocateitahto productive investments which leads to rerease in
the rate of economic growth. The NSE has experkmmgewth over the previous years; however, the oéte
growth has been dismal. Enhancing NSE growth anfibpeance poses greatest challenges and key fattairs
impinge on the development of NSE include the ntarkeastructure factors.

In analysing the collected data, the results rede#that there is a relationship between NairobuBges
Exchange development and market information, masdfétiency, market openness, market transparency,
transaction processing system and transaction/tippgraost and legal and regulatory framework. Wa ca
therefore say that Nairobi securities Exchange ldgweent is positively correlated to market inforinat
market efficiency, market openness, market tramspmss, transaction processing system and
transaction/operating cost and legal and reguldtammework. The results of this study suggests ttatCapital
Market Authority, Nairobi securities Exchange ardes participants should play a more positive inlerder to
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foster securities market development.
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