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( i. i) 

l\ B S 'l' A C T 

This study aimed at de crmining wheth r he 

introduc ion of capi al gains tax had any impact 

on the prices of ordinary shares on the airobi 

Stock Exchange. I also aimed at establishing 

the trend if any, of prices on the airobi Stock 

Exchange from 1973 to 1983, a period characterised 

by different economic situations in the country . 

The study was of interest because of the 

resentment which faced capital gains tax since its 

introduction in Kenya on the allegations that it 

disturbedthe Stock Exchange Market . 

Indices of ordinary share prices were computed 

and were analysed as a time series through tabular 

and graphic methods on annual , monthly and weekly 

basis. 

It was found that ordinary share prices on the 

Nairobi Stock Exchange exhibited a significant trend 

between 1973 and 1983 which was downward between 

1973 - 1975 , upward beb1een 1970 - 1978 and downward 

again from 1979 - 1983 . The prices reached tneir 

highest levels in 1978 and their lowest in 1975 . 

Regarding the impact of capital gains tax on the 

price index , it was found that in 1975 the introduction 

of the tax had an adverse impact with the irdex 

dropping to zero immediately on the announcement of 

this new tax . A favourable impact was noted in 1978 

when the index rose immediately on reduction of the taxable 

amount by half . There was no impact on the reductions 

of rates in 1982 and 1983 . Both the disturbance in 

1975 and the boost of 1978 lasted for only a short 

time and was not permanent . 

The study shows that the effect of capital gains 

taxation as far as it relates to prices of ordinary 

shares in the Nairobi Stock Exchange has been grossly 

exaggerated by the oppo nents of t h e tax . 
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Clll\PTER ONE 

I ROOUCTION 

1 . 1 Statemen of he Prob em 

The decision to subject gains arising from 

tra sfer, or disposal of shares to taxation has 

been a subject of much opposition in Kenya . When 

the legislation requiring that these gains be taxed 

was enacted on 13th June 1975 , business on he 

Nairobi Stock Exchange came to standstill~ Quotations 
. 2 

were suspended, so was the da1ly call over. The 

Chairman ~f the Exchange complained that dealings 

could not go on because of the tax , as clients did 

not want to pay tax on transactions . 

Ever since, although business resumed later , 

there have even been calls for a total withdrawal of 

the practice of taxing these gains . Such calls include 

those of some Members of Parliament . 3 A similar call 

came from a Prominent Nairobi accountant , 4 while the 

Kenya Law Society in its memorandum to the Minister 

for Finance in June 1978 called for the removal of 

the tax and in its place recommended doubling stamp 

duty on all docurnents . 5 And as recently as 1984 , the 

former Chairman of the Nairobi Stock Exchange reiterated . Q 
his call for the scrapping of the "Capital Gains Tax". 

The foregoing citations testify to the fact that 

taxing gains from transfer of shares has indeed received 

opposition in Kenya . 

O~position to the taxation of this type of gains 

is not evidenced in Kenya alone, but also in some 

other countries . otable examples are the United 

Kingdom , where the James Tucker Committee to "Inquire 

into technical issues arising in connection with 

computation of taxable profits " recommended , in 1949 , 

a Capital Gains Tax . A similar recommendation was 

made by the Radcliffe Committee in 1954 .
7 

The s e 

recommendations excited alot of unpopularity a nd it 

was not until 1965 that the taxatio n came into force 

in the U. K. ~n attempt to introduce a legislation 

in Malysia in 1965 was abortive .
8 
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A similar move was shelved by the Cabinet in Australia 

in 1974.
9 

As far as the tax is imposed on transactions carried 

out on the Nairobi Stock Exchange, criticism and attack 

from businessmen , Lawyers , Members of Parliament and 

academicians is based on the allegation that the tax 

has int erfered with the Stock Market in Kenya. It is 

alleged that the tax serves as a disincentive to investment 

in shares in that potential investors get discouraged 

from buying shares so as to avoid paying tax when they 

eventually dispose off their shares . Those already 

owning shares are unwilling to sell them in order to 

avoid being taxed . Such an unwillingness to buy and sell 

shares would be reflected in low or declining share prices . 

On the other had a willingness to buy and sell shares 

would mean prices hike upwards. Kariuki
10 

observes that 

the Stock Market is a strange place which is affected 

by considerations far beyond the affairs of individual 

companies . The value of shares can decline simply because 

the market as a whole is affected by an outside influence. 

An investigation of this phenomena with .capital gains tax 

as an outside influence is the substance of this study . 

1 . 2 Brief History of Capital Gains Taxation in Kenya 

The earliest evidence of an indication that Capital 

Gains Tax would be introduced in Kenya is found in the 

Sessional Paper No . lO of 196511 which stipulated that among 

the major changes in Kenya's Fiscal System would be the 

introduction of Capital Gains Tax as one of the methods 

of facilitating distribution of income and wealth in the 

country. This was a major departure from the policy adopted 

when the first ever Income Tax Statute , the Income Tax Ordi

nance, was enacted in 1920 which stipulated the non-taxability 
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of ca ital gains . This policy was followed consistently 

for over fifty years until June 1975 when a definite 

decision to introduce a tax on capital gains was reached, 

although the Sessional Paper No. 10 had recommended 

it 20 years earlier . The introduction of he tax was 

her.ce announced in the Budget Speech on June 13 1975. 

However, two years earlier on June 14 1973, the Finance 

Minister had indicated that this tax was on the way. 

Be had indicated that he was being pressed by some 

Members of Parliament to introduce a tax on capital 

gains, but felt that it would be unreasonable to burden 

the income tax department with a new form of taxation 

at a time when the country was implementing its own new 

rncome Tax Act following the closure of the East African 

Income Tax department under which the East African 

Income Tax Management Act was being implemented. 

However, he put it that there was considerable merits 

in such a tax and "would certainly not exclude its 

introduction sometime in the future "~ 2 When, therefore , 

that tax was introduced two years later in 1975, it 

came as no major surprise. 

The tax was introduced through Finance Act No. 13 

of 1975 and it was a~stered under the Capital Gains 

Tax Act, 1975. It affected gains on transactions of 

Houses, Land and Shares , and was retrospective to 1st 

January 1975 for companies and took effect from 13th 

June 1975 for individuals. 

Only a year later the Capital Gains T~x Act 1975 

was repealed by the Income Tax (Amendment) Act, 1976 

which incroporated taxation of capital gains under the 

Income Tax Act, 1973 by adding to it the Eighth Schedule. 

It was felt that capital gains are essentially income 

and it was only fair that they be administered under 

the same department with other incomes. 

The original rates were 45% for companies and a 

maximum of 35% for individuals . These were first changed 
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in 978 . Un er he 1978 amendment , only 50% of 

the gain for individuals was o be taxed. The 

rates were again changed in 1981 when 

Only 50% of gain by companies was to be axed . With

holding tax on gross considera ion was reduced from 

10% to 5% while on investmen shares it was reduced 

from 35% to 15%. Another amendment in June 1982 

reduced the amount of taxable gain by another half 

for both companies and individuals. At the time this 

study began, effective rates were 11~% (45% x 25%) 

for companies and 84% (35% x 25 %) for individuals. 

Withholding tax also had gone down by half making it 

7~% for inves ment shares and 2~% for other capital 

transactions . 

Looking at the frequency at which these rates 

have been revised, one could assert that they had 

reached their barest minimum . As this study was being 

finalised, a measure suspending Capital Gains Tax 

was announced in the Budget Speech on June 13 1985 

(See Appendix Q) . 

1 . 3 Share Pr · ce Index as an Indicator of. S ock I-1arket 
Condition. 

The Share Price Index can be viewed as a barometer 

that measures the confidence of the market participants 

in the market situation . When the participants, both 

buye rs and sellers have ccnfidence in the market, 

there is a general \>Jillingness among buyers to bid 

high prices for shares and for sellers to ask high 

prices for the shares they wish to sell. This raises 

the general rices of shares in the market and the 

Price Index which is computed on the basis of share 

prices in the market ill also go up. A loss of 

confidence in the market or shaking of such confidence 
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among the ar icipan s brings a general unwilling

ness to buy slares . Bid and offer prices fall and 
13 so will the Share Price Index. Cootner found that 

security prices are typically very sensitive and 

responsive o all events, both real and imagined . 

nence, when he market is favourable, the index rises 

and declines when an unfavourable situation arises 

or is perceived . Consequently in a case such as that 

of the Nairobi Stock Exchange where the volume of 

share transactions is not always recorded, the Share 

Price Index serves as an important indicator of 

changing market conditions and influences. As Eiteman 

et a1
14 

observe, Share Price Index facilitates the 

measurement of changes that may have occured since 

an earlier period . 

1 . 4 Obj~ctives of ~he Study 

The objectives of the study are : 

1. To present indices of ordinary share prices in 

order to indicate their general trend and 

changes from 1973 to 1983 . 

2. To analyse the trend of the price indices 

for ordinary shares in order to establish 

whether introduction of Capital Gains rax 

had any impact on them . 

3. To establish from the trend of indices 

whether there has been any impact on them 

by the various reductions of the Capital 

Gains Tax rates . 

1.5 Importance of the Study 

Th::.s study is expected to be of benefit to the 

following groups : 
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~.5.1 Income t x Dep rtmcnt 

As the department charged with the 

administration of the Income Tax Act, it is 

interested in knowing the effects of various 

tax legisla ions in various sectors of the 

Kenyan Ec~. This study will therefore bring 

to light the effect on the stock market of taxation 

of gains from investment shares, thereby helping 

to determine whether it is appropriate or not. 

~.5 .2 Members of Nairobi Sock Exchange 

Dealingsin shares of quoted companies are 

handled by the stock brokers who form the Nairobi 

Stock Exchange . They are also required by the 

Act to deduct some tax at the time of share transfer . 

They also serve as advisers to their clients about 

differen~ aspects of the stock market . This study 

should therefore be of interest to them by bringing 

to light the nature of the trend of share prices 

and the effect of the legislation on their business . 

1.5.3 Shareho~ders and Potential Investors in Shares 

Shareholders and potential share buyers are 

particularly interested in the trend of share 

prices. Price trends form a basis by which share

holders and potential investors can base their 

forecasting of prices. In an emerging stock market 

like the Kenyan one, some people have looked upon 

their ability to predict future share prices as 

a pathway to riches. 

They are also interested in knowing the impact 

of any tax legislation on the stock market since 

they are the potential payers of the tax when they 

dispose their shares. 
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1 . 5 . 4 Th Ins i u 

o Kenya 

of Certif. d Public ~c ountan 

The Institute is involved in formulation 

of Accounting standards in Kenya . This study 

could form a basis of suggesting issues requiring 

standardization in this area . 

1 . 5 . 5 Tax and Bus· ness Consultants 

To their clients , they owe the duty of 

offering proper professional advice . The study 

could prove appropriate in providing information 

to clients relating to this form of taxation and 

on the share prices and state of stock market . 
I· 

1 . 5 . 6 Treasury 

Matters of taxation orginate mostly from the 

treasury . Results of this study could indicate 

areas requiring reform in the tax structure. 

It will also tell the department whether all 

the "noise" made against the tax on gains from 

investment shares is supported ?Y empirical 

evidence. 

1 . 5 . 7 Members of Parliament 

As law makers, they are interested in knowing 

the effects of the laws they make. The study will 

show whether the law requiring taxation of gains 

from shares has had undesirable effects or not , 

hence making changes in the law where necessary . 

1 . 5 . 8 Academicians 

The study is expected to stimulate discussion 

among academics and form a basis of further research 

in this area . 
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1 . 6 esearch Me hodology 

1 . 6 . 1 Data Collection 

The s udy relied on time series rice data 

of ordinary shares from 1973 to 1983. O~dinary 

shares of 20 companies considered o be the rnos 

actively traded (in that hey were d lt in any 

particular week) and representing the various 

industrial groups were selected.by a scan of the 

weekly call-over sheets kept by the airobi 

Stock Exchange . The market prices of each shar 

at different times in the study period were 

gathered from the weekly call-over lis s supplied 

by one of the stock brokers of the N irobi' Stock 

Exchange . The prices were those recorded in the 

last call-over of every month (i . e . every 4th week) 

each year. But for 1975 , 1978, 1981 and 1982 , 

prices were gathered on weekly basis. All 

Stock Brokers keep identical informa ion on shar_ 

prices . The table used to collect his data 

appears as appendix A . 

1 . 6.2 Data Analysis 

Share price da a collected as ex lained in 

1 . 6 . 1 above were aggregated and used for comput~

tion of share price indices which formed the basis 

of analysis . . Panel design was utilized . Tim -

series data ~onforms very well to this type of 

design . Tables and graphs were the principle 

tools of analysis . They were used to reveal lt 

movement of share price indices in genera l . F\trther, 

observations were made on nature of the trend on 

weekly basis before the tax was introduced and 

compared with the observed trend af er it was 

introduce . Observations were also made befo re 

and after a particular change in the 1 gislation 

regarding the tax rat s . 
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A detailed discussion of da ta collection and 

analysis is given in chapter three. 

1.7 Limitations of the Study 

1. The study focused only on shares traded on the 

Nairobi Stock Exchange. These are very few 

compared to the large number of shares changing 

hands throughout the republic. One cannot there

fore generalize the conclusions of the study to 

cover other shares. 

2. Only ordinary shares of companies were used. Pre

ference shares, governmen~ and Municipal Securities 

were not used. Generalization, therefor~ cannot be 

extended to these securities. 

3. Out of the ordinary sharPs of 55 companies quoted 

on the Exchange, only 20 were selected. Generaliza

tion cannot, therefore, be extended to the remaining 

ones. 

4. The aggregation of prices of the ordinary shares of 

the 20 companies selected resulted in a broad average 

of the prices of these shares. The movement of the 

price of a specific individual share should not 

be construed to be in the same direction as the 

aggregate price. The design and objectives of the 

study do not allow us to trace the trend of the 

price of a specific security. 

1.8 The Nairobi Stock Exchange in Perspective 

1.8.1 Background: 

The Nairobi Stock Exchange was inaugurated in 

1954 for the purpose of facilitating investment 

of funds by local investors in companies whose 
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shares were to be made available to the public. It 

also enabled the government and Local Authorities to 

float their securities to the public. It was, and 

still remains a voluntary organization of Stock Brokers. 

Today, the airobi Stock Exchange is reputed as one of the 

t t . . 1 k . . d d f . 15 mos ac ~ve cap~ta mar ets ~n ~n epen ent A r~ca . 

Having been constitutionalised at the time of British 

colonia ism in Kenya, the Nairobi Stock Exchange is 

predictably organised along British traditions . 

Before the inauguration of 1 the Stock Exchange , 

shares and securities were traded through professionals 

such as Accountants , Lawyers , Estate Agents and Auctioneers 

mostly as a "by the side" business . Today, the Nairobi 

Stock Exchange is made up of six full time Stock Brokers . 

These arc : 

( i} 

(ii} 

(iii} 

(iv) 

( v ) 

Chadulal Shah 

Dyer & Blair Ltd 

Francis Drummond & Co. Ltd . 

Francis Thuo & Partners Ltd 

Ngenye Kariuki & Co . 

(vi) Nyaga Securities 

Africa Registrars limited serve as secretaries to the 

Exchange. 

Since all he brokers are stationed in Nairobi , 

they are represented outside by agents mainly banks 

and Insurance Brokers . 

At he moment, there are 55 companies whose shares 

are listed on the Stock Exchange as compared to 45 

in 1954, a growth of only 10 listings in 30 years . 

Government and City Council Stocks number 42 . Except 

for government and Municipal Stocks , funds invested 

through the Exchange are risk capital . Certain strict 

condition~ set out in the Stock Exchange regulations 

must, herefore, be fulfilled by a company requiring a listing. 
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In the Pre-Inrlependence days, the clients of 

the Stock Exchange were mainly Europeans as Africans 
. 16 

and Asians were not allowed to deal in Securities . 

Africans became participants in he Stock Market 

only after independence . It is, therefore, hardly 

surprising that most Kenyans know little about the 

Stock Exchange and tend to view it as a kind of an 

outfit entity for gambling. 

1.8.2 Functions of the Exchange 

The functions of the Nairobi Stock Exchange can 

broadly be summarised as : 

(i) A media of mobilising domestic savings to 

bring about a reallocation of financial 

resources from dormant to active agents. 

(ii) 

(iii) 

Facilitates the transfer of securities 

and shares from current holders to potential 

buyers. 

Facilitates the participation of indegenous 

Kenyans in the equity of Companies . 

(iv) Enables companies to raise extra finance 

from the public when required. 

(v) A link between enterprises and the investors . 

The Nairobi Stock Exchange like any other Stock Exchange , 

therefore,provides an organised market for trading 

in securities. 

1 .8. 3 Workings of the Exchange 

The Nairobi Stock Exchange controls the transaction 

of bu~iness conducted by the member brokers discussed 

in 1 .8. 1 above . It is through these brokers that the 
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inves ·or buys nnd sells shares in u free market. The 

brokers also serve as financial advisers to their clients . 

Nairobi S ock Exchange is basically a elephone 

market as it has no physical trading floor where sellers 

and buyers can go to sell and buy shares . Potential 

cus omers and sellers contact stock brokers either by 

telephone, mail, 

agents and give 

ersonal visits or through registered 

heir buying or selling orders. The 

brokers then accept the orders and wait for customers 

if there are none at the time of orders . Brokers also 

contact each o her to enquire about the presence of buyers 

or sellers . Once a price acceptable to both seller and 

buyer is struck, the deal is contracted and the shares 

subsequently transfered . On~ therefor~ notes that price 

levels of shares are basically dictated by supply and 

demand . 

There is a call-over session everyday at which 

brokers register price changes . For each security , the 

highest order to buy and lowest order to sell are recorded 

on the daily call-over sheet (See Appendix B) and then 

recorded daily in the newspapers . Only actively traded 

shares are called daily. 

Every week , there is a main call-over which takes 

place on Thursday at 10 . 30am . In this session , bid , 

offer, and actual pri~e at which transactions have 

taken place duri~g the week are recorded in the main 

weekly call-over sheets (See Appendix C) . This information 

is also passe over for publication in the Financial and 

Business Columns in the newspapers . 

Since a broker is aware only of the information 

involving deals to which he was a party , the weekly call

over helps to give all brokers information on the manner 

in which transactions have taken place and give them an 

idea of the turnover i n the whole market in the week . 

' 
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1.9 Meaning of Capita Gain in Kenyan Law 

In general, a capital ga1n is the profit made 

from sale of capital assets such as investments and 

property. The profit arises when a capital asset is 

disposed of and the proceeds of disposition exceed the 

cost (or adjusted cost) of the capital property.D 

Definitions given by Ngotho (P.l96), Butt (P.l40), 

Ochumbo (P.2) and Seltzer (P.3) are in line with this 

one. In the context of Kenyan Law, "the gain which 

accrues to a person on transfer of property is the 

amount by which the transfer value of the property 
lB exceeds the adjusted cost of the property." For shares, 

it "is the amount by which the transfer value of investment 

shares transferred by a person who is an individual 

exceeds the adjusted cost of those shares" 1? The terms 

used in this definition are explained as follows: 20 

(a) "Investment Shares" means shares of companies, 

Municipal or Government authorities or a body 

created by those authorities . - listed and 

traded on the Nairob~ Stock Exchange. 

(b) "Transfer Value" means the amount or value of 

the consideration for the transfer of investment 

shares (less any incidental costs of transfer) 

(c) "Adjusted Cost" 

(i) for shares acquired 13th June 1975 is the 

market price they would have commanded on 

the Nairobi Stock Exchange immediately 

before the close of business on 12th June 

1975. 

(ii) for shares acquired on or after 13th June 

1975 is the amount of value or consideration 

for the acquisition of shares . 

It is this gain arising in the manner described in 

the · above paragraph which is taxed under section 3 
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(2) (f) and section 34(1A) of the Income Tax Act in 

Kenya from June 1975. A review of the Law relating 

to taxation o f gains from investment shares is given 

in section 2.2.3 

1.10 Operating Terminology 

1. Shares: Ordinary shares issued by companies 

quoted on the Nairobi Stock Exchange. 

2. Share Prices: The aggregate Ordinary Share 

Prices of the 20 companies used in this study 

gathered as explained in section 1.6 above. 

3. Share Price Index: The index of ordinary Share 

Price computed for this study in the manner 

explained in Chapter 3 section 3.2 

4. Capital gain: The excess of the transfer value 

of investment shares or other capital property 

over its cost of acquisition. 

5. Impact: Movement of the Share Price Index 

attributable to capital gains Taxation. 

1.11 Overview of the Paper 

This paper is made up of four chapters. Chapter 

one delineates the problem and an overview of the operations 

of the Nairobi Stock Exchange. Chapter two is the literature 

review and presents a review of general literature and 

empirical studies. Chapter three is empirical analysis. 

It gives a description of the Research Methodology. It 

presents a discussion of the manner in which the study 

was conducted and how data analysis was done. Analysis 

of data and the results of the study are also presented 

in this chapter. Chapter four is a summary and conclusion 

of the study and also indicates possible areas of further 

research. 



- 15 -

CHAPTER ONE 

•OOTNOTE 

" ew Tax on Stock is Death Blow 

" June 14 1975 , P . 3 

2. The ion : "Share Quotations Suspended", 

June 18 1975 , P . 9 

3 . See Kenya Na .iona1 Assembly Official Reports , June 

1975 

4 . The Standard : "Budget day view ", June 13 19 78 , P. 3 

5 . The Standard : "Lawyers want Capital Gains Tax 

Removed ", June 1 4 1978 P . 8 

6 . The Daily Nation : "Tax should have gone- M. P .", 

June 15 1984 , P . 3 

7. Toby , Ri c hard A: The Theory and Practice of Income 

Tax , P .7 0 

8 . Prest , A. R : Public Finance in Developing Countries , 

2nd Ed ition , P . 34 

9 . Greemvood , J . M: "Ta xation Notes ", · The Chartered 

Secretaries, January - March 1975 , P . 31 

10 . Kariuki , Ngenye : "Advantages and Disadvantages of 

Public Quotation", Nqenye Kariuki & Co . Newsletter , 

t-iay 1985 , P . S 

11 . Re ublic of Kenya : African Socialism and"its Applica

tion to planning in Keny a , P . 33 

12 . Kibaki , Mwai , Budget Speech , June 14 1 973 P . 9 

13 . Cootner , Paul H. The Random Character of Stock Market 

Prices, Revise d Edition, P.l 

14 . Eitcman , W. J ., C.A. Dice and O. K. Eiteman : The Stock 

Market , Fourth EdiLion , P . 175 



- 16 -

15 . K~riuki , Op . Cit. P. 2 

16 . Kariuki , I . N: "How the Nairobi Stock Exchange Works" , 

Ngenve Kariuki & Co . Newsletter , August 1981 P . l 

17 . Colley , G. M. and E. J . Newman, Tax Principles to 

Remember, Para 9- 01 

18 . Republic of Kenya , The Income Tax Act (Revised 1982) , 

Eighth Schedule , Part I Para 4 (1) 

19 . Ibid , Part II, Para 15 

20. Ibid , Para 14 



- 17 -

CHAPTER TWO 

LITERATURE REVIEW 

2.1 · Introduc ion 

This chapter reviews literature on capital gains 

taxation in general and the empirical studies on capital 

gains taxation. It covers rationale for taxing capital 

gains, general arguments advanced against taxing such 

gains and a review of the law relating to taxation of 

gains from investment shares in Kenya. 

Studies reviewed are those of Lomas {1961), Sprinkel 

(1962), Isbister (1968), Haugen {1973), Dyl (1977), and 

Slernrod ( 1982) • 

2.2 General Literature 

2.2.1 Rationa e ~Taxing Capital Gains 

The most commonly advanced rationale for taxing capital 

gains is bas~ on the definition of capital gains as income 

and the other is on the grounds of equity. 

2.2.1.1 Capital Gains as Income 

Having defined capital gains as profit from sale of 

capital property, then a person who has made such profits 

has clearly added some amount to his stock of wealth, that 

is, he has earned income. If income earned in other ways 

is taxable, then one fuay argue that capital gains should 

be taxed as well. It js from the acceptance that capital 

gains are income, that the 1975 Capital Gains Tax Act was 

repealed in April 1976 and taxation of such gains incor

porated in the Income Tax Act (1973). 

That profits should be taxable income is not a 

matter of dispute. The problem in this area is whether 

such gains constitute income. If income, it should be 

taxed but if capital, it should not. 

The question of how income should be measured is a 

matter which hus not gained ·universal acceptance since the 
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earliest develo men of accounting and economic theory . 

The cconomis s' approach is a utilitarian one and it 

views income as the maximum amount an individual can 

consume in a period and still be as well off at the 

end of the period as he was in the beginning . The accountant 

on the other hand departs from the economist by placing 

a distinction between income arising from ordinary course 

of business in a regular manner and that which occurs 

in an irregular manner and not in the normal course of the 

bus'ness. The former is operating income and the latter 

capital gain . As Edwards and Bell point out, " the problem 

of income measurement has been especially perplexing , in part 

because economis s have approached it with essentially 

subjective concepts deri 'ed from expectations concerning 

future events, while accountants have insisted on objecti

vity and the measurement of actual, unfortunately often 

historic, events . .,l 

It is therefore hardly surprising that even among 

countries where the taxability of capital gains has been 

legislated, there is a wide variation in the way each 

particular one treats the gains. As an· example, copntries 

like Guyana and Puerto Rico have sophisticated arrange

ments of taxing capital gains at different rates according 

to the length of time an asset is held . In Britain , gains 

on transfer of shares are taxed at differnet rates depending 

on whether the shares are sold within one year , two years 

or three years and are tax free if sold after three years. 

India has moved closer to including capital gains and 

income parting with British traditions of regarding capital 

gains as separate from income . 2 When Canada legislated 

the taxation of capital gains in January 1972 , it was 

included in income. In doing so, the Minister for Finance 
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conceded that he r cognized that ~this would be a major 

and con roversial s ep." 3 And here in Kenya, capital 

gains were first taxed under a different system under 

the capital gains tax Act 1975, and later in April 1976 

they became taxable under the Income Tax Act (1973). 

All these are indications of uncertainty which 

exists in this area . But despite the uncertainty 

there is a growing indication that a ax on ca ital gains 

is becoming more and more acceptable as a legitimate and 

essential form of taxation .
4 

2.?..1.2 The Concept of Equity 

The other most oftenly quoted rationale for taxing 

capital gains is based on the principle of equity. The 

tax catches the profits of the rich in society who are 

the ones who own capital. It is them, as opposed to the 

poor who obtain returns from their invested capital in 

the form of capital appreciation. 

One notes that capital gains do not come from any 

special efforts of tleproperty owners, but value in property 

arises from general causes such as population growth, 

favourable economic conditions and other factors. And to 

these, the non-property owners or the poor also have a 

contribution. Mill5 argues that the increase in wealth 

of an economically progressive society tends at all times 

to augment the income of landlords which gives them greater 

amount and porportion of the community's wealth independently 

of any trouble or outlay incurred by themselves. Therefore, 

he asserts, they have no claim, on the general principle 

of social justice foraccession to riches in this manner. 

A tax on capital gains removes inequity between those 

who are able to obtain returns from investment as capital 

gain and those who obtain such returns as interest or 

dividend. Such inequity is unfair between individuals 

and distorts the pattern of savings and investment . For a 



t x o have ~ocial validi y, it must be fair and equitable. 

Allocation of the huroen shoul0 be accepted as fair, other

wise as Grover puts it, "the social and poli ical fabric 

of a coun ry nay be weakened and destroyed". (P.l2} . 

Therefore, here appears to be a strong case on the grounds 

of equity for taxing capital gains . 

Equity is generally accepted in tax literature as 

the pr~nciple of treating people in the same situation 

similarly mainly on the ethical need for fairness and the 

practical need to avoid consequences of the nature mentioned 

in the ·paragraph above. Two classes of equity are reco

gnised . Horizontal equity and vertical equity. Horizontal 

equity describes equal treatment of equal people . It 

assumes homogeneity among persons . Vertical equity descrihes 

unequal treatment by the tax system of unequal persons 

with some appropriate degree of inequality . There is a 

practical difficulty in gauging the similarity between 

persons or even determining what constitu es inequality. 

Isbister
6 

observes that "equity is simply a normative 

statement about incidence ." ( P . 332) . To discover whether 

a particular tax is equitable or the extent to which it is 

discrimina ory is a complex task. For instance , Isbister. 

argues that inequity may occur if when the tax is 

imposed, market prices do not fully reflect the impending 

change in the structure of th economy . As an example , if 

the price of share~ falls immediately by say 50% when a 

tax is announced , a shareholder who sells out will lose , 

relative o his colleagues . One may wonder whether 

this inequity is chargeable to the tax itself or to the 

lack of wisdom of the shareholder . 

Tax .,,riters have tended to accept :->ersonal 

income as the best practical standard to judge equity . 

Another problem on the issue of equity is on legal 

complexity. Taxation of capi al gains is considered to be 

a complicated measure . Hence , in an attempt to achieve 
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equi .~ 1 ga and adMinis .ra iv complex! y is hound to 

occur. " laking a tax system r.1ore equi tahle may necessj tate 

increased coMplexity in the tax law. This greater co~plexity 

~ay mean that fewer jndividuals know and unders and the 

law so that in~ividual rights and liber ies are jeopardized ." 
7 

(Grover, P . l2) . 

Inspite of the complexities associated with the principle 

of equity , it has been quoted as the key reason in virtually 

all cases where capital gains taxation has been introduced . 

The Radcliffe Commitee (1954) recommended the tax in 

he U. K. on the grounds of "bringing greater degree of income 

distribution" (Toby, P.70) . The measure was necessary to 

prevent avoidance of tax through transformation of income 

receipts to capital receipts . This avoidance is parti

cularly possible where the capi al market is highly developed . 

Here there are opportunities for an individual to organize 

his affairs in such a manner that his benefits arising 

from property ownership is in he form of capital rather 

than taxable income (Kay, P . 56) . Taxing capital gains puts 

the gains in the tax net and catches the tax avoiders . By 

arresting tax avoidance, equity is attained . 

Introducing a tax on short term speculative gains in 

Britain in 1962 , Lloyd Selwyn , chancellor of exchequer 

based his decision on equity . He argued that although 

the main function of any tax system should be to bring 

revenue, it should nroduce a feeling of broad equity of 

treatment betwee taxpayers . "Yield is not my main purpose, 

but a greater equal1:.rea tment between taxpayers" (Wheatcroft , 

p . 3) . 

Cal l aghan on his part when introducing a full fledged 

capital gains tax in 1965 almost echoed his predece sor. 

He conceded that the failure to tax capital gains was not 

only idely regarded as the greatest blot in the British 

Tax System , but it was unfair o the wage and salary earner 

who was fully taxed on earnings more hardly won than a 



- /.2 -

recipient of ca i al gainR who ~ent ax free. "This new 

tax Hill provirle a ~ackgrounrl of. equity and fair play". 

O'Theatcroft P. S) . 

Similar arguments were advancerl in Kenya. The 

Sessional Paper o.lO of 1965 on African socialism,as 

~en ionerl in chap er one,recoMrnended a reform on our tax 

system by introducing among others, a tax on capital gains 

as a major means for effecting a more equitable dis ribu

tion of income and wealth. 

Introducing the tax in 1975, the then tinister for 

Finance noted hat some people had made substantial capital 

profits on property or shares which ,.,ere not subject to 

tax and that others had become rich through evasion and 

avoidance of tax . He saw tax on capital profits more as 

a solution to this problem rather than as a source of 

revenue . "The principle of equity in our society is more 

important than the revenue to be gained from a particular 
8 

measure. Our taxation system will be a fairer one once 

(this measure is enacted)"9 

The discussion in Lhis section has shown that the . 
desire to achieve equity in taxation is a fundamental 

motive and a key rationale for subjecting capital gains to 

tax. vlhether they are taxed separately or as ordinary 

income appears to be a ~atter of minor importance. The 

complicating factor is that questions of equity are more 

a matter of belief than fact. The circumstances which 

should be recognized will vary with particular environments 

and societies. 

2.2.2 General arguments against taxation of Ca~ital Gains 

2.2.2.1Inflation and Capital Gains as illusory Income 

A major argument which has gathered a lot of momentum 

in the area of capital gains axation centres on the relation

ship of those gains and inflation. Inflat'on, a erm 

which describes the general ris in price level has 
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een a disturbing henom non in r ent years world over . 

Capi al gains , unlike ordinary income , accrue over 

a longer period of time and involve comparative values 

from the time ownership of an asse was acquired to the 
time of its disposal . They are therefore much more 
seriously affec ed by inflation . Gains arising from 
general price level changes may not represent an addition 

to the flow of goods and services to the real stock of 
wealth , or an increase in the scale of living , or consumer 
satisfaction . (Groves, P . l65) . For example , value of a 

building may rise for no other reason other than that the 

yardstick of measurement has changed , i . e ., the value of 
money has fallen . In such a case , the owner of the building 
has gained nothing in terms of economic power . A person 

transferrfrg such an asset pays tax on a gain measured in 

money terms. The true gain will have been reduced by 
inflation , sometines even turned into loss . Such gains , 

therefor~ tend to be illusory and a tax on them turns out 

to be a tax on wealth . It is " sometimes a savage levy 
on capital itself " (Wheatcroft P . 4) . On this , Shoup argues , that 
" the government should never lay such taxes as wil·l inevi
tably fall on capital , since by so doingi they impair the 

funds maintenance of labour and th~by diminish the future 

production of the country . " (P.46) . 

Given the inflationary tendencies of world economies , 

time has come when inflation should be accepted as an 

econo~ic fact rather than a problem . 

2 -2 ..2 .2Admi nist r a tive difficult i e s i n Catlital Gains Taxat j on 

It is acknowledged by various writers that taxation 

of capital gains is administratYely complicated and burden

sum . It is " ..... a fine example of a tax , the complications 
of which seem numerous •.. " ( tuten P . l46) . The determina

tion of the ~ain only on realization rather than accrual 

basis brings difficulties in assessment . Absurdity arises 
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where nunerous mi o~ transac ions are involved and are 

difficul to trac . In streamlin~ng he tax law , legis

lation becomes complex, a problem which the Minister for 

Finance when in reducing the tax in Kenya acknowledged , 

" .... how the capital gains tax wi 11 work with respect to 

qualified investment accounts is somewhat complicated ..... w 

2 . 2 . 2.3 . Locked n - Effect of. Taxin9 api ta Gai ns 

Locked - in - effect refers to that situation where 

people abstain from selling their property because of fear 

of ultimately paying tax . The consquence of this is a 

tendency for a continous capital accumlation rather than 

income consumption . This effect is found best in the 

study by Harris and Associates . ~! They studied, the 

investor buying and selling patterns of the New York Stock 

Exchange where they found that the amount of capital available 

in the market moved inversely with the movement in tax 

rate . But as Ochumbo observes , the importance of this 

argument depends on the importance a particular society 

attaches to capital appreciation , which is not necessarily 

undersirable . But in a country like Kenya where there 

is an established government policy to jndegenize the 

economy , such a locked - in - effect may work against this 

policy as foreigners postpone sale of capital assets t o 

avoid tax thereby continuing to effectively control the 

economy . 

2~24 CaQital Ga "ns Ta x and Savings 

Capital gains tax is said to militate against saving , 

genuine investment and hence economic growth . (Wheatcroft 

P . 3) . Taxing income from savings amounts to subjecting 

savings to additional taxation since the capital sum had 

already been taxed . It i s deferred spending power . Clark 

laments , "why penalize a man who does not consume maximum 

of his income each period~ (P . 589 ). This centres o n the 
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ax eff'c' ncy crite on of ncu rali y, a conce which 

describes he extent o which a tax avoids dis orting the 

wory'nas of he market mechanis~. On the Stock Exchange , it 

has been asserted that " •.. investors are discouraged from 

purchasing shares on he stock market because after such a 

purchase, they would (later) need to sell their shares .•. , 

whatever their profits were would be eroded by the capital 

gains tax" ( Ochumbo P. 7). 

2.2.2.5 r ainty 

Certainty of how much tax is payabl~ and when, is 

important in tax planning by government . Capital gains 

tax suffers lack of quality o f certainty because the 

gains arise in an irregular manner and are realized only 

once (on disposal of the capital asset) although they 

have accrued over a long period of time . The disposal , 

and hence the tax liability is at the discretion of the 

asset owner . Capital gains tax therefore violatesthis 

criterion of a good tax system . 

2.2 . J The Law relatinq to taxa i on of gains from s hares 

A background of the introduction of capital gains 

taxation was discussed in chapter one . It was indicated 

that the tax was first introduced in Kenya through the 

Capital Gains Tax Act, 1975 under a separate administration 

from the Income Tax department . Later in 1976 , the Act 

was repealed and placed as the Bighth schedule of the 

Income Tax Act (1973), thereby placing the administration 

of the tax under the Income Tax Department . It was noted 

in chapter one that in the budget speech of June 13 1985, 

as this study was being finalised , capital gains taxation 

was suspended . The law reviewed ' here will , therefore , 

have to be amended accordingly . 

The taxability of capital gains is establBhed by 

Section 3 sub-section (2) (f) and section 34 (lA) of the 



- 26 -

Income Tax Act, Cap 470, Laws of Ke nya, (Revised 1982) . 

Section 3 sub-section (2) (f) provides hat income in 

res e ct of "ga ins accruing in he circumstances rescribed 

in and compute d in accordance with he Eighth schedule" 

shall be chargeable to Income Tax . Section 34 (lA) establishes 

that Income for an individual '' includes a capital gain". 

In a strict legal sense, one can say that what we have 

in Ke nya is not a capital gains tax , but income tax on 

capital gains . 

The Eighth schedule is made up of three parts . Part 

I deals with accrual and computation of gains from property and 

other investment shares transfered by individuals ; Part II 

deals with Accrual and Computation of gains from investment 

shares , and Part III deals with reduction of chargeable 

gains in respect of property acquired before 1st January 

1975 and transferred before 1st Janury 1985 . It is part II 

which is the subject of discussion in this section . 

The meaning of investment shares is given by Para 14 (b ). 

It is "shares of companies , Municipal or Government authori

ties or a body created by those authorities that are listed 

on the Nairobi Stock Exchange ". However , in case of 

individuals only , the shares in stocks or funds of the 

government or local authority are exempt from tax under t h e 

First Schedule; (para . 36) . The gain subject to tax is the 

amount by which the transfer value of investment shares 

transferred by a person who is an individual exceeds the 

adjusted cost of those shares . (para. 15) . Where the 

adj sted cost exceeds the transfer value , a loss is realised 

and a deduction is al l owed in accordance with the 

provisions of section 39 . 

\lhen a gain is a~~ to have been realised , the 

stock bro:er who conJ~cts the transfer of investment 

shares on behalf of the transferor is required to deduct 

tax at the Iate of 7 ~% , a s f rom June 1982 . The rates were 



- 27 -

35 in 1975 unt1l 1981 when hey were revised down to 15% 

be ore eing revis o again to 71 in 1982. The ax so 

deducted by the broker must be remt~ o the commissioner. 

(pcra. 18). Failure o deduct and/or remit such a ax 

(commonly known as wi hholding tax) in accordance with 

th requirements of section 35 makes the broker jointly 

and severally liable with the transferor of the shares 

for payment of the tax. (Para. 20). 

2.3 Empirical S udies 

This section reviews literature on some of the 

em irical studies in the area of capital gains taxation 

and its effects and influences on different aspects of 

stock markets. Specifically, the wcrks reviewed are those· 

of Lomas12 Sprinkel and West
13 , ·Haugen and Wichen14 , Oyl15 

and Slemrod.16 Research techniques used by these researchers 

vary . The analyses hav~ howeve~ used statistical techniques. 

Some have used simulation as an abstraction of real world 

situation where actual data was difficult to get . A look 

at some of these studies will indicate the direction of 

research in this area of capital gains taxation . 

The closest work to this study both in proximity and 
. 

Methodology is that of Lomas . He carried out a study 

on the indices of ordinary share prices on the Nairobi 

Stock Exchange. The objective was to indicate the general 

trend and magnitude of changes from 1955 to 1961 and to 

measure the effects upon share prices of the "politically 

induced depression that. came about when the implication 

of decisions taken at the Lancaster House conference in 

January/February 1960 became appreciated" (P.76). He 

calculated weighted price indices on monthly basis using 

the prices recorded at the first call-over in every month. 

The weighting was based on the amount of ordinary capital 

issued by the 40 selected companies. 

Using tabular analysis , the conclusions were : 

(a) From 1956 , the trend of ordinary share price had 
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been oownwa ds, and on 

shares los o er half 

and Jul l9G . 

he av ra e, ordinary 

heir v lue be ween 1956 

(b) Between 1956 and the Lancaster House Conference 

in January/February 1960, ordinary shares lost 

on average approximately one quar er of heir 

value, mainly due to issue by many companies of 

bonus shares. 

(c) From he Lancaster House conference in January/ 

February 1960, ordinary share prices had fallen 

much more rapidly than in the preceding years 

and by July 1961, they had lost over one-third 

of their value in January 1960. 

Sprinkel and West set out to develop a simple method 

of estimating the role which is played by contingentl:y 

payable capital gains taxes in investment decisions. They 

considered two alternatives of the effects of capital 

gains taxation. One, the sale of a security with the 

intention of purchasing alternative investment expected 

to have a superior price over a given interval of time 

Cswitch" decisions.) They adopted a numerical approach 

by taking alternative possibilities in investment 

decisions and a constant (non-changing) capital gains 

ax rate. They concluded that capital gains taxes clearly 

reduced the investor's flexibility in taking advantage 

of security price fluctuations and switching to alternative 

investments, hut hat investors frequently overestimate 

~he extent of the "lock-in" effect. This was based on 

the finding hat a stock-price needed not necessarily 

oecline by a percentage equal to the capital gains tax 

ra e for a sale and repurchase to be profitable. The 

investor frequently will forget that a contingent tax 

liability exists whether a capital gain is actually 

realised or not. The tax mus eventually be paio unless 

the security is held until death. {Fortunately, estate 

duty was abolished in Kenya in 1982) . Hence they asserted 

that the impact of capital ga·ns axes on investment 

decisions has been grossly exaggerated in the minds of 

many investors·. 
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A coMprehensive s udy was done by Haugen and Wichern 

to investigate the effects of capi al gains ax on the 

stabili y of securi y prices in the ew York Stock Exchange . 

They measured the effect of the ax on the security prices 

through differential calculus to determine the change 

in the gain with respect to the tax rate for both non

dividend paying and dividend paying shares. . The assumption 

was that capital gains tax rates were usually accompanied 

by changes in the tax rate on dividends so that tax rate 

on dividends can be treated as a function of the capital 

gains tax rate. They further employed a com uter simulation 

to determine the mangnitude and direction of the tax in 

order to account for the consequent changes in the· 

stockholders base price through time. Periods simulated 

were 150, giving a rice history which could be observed 

for the tax,and the experiment repeated 750 times. 

The results showed that a consistent pattern emerged. 

They concluded that under idealized conditions, the capital 

gains tax acts to stabilize stock prices for a stock that 

pays dividends but was distabilizing for a special case of 

non-dividend paying stock, conced"ng that this was a rather 

surprising conclusion in light of the "a~cepted doctrine". 

Dyl studied the relationship between capital gains 

taxation and year end stock market behaviour . The primary 

objective of the study \las to examine the validity of the 

assumption that capital qains tax has a significant influence 

on investors' market behaviour because capital gains taxes 

give investors an incentive to realize capital losses and 

defer realization of capital gains. 

A random sam le of 100 common shares was selected 

whose information was available from 1948 to 1970,and 

obtained monthly volume data for each of the stocks from 

January 1959 to February 1970. He measured the extent 

to which each security exhibited unrealized profit or loss 

to the owner towards the end of the year. Dividends were 
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omitted for the reason that hey did not have a direct 

effect on the inves or's year end decision to realise 

a capital gain or loss . He also recorded the volume 

,of trading each mon hand isolated he normal trading 

volume through a linear regression equa ion to eliminate 

other market influences. 

The results showed that there was substantial support 

for the hypothesis that capital taxes affected year-end 

investment decisions and that these decisions were in 

turn reflected in he trading ~urne of common stocks in 

December . In contrast, in January there was neither a 

major sell-off of appreciated stocks nor substantial 

repurchasing of depreciated stoc~s sold of for tax purposes 

occurs after the end of the year. In particular , the 

findings showed that there was abnormally low trading volume 

for ordinary shares that had appreciated during the year 

presumably reflecting year end capital gains tax lock-in

effects and an abnormally high tradingvoloume of ordinary 

shares whose price had declined during the year, presumably 

reflecting year end tax selling . 
. 

A similar hypothesis was tested by Slemrod. Data 

was collected on stock sold, and the month of sale from 

the return forms filed with the treasury some of which showed 

capital losses and othen; capita 1 gains. Data \-las for 

1973 and 1962. He then analysed the monthly variation in 

stocks sales which resulted in losses and those which resulted 

in gains and developed equations for value of losses and 

value of gains relative to total value of sales for each 

of the 12 months in order to come up with relative indices. 

Results showed that there was substantial year end 

manipulation of s ock sales for tax reasons. This was 

strongest for extra-ordinary loss taking behaviour in 

December than it is for postponement of gain taking from 

one year to the next. The measure of the indices were 

considered statis ically significant. Other factors constant, 

the ratio of losses to sales in December \'as 114% higher 
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than average in 1973 and 130% higher than average in 

1962~ Gain realization was 32% lower than average . 

Slemrod, like Dyl, concluded that there was strong 

evidence for existence of substantial extra-ordinary 

selling of losses at the end of a ax year. There was 

evidence to support the hypothesis that sales with gains 

are postponed to subsequent years but it was not conclusive 

that ' these gains were realised in the subsequent (next) 

tax year. Hence, capital gains taxation had substantial 

impact on the pattern of year end stock market behaviour. 

2.4 Conslusion 

This chapter reviewed the general literature on 

capital gains taxation which focused on explaining the 

rationale for taxing capital gains, arguments against 

the practice, and the law relating to taxation of gains 

from shares. 

A section was devoted to a review of relevant studies 

on the capital gains tax and the stock market. The study 

by Lomas,though not on capital gains tax,helps to throw 

light on how external factors, of which capital gains 

taxation is one,can affect stock market prices. These 

studies show that the effects of capital gains taxation 

on the stock market has occupied the minds of researchers 

for quite sometime . One,however,notes that research has 

focused on more developed stock markets such as the New 

York Stock Exchange. This is an indicator that researchers 

in Kenya should focus on the Nairobi Stock Exchange to 

find out how the tax affects different aspects of the 

Kenyan Stock Market. 
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CRAP'rER THREE 

EMP rn CAL ANALYSIS 

3.1 Introduc ion 

This chapter describes he research methodology 

used in the study , starting with the procedure used 

in data collec ion . This is followed by a description 

of data treatmen and analysis . The results of the 

study as well as the inferences which are drawn from 

the resul s are also presented . 

tools were tables and graphs . 

3.2 Research Methodology 

3.2 . 1 Data Collection Procedures 

The main analytical 

The study focused on the Nalrobi Stock Exchange. 

It is from here that data on share prices was sought . 

These prices were those of ordinary shares and were used 

in the construction of share price indices . 

There are 55 companies listed on the Nairobi Stock 

Exchange; Of these, only about half have their shares 

actively traded. Twenty most actively traded companies were 

selected . An attempt was also made to represent as much 

as possible the various industrial groups. Appendix D 

shows these companies and their industrial groupings . 

For each of these companies , the highest sales price 

for their ordinary shares in the week were extracted from 

the files of the weekly call-over sheet. This was done 

every 4th week (which coincided with the last call-over 

of each month), for the years 1973- 1983 . For 1975 , 

1978, 1981 and 1982, prices were taken on a weekly basis. 

The highest sales price recorded in the main weekly call -=over done 

on Thursdays was taken . This was necessary because 1975 

is the year capital gains tax was introduced in Kenya , 

while important changes in rates of tax on gains from 

shares were made in 1978 , 1981 and 1982, and this would 

aid analysis on weekly basis for these years . Data was 

collected for each of the years from 1973 to 1983 to 
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ohserve he market price situation before and after 

he introduc ion of the tax on gains from shares. The 

da a would also reveal the rend of share prices for 

he pas 11 years. 

The bulk of the data were gathered from Ngcnye 

Kariuki and Company, one of the six stock brokers in the 

Nairobi Stock Exchange . Part of the data are from 

Africa Registrars Limited , the Secretaries to the Stock 

Exchange . The brokers keep identical information on 

stock prices . Ngenye Kariuki and Company were considered 

most appropriate because the proprietor is the current 

chairman of the Nairobi Stock Exchange . Clarifications 

necessary would be sought easily . 

3 . 2 . 2 Data Treatment 

Share prices in each week were added up to produce 

an aggregate . Fo r computational convenience , this aggre

gate was scaled down by 20 , the number of companies 

sampled . The weekly aggregate was further summed up to 

produce an annual aggregate . (Appendix E and F) the 

objective of gathering the share price data was to compute 

share price indices . An index at every 4th weeR (designated 

monthly index ), another at every week for 1975 , 1~78 , 1981 

and 1982 , and an annual index for each of the years 1973 

to 19 8 3 were computed . The i.nportance of share Price Index is 

already discussed in Section 1 . 3 . 'I\o.O types of indices \vere computed; 

An unwei.ghted index and a weighted ir.dex . 

(i) Onweighted Aggregative Price I ndex 

The method of computation was adapted from the Dow

Jones share price index1 
published by Dow , Jones & Co . Inc , 

New York in The Wall Street Journal and utilized the 

formula : 

Index i n Period i = 
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where Pc is the Individual Share Price Curren 

Po is the Individual Share Price in 

base period. 

n is the Scaling Factor (number of 

Companies) 

APPE OIX G and H shO\·lS the results of this computation . 

(ii) Weiqhted aggre~ative Share Price Index 

Aggregate Prices were weighted by the total number 

of outstanding shares for all sampled companies. This 

type of index was adapted from Securities and Exchange 

Commission (S . E.C) Stock Price Index
2 

published in S.E.C's 

Statistical Bulletin. The formula utilized was: 

Index in Period i = 100 

where Pc = Individual Share Price Currently 

Sc = Total number of shares outstanding 
Currently 

the 

Po = Individual Share Price in the base 
Period 

s = Total number of shares outstanding 
0 

in the base period. 

APPE OIX I shows the results of this computation. 

APPENDIX J shows the total number of shares outstanding 

which were used for weighting. 

The purpose of computing the two types of indices was 

carnparison,. to find out \-lhether there \oJould be a difference 

ly 
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in he basic c o nclusion depending on which index was used. 

(iii) The nd x Compu cd by Na·rob· Stock Exchange 

~airobi Stock Exchange computes a weekly ordinary 

share price inde x . This is done by Dyer and Blair , a 

firm member of the Stock Exchange. The base year is 

1966. The annual indices between 1973 and 1982 were 

extracted from the relevant Nairobi Stock Exchange year

books. They were then spliced to bring the base year to 

1973 common with the study . (Appendix L). They were 

superimposed against those computed for this study, for 

the purpose of comparison. For details of how the 

Nairobi Stock Exchange Index is computed , See Appendix M. 

3.2.3 Data Analysis 

3.2.3.1 Analytical Design 

The experimental design used was panel design . Panel 

design looks at data as a time series . It is ~single -

subject design. It involves taking a series of measure

ments and then an experimental variable is introduced at 

one or more points in the series. Hence, one will have 

measurements both before and after the experimental 

variable is introduced. It is therefore very similar to 

the "before - after" experiments . The 1'before" measure

ment(s) act as the experimental control. Boyd et a13 

observe that it is important to predict in advance the 

expected trend were the experimental treatment not 

introduced. The prediction affords additional control 

against which the "after" measurement is compared . The 

trend was predicted for 1975 using a trend equation 

derived through the method of least squares . (Appendix P) . 

The principal tool of analysis and which is consistent 

with time series studies is graphs. Indices computed 

as discussed in Section 3.2.2 were ploted on graphs. One 

for the index of every 4th week (Monthly) , (1973 to 1983) , a 
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second y e on weekly basis for 1975, 1978, 1981 and 

1982, . and a third for annual indices. 

3.2.3.2 Tes ing he hypothesis of randomness 

To be able to observe the effects of any experimental 

variable on a time series, it is necessary first to 

establish that there is a trend in the series and that 

the measurements are not merely random. A one sample 

runs test for randomness in the share price indices was 

tested at a significarx::e leve 1 of cC -= 0. 05 (Appendix N) . 

This level was chosen because in a decision about securities, 

investment is involved. It \-las, therefore, considered more 

serious to reject the hypothesis of randomness in the 

series when it is true, than to accept it when it is 

false. A 95% level of confidence is substantially high. 

3.2.3.3 Control of Experimental History 

History is explained in research methodology literature 4 

as the collection of other experiences or eve~ts that take 

place during the Pretest - Post-test Interval . Whether 

or not post-test scores are affected by the treatment, they 

may be affected by other factorb~ In this study, key factors 

which can be identified to influence security prices are the 

general economic outlook and stat~ and the profitability 

of a particular company. Dominowski
6 

observed that, 

if the pretest - pos~test interval is short, history is 

less likely to conf0und the results, but as this interval 

gets longer, the possibility of the results being confounded 

by outside influences becomes more serious . 

To reduce or eliminate the problem of history, the 

analysis was done on the tro .d of weekly indices for each 

of the critical years; n~ly, 1975 when the tax was 

introduced, 1978, 1981 and 19H2 when the taxation rates 

were reduced. The first 23 weeks in each year served as 

the "before " measurement,and subs quent weeks as the "after" 
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measurement c.: . Tax decisions were announced in week 24 

each year. ~ t rend line using the method of least 

squares was computed for 1975 using data for the first 

23 weeks. The line was extended to predict how the 

trend could have been expected to move . Deviations from 

the trend line were observed and analysed. 

By reducing the analysis to trace weekly price 

movements, the economic outlook in the country and the 

profitability of a company can be considered fairly 

constant or uni form in any 52 week period. They can, 

therefore, be ruled out as the causes of the fluctuation 

of the index (if any) at a particular week independent 

of the other weeks. The effect of an "external stimuli" 

introduced in a particular week, in this case taxation 

of gains from shares , can be observed. This analysis is 

also consistent with the findings of cootner
7 

that 

"security prices are typically very sensitive , responsive 

to all events , both real and imagined that cast light into 

a murky future." The effect of a tax on the price index 

would therefore be expected to be immediate rathe·r than 

delayed. This can best be revealed by a weekly analysis . 

In a similar line of argument, Eiteman8 identifies two 

groups of conditions that are always present in the stock 

market to affect prices . The first relates to the adjust

ment of prices to the economic conditions, and is referred 

to as the fund~mental condition. The general trend of 

stock market prices (upward trend or downward ~rend) 

reflects the fundamental factors. The second relates to 

the monetary structure of the market and is referred to 

as he technical condition . They are repres.ented by 

deviations above and below the trend represented by the 

fundamental condition . 

In this study the introduction of, and change in capital 

gains tax rates at an instance of time can properly be 

classified as a technical factor whose effects can be 
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observed in rela ionship to the fundamcn al rend. 

Bere,i can be observed tha 1975 fell within the 

period of "Economic ins abili y" arising from the 

effects of the 1973 oil crisis; 1978 in he period of 

the «famous coffee boom~ while 1981 and 1982 fell in a 

period of world economic recession . 

3.3 Analys·s of Observations and Results 

3.3.1 Comparison of the Share Price Indices 

An indication was given in Section 3 . 2.2 that two 

indices were computed, namely on unweighted index (Dow -

Jones Method) and a Weighted Index (Securities and Exchange 

Commission Method). The purpose of this was to compare 

the movement of the two and,henc~ determine whether the 

conclusions might be influenced by the index used. Figure 

I and 2 show that the two indices tend to move in the same 

direction. The weighted index, hO\vever, has tended to be 

higher than the unweighted one. The magnitude of the 

difference i~ howeve~ not necessarily uniform at all 

points . This behaviour can be explained by the fact that 

the weighting factor i . e . total number of shares outstand

ing has been increasing from year to year. They increased 

from 94,403,801 in 1973 to 185,139,972 in 1983, almost 

double. (Appendix J) . Therefor~ it would not matter 

what Index is used in the analysis. The unweighted index 

was chosen. Hence, all the analysis has proceeded on 

the unweighted index . For the purpose of analysis , the 

magnitude of the index per se was not important. What was 

important was how the index moved and changed. If con

clusions arrived at would be the same with or without 

weighting, then weighting is not necessary. 

Figure 2 also shows a plotting of the index computed 

by the Nairobi Stock Exchange . It is interesting to 

notice that the Index moves in more or less the same 

direction as those computed for this study , at times even 

overlapping . One reason for this behaviour is tha~ of the 

17 companies whose share prices were used in computation 

of Nairobi Stock Exchange Index, 12 were used in this study . 
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One can say tha the behaviour of the indices would 

be reasonably similar . 

3.3.2 Results of test of the Hypo hes·s of Randomness 

The results of the hypothesis tested to establish 

whether the movement of share prices was random,or 

exhibited a trend, showed that the movement of share 

prices was not random . Appendix N shows details of 

how this test was done. This meant that there was a 

significant trend in the movement of share prices. 

The nature of the trend is 0jscussed in section 3 . 3 .4. 

As noted in section 3 .2. 3.2- , the presence of a trend 

in share price movement was critically important in the 

analysis based on time series data . It was, therefore, 

particularly important to do this as a pre-requisite 

for further analysis once the basic data was gathered . 

3.3.3 Graphs of the Share Price Indices 

The results shown on appendix G and I are presented 

in graph form in figure 1 while those in Appendix B 

are presented in figures 3 , 4,5 and 6. The annual indices 

are ploted on figure 2 . The Nairobi Stock Exchange 

Share Price Index as shown in Appendix I has been super

imposed on the indices computed for this study in figure 

2. The Nairobi Stock Exchange Share Price Index is computed 

with January 1966 a3 the base year . The index was there

fore spliced as mentioned earlier , t6 bring the base 

year to 1973 common with the study . 
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3 . 3. 4 Th 'l'rend of hare Pr · ces 

It has already been men ioned that the trend of 

share prices at the airobi s ock Exchange have 

exhibited a significant trend from 1973 to 1983 . An 

examination of figure 1 reveals that the share price 

index has tended to be downwards from base of 100 in 

1973 through to 1975. However thenxtices in 1973 to 

mid 1974 has had the tendency of a flat trend. A flat 

trend is where the share prices move within two 11 imaginary" 

flat lines .
9 

From July 1974 , a noticeable steepening 

downward trend was experienced reaching a , level of 

absolute zero in June 1975 . Howeve~ a recovery was 

recorded through the later half of the year and by December 

1975,a flat trend was resuming when the index was recorded 

at 92 . This trend lasted until December 1976 with an 

index of 8 9 .1. From there , a definitely upward 'trend 

set in rising quite steeply through 1977 upto the end 

o f 1978 when the highest level was achieved in the later 

half of that year . The highest index was recorded in 

May and June and stood at 135 . 1 . This level was almost 

~aintained in the subsequent four months until November , 

within which, the index changed downwards by only 0 . 9 . A 

steep decline in the index was experienced between 

November 1978 and February 1979 from 132 . 5 to 108 . 9 a 

decline of 23.6 (19%) . Another flat trend then set in 

which lasted until October 1980 when the index stayed 

between 108.9 and 126 .6. From then the index has been 

generally downward and stood at 93 . 2 at tile close of 1983, 

although lower levels were recorded in December 1982 , 

January 1983 and April 1983 at 81 . 4 , 83 . 5 and 82 . 3 res

pectively. 

In broad terms , it can be observed that 1973 - 1975 

was a period of decline, 1975 to 1978 a period of recovery 

and 1979 - 1983 a period of yet another decline . This 

general behaviour of the index is clearly demostrated in 

figure 2 · ·hich shows the annual Share Price Indices. This 
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is the primary trend of the share prices over the 

period. The monthly indices discussed in the preceding 

paragraph and demonstrated in figure 1 constitute he 

secondary trend which makes up the primary trend demons

trated in figure 2. 

Another observation which can be made from the 

data regards the level of the index. The symbolic 

representation on appendix N reveals t~at for the period 

1973 to 1976 and 1982 - 83, the index was generally 

below the base i.e. below 100, while it was above the 

base index of 100 in the period 1977 - 1981. 

A general inference which can be drawn here is on 

t~e influence of the general economic situation in the 

country on the share prices. The period 1973 - 1974 was when 

the effects of the oil crisis were gripping the country, 

although the effect was heavily felt in 1975. The decli

ning tendency in share prices in this period ca~ therefore, 

be seen in this perspective. The 1976 - 78 "coffee boom" 

had its role in rejuvenating the stock market. The rising 

trend in share prices from 1973 to its maximum in 1978 

is,therefore,reasonably associated with the economic 

boom of the time. People were willing to invest in shar~s 

because of bright economic prospects. They also had 

the funds to invest. This,therefore,had the natural 

effect of raising the demand of investment shares and 

consequently prices shot up. 

The period when share price index started declining 

coincides with the end of the "boom" period. The economy 

was adjusting itself to normality. Share prices conse

quently declined. That they continued to do so up to 

1983 is a reflection of the world economic recession 

whose effects are being felt in Kenya as well. Such 

effects in the economy at large must affect the Stock 

Market. 

One can therefore say that in broad terms, the general , , 
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economic conditions in the country have tended to be 

reflec ed in the rimary tr nd of Share Price Index . 

Another significant inference which is drawn 

from the results discussed in this section is one of 

prediction . The question of the ability to predict 

future share prices is an issue which has tended to 

occupy a central position in the minds of investors 

and potential investors in their attempt to maximize 

return from their investment in corporate shares . A 

prediction is possible only if share prices follow an 

identifiable order rather than chance . That the results 

of this study show that there is a significant trend 

in the movement of Share Price in the Nairobi Stock 

Exchange is an indication that a formula to predict 

future share prices could be developed for use by investors . 

However, the development of such a formula is beybnd the 

scope of this study . 

3 . 3 . 5 Impact o f Capital Gains Ta xation 

Figures 3 , 4 5 and 6 show the movement of share 

price indices on weekly basis for 1975 , 1978 , 1981 and 

1982 respectively . The four graphs were designed to 

aid in the analysis of the possible impact of capital 

gains taxation and the effects of reduced rates of 

taxation in each of the years 1978 , 1981 and 1982. A 

discussion of how the analysis was to proceed and the 

rationale of using weekly indices is given in section 

3 . 2 . 3. 

(a) 1975 

Although figure 2 shows that the gen~ral level of 

the index was lowest in 1975 than any other year , figure 

1 reveals that there was a sudden drop in the index to 

an absolute minimum level of zero in the month of June 

from 81.1 in May . This was the month the capital gains 
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taxation was intronuced . The sudd n drop in the index 

in this mon h clearly reflec s the reaction of the 

market to this measure. When the tax was introduced , 

the rate was 35% on the gain on transfer of shares . 

The situation becomes clearer by magnifying the 

analysis to weekly basis for 1975 alone . Figure 3 shows 

the results of a plotting of \'teekly indices for 52 weeks 

in the year . The movement was observed for the first 

23 weeks before the tax was introduced and for the sub

sequent weeks upto 52 after the tax was introduced . The 

figure shows that the index was quite stable from week 1 

to week 23 although there were come minor flactuations , 

the most noteworthy occuring in week 4 . Infact the index 

was extremely stable for 10 weeks from week 14 to 23 

before introduction of the tax in week 24 . The difference 

between the lowest and the highest index was a meagre 

1.2. On the introduction of the measure to tax gains 

from investment shares , the index immediately dropped t o 

zero , a situation which persisted in week 24 , 25 and 26. 

This was because for 3 weeks , there was no trading in 

shares . There were no sellers neither were there biders , 

a situation which forced suspension of business at the 

Nairobi Stock Exchang~. When business resumed on June 

30th , only 7 securities were traded in . This made the 

index to shoot from zero in week 26 to 44 . 3 in week 27 . 

The index continued to pick-up from week to week and it 

is not until week 38 that one can say the index had attained 

its former general level when it attained a level of 

82.7. The index continued· in a rising trend week after 

week and by week 52 , it s tood at 92, the highest in t he 

year. 

Figure 3 clearly demonstrates the move to tax gains 

from investment shares had a distabilizing effect which 

caused considerable disturbance in the stock market . The 

sudden drop in the index from 81 .0 to zero in the week 

the tax w s introduced , and when the trend line10 fitted 

using 23 week d.ata shows that the index in that t eek would 
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havP been ahou Rl . S can hardly e said o be a 

coincidence , neither can it be s id to be a random 

f !actuation. . One cannot but conclude ha this is 

the impac of the taxation move. 

The trend line shows that had the disturbance not 

occured, he index would have continued to rise and at 

a level above 80 . The line coincides with the observed 

indices in week 38 to 50 . Since the trend line is a 

representation of what ought to have been the level of 

the index in the weeks when the disturbance was felt , one 

concludes that the share price index fully recov~red 

from the disturbance in week 38 . An inference is conse

quently drawn that the tax had what can be termed a 

temporary impact on the stock market . The initial impact 

was strong . So much so that it was noticeably reflected 

in the monthly price movement as demonstrated in figure 

1. In June 19 7 5 , there was a sudden drop in the level of 

index from 81 . 1 to zero . It however picked up in the 

subsequent months with July (51 . 5) , August (73.4), September 

( 82 .7 ) and October (88.6) . 

( b) 1978 

In 1978 , the system of taxing capital gains was 

changed so that only half of the capital gain realized 

by individuals became chargeable to tax . Figure 4 shows 

the movement of share index for 52 weeks in 1978. This 

is meant to aid in observing whether the change had any 

impact on share prices . The change was made in week 24. 

It is observed that the prices were quite stable 

for most of the year from week 1 t o 43. Between week 1 

and week 21 , the trend was generally on the rise with 

minimal flactuations between the weeks . In week 24 , 25 

and 26 , the index rose by 0.4 to a consistent level of 

135 after showing a decline of 0.4 previously from week 

2 1 to 22 a level m:1intained i..n week 23. The outcome of the 
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indices for he weeks immedia l e y following the ax 

measure is striking. A "neat'' pat ern emerge s for 

these weeks which is also among the highest in the 

year . This is not a chance pattern. This behaviour 

supports the conclusion that the de cision to tax only 

half of the gain had the effect of boosting share prices 

in the s ock exchange. But this boost persisted for 

only a short time for in week 27, the index dropped by 

1.7 to 133 . 3 and maintained a ge~erally flat trend 

until week 43. After this, until week 52, there- was a 

disturbance in the stock market . Share prices in these 

weeks followed no recognisable pattern . This can hardly 

be associated wi h he tax measure because as explained 

in section 3.2.3. 3; such a m~asure would bring immediate 

rather than delaye d reaction if at all . 

A plausible explanation for the apparent random 

fluactuation in the index movement is that share prices 

were rea djusting to new and lower levels . This is very 

clear in Figure 1. Week 44 1978 falls in the month of 

November. From this month, the index fell from its 

former general level and continued to fall until February 

1979 and then stabilized to another ge~er 1 level which 

lasted until October 1980. An important economic event 

at this time which is attributable to this behaviour is 

that this period actually marked the end of the economic 

hey-day in the country brought about by the famous coffee 

boom. It is also the time when the government swerved 

in to clampdown smuggling and black marketering or magendo 

as is now popularly known in Kenya . The easy money which 

used to float in the country at the time suddenly dis

appeared from the market . Of necessity, the effects of 

these t\~O events was felt in the stock market and is 

reflected in the movement of the index at that time . 

Hence, the tax measure of 1978 did not have any 

significant impact on stock prices . There were obviously 
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o her economic forces in he m rket which coun eracted 

the inccn ivising property of reducing the propor ion 

of taxable gain . The reaction demonstrated in week 24, 

25 and 26 was quite a temporary one . 

(c) 1981 

Another policy matter on he capital gains taxation 

came in 1981 when withholding ax on investment shares 

was reduced from 35% to 15% , in the words of the Minister , 

"in order to boost our stock exchange" .
11 

The movement of Share Price indices for 52 weeks 

in 1981 is shown in figure 5 . The trend is extremely 

"wandering" and large flactuations were recorded from 

week to week . The effect of reduced withholding tax is 

hardly significant in 1981; infact the behaviour of the 

indices is contrary to expectations . For instance, two 

weeks (week 25) after the announcement of the measure 

to "boost" the exchange , the index not only dropped 

considerably from 102.5 in week 25 to 81.4 in week 26 , 

(by 21.4) but it was one of the lowest in the year. The 

reduction in the rate of withholding tax, therefore, can 

hardly be said to have "boosted" the stock exchange at 

all. There must have been other stronger forces which 

diluted any incentive likely to have come from the reduced 

tax rates. Reduced withholding tax rate was,therefore, 

by no means a significant factor in influencing the 

movement of weekly share prices in 1981. This conclusion 

supports the view of the then Finance 1inister when in 

1982 he lamented, " ... the rate of capital gains tax was 

reduced by half last year in order to enable sellers to 

put more .... shares and stocks in the market . Judging 

from the current prices .•.. of stocks in the market, the 

h
. . . ..12 sellers do not seem to have responded to t 1s 1ncent1ve . 

(d) 1982 

The last change on capital gains tax rate came in 

1982 when the por ion of taxable gain was reduced further 
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by half making the taxable gain to stand at 25% . This 

measure was introduced in week 24. Figure 6 traces 

the movement of weekly share price indices for 52 weeks. 

Although the trend of weekly indices is a flat one , it 

has an inclination to be downward . This downward trend 

continues even after week 24 all the way to week 52 when 

the lowest index of 81.4was recorded, otherwise the indices 

remained generally between 90 and 100 ~pto week 31 when 

they dropped to below 90 but above 80 . 

Like in the case of 1981, there is no noticeable 

effect on the reduced taxation rate in 1982 . Infact one 

notes that the prices in 1982 exhibited exceptional stability 

and there is hardly any noticeable disturbance . One 

consequently concludes that the decision to reduce the 

taxable gain from 50% to 25% had hardly any incentive in 

the stock market. Other considerations must have outweighed 

the tax incentive so that prices not only continued to 

remain low, but they showed no response to the measure . 

I 



- 56 -

CHAPTER TRREE 

FOOTNOTES 

1 . Eiteman, W. J ., C. A. Dice and O. K. Eiteman , The Stock 

Market, 4th Edition, PP . 175 - 179 

2 . Ibid, PP . 192 - 194 

3 . Boyd , Harper W., R~ Westfall and S . F . Stasch , Marketing 

Research : Text and Cases, 5th Edition , P . 78 

4 . Dominowski , Roger L ., Research Methods , P . 298 

5 . Boyd Op.Cit P . 67 

6 . Dominowski Op. Cit P . 298 

7 . Cootner, Paul H. (Editor) , The Random Character of 

Stock Market Prices, Revised Edition P . l 

8 . Eiteman Op. Cit P . 403 

9 . Briston, R . J . The Stock Exchange and Investment Analysis , 

P . 374 

10 . The Derivation of the Expression of the Trend Line is 

given in Appendix P. 

11 . Kibaki , Mwai , Budget Speech , 16th June 1981 , P . ll 

12 . Magugu , Arthur , Budget Speech , 16th June 1982 



- 57-

Hl\ PTF.R POOR 

::;ur1.MJ\RY AND CONr.LUSION 

4 . 1 Summary 

It has been shown that capital gains taxation in 

Kenya has generated a ~t of debate and controversy 

centred mainly on whatwas thought to be its undersirable 

effects on the economy. One sector of the Kenyan 

economy which has been a focus of discussion on the likely 

effects of the tax is the Nairobi Stock Exchange where 

gains arising from shares traded on it are required to 

be taxed . It is on this stock exchange that the study 

focused . It was motivated by the opposition of the tax 

as a part of Kenyas fiscal system and specifically· as far 

as it applies to the Nairobi Stock Exchange . 

This study sought , fir s t to present indices of 

ordinary share prices in order to indicate their general 

trend and changes from 1973 t o 1983 . Second , to analyse 

the trend of these indices in order to establish whether 

the introduction of capital gains tax in Kenya had any 

impact on them , and third , to establish whether the various 

reductions of the capital gains tax rates produced any 

impact on the trend of these indices . 

The history of capital gains taxation in Kenya and 

an overview of the operations of Nairobi Stock Exchange 

was presented in chapter one . The literature review has 

shown that equity and social justice are argueJ to be the 

key rationalefor taxing capital gains . These reasons 

were quoted in countries such as Britain , Canada and Kenya 

when the tax was introduced . Equity , however , is a 

factor difficult to measure because it is founded more 

on belief than fact . Despite lack of universal agreement 

among v1riters of what constitutes income , capital gains 

are conside~ed by Accountants and Economists as income , 

and , therefore,taxable like other incomes . Arguments against 
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1· axing capi al gai ns ha rn cen red mainly onissues sudl as that the 

gains are illusory as a consequence of infla ion , 

difficulties in administration of the tax, lock-in-effect , 

its effects on savings and the uncertainty inherent 

in realization of capital gains. 

A. review of empirical studies has shovm that there has 

been substantial interest among researchers to 
determine the influences, effects and impact of capital 

gains taxation on varxing aspects of stock exchange . 

These studies have t9nded to focus on the advanced stock 

markets such as the New York Stock Exchange . They are 

an indication that capital gains taxation is an issue in 

other countries and not just ~n Kenya . 

This study relied on tabular and graphical analysis 

of ordinary share price indices on annual and monthly 

basis for all years . Weekly indices were analysed for 

1975 , the year capital gains tax was introduced in Kenya , 

and 1979 , 1981 and 1982 , the years involving reductions 

in tax rates . 

A test of the hypothesis of whether the trend of the 

indices was random showed that at 0 . 05 l~vel of significance , 

the indices were not random . They exhibited a significant 

trend . This trend, as revealed by Figure 1; on the average 

was flat from -January 1973 to July 1974 ; showing a 
declining tendency from August 1974 to May 1975 and 

declining sharply in June 1975 when it reached a level of 

absolute zero . Then there was a sharp rise in the index 

between July and October that year , from where it showed 

a flat trendupto l-1arch 1977 . From Aprill977 to October 

1978 the tendency was a rising one and achieving the 

highest level in the series in May and June 1979 at 123 . 1 . 

After a sharp dec line, the trend assumed another flat tendency 

until October 1980 from \·lhen the trend ,,ras down,:ards 

upto the December 1983 . Represen ing this rend as a 

annual index, Figure 2 reveals that 1973 to 1975 was a 
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period of price decline, 1976 to 1978 a period of 

growth, 1979 to 1980 a period of stagnation and 1981 

to 1983 one ofdecline . I \.,ras minimum in 1975 at 74 . 1 

and maximum in 1978 at 133 . The symbolic representation 

in APPENDIX N shm s that the index was bela f the base from arch 

1973 to February 1977 , above the base from March 1977 

t.o November 1981 and again below the base from December 

19_81 upto December 1983. 

The trend was analysed for the impact of Capital 

gains Tax in Figure 3 , 4,5 and 6. Figure 1 reveals that 

when the tax was introduced in week 24, 1975, there was 
I 

a sharp fall in the index from 81 to zer~a situation 

which persisted for 3 weeks before a gradual recovery 

set in through to week 38 . This impact of the introduction 

of the tax is also reflected in Figure 1 where in June 

1975, the index sharply declined inthat month from 81.1 

to zero, but recovered in the following months through 

October. After week 3a, the index is observed to have 

achieved its former expected general level . 

A reduction in the tax rate in 1978 had a minimal 

boost in the index as revealed by Figure.4 . In week 25 

after the reduction of the tax rate in week 24, the index 

went up bymly 0. 4 and maintained the level of 135 for only 

three weeks and then started declining . 

Figure 5 shows an extremely meandering trend in 1981 . The 

new reduction in rates in week 24 does not have any 

noti~ble effect on the movement of the index t,ecause 

the inherent fluctuations characteristic of that year 

continued as before even after the reduction in the rates . 

Infact as noted earlier , two weeks after the reduction in 

rates , the index went down sharply by 21 . 1 from 102 . 5 to 

81 .4 contrary to the expectation that the reduced rate 

would boost the index . 

In contrast , 1982 was a stable year as far as the 

index was concerned. This is shown in figure 6 . Rates 
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were rerluc ~ again y ano her 50% as in 1981. This 

occurerl in week 24. As can be seen from this figure, 

anrl index ~io not respond to the ~easure at all. The 

trend continued as before. 

4 . 2 Conclu!;i.on 

The presence of a significant trend in the movement 

of ordinary share prices in the Nairobi ~tock Exchange 

provides evidence that given some historical price data, 

investors can develop a formula to predict share prices 

in future. An investor, particularly the speculative one, 

seeks ma,cimum returns from his investment by buying and 

selling shares based on his expectation about . what their 

values are likely to be in future. Unless he can predict 

the share prices with a reasonable degree of accuracy , 

he is not likely to gain from speculative ventures. 

Another conclusion from the results of the movement 

of the indices is that there is a relationship between 

the level of the indices and the general economic state 

in the country . Prices have tended to respond generally 

to the particular economic period . Duriryg the period 

of the oil crises in 1973 -75, the index was not only 

at low level but was on the decline. During the "coffee 

boom" of 1976 - 78, the index was on the rise and was at 

very high levels. It is during this period in 1978 that 

the highest level was recorded . The decline of the share 

price index from 1979 to 1903 not only marks the end of 

the 1976 - 78 economic boom but also the set in of the wcrld 

economic recession which continued at the time . 

The analysis to reveal the possible impact of capital 

gains tax on the stock prices under various circumstances 

leads to the conclusion that the measures of capital gains 

taxation have tended to have only a temporary rather than 

a permanent impact on the prices of ordinary shares at 
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the airobi S ock Exchange. This impact was heavily 

felt in 1975 when the tax was introduced and to lesser 

extent when the rates were reduced in 1978. After a 

time, 24 weeks in case of 1975 and 3 weeks for 1978, 

the prices adjusted themselves to their former general 

levels. The effect of reduced rates in 1981 and 1982 

were not noticeable at all from the analysis. The trend 

continued as before. Share price index is considered 

a barometer of the confidence of rrarket participants, (mainly 

buyers and sellers) as discussed in chapter one. The index 

is expected to be high when the market participants have 

high confidence in the market and the index declines when 

the confidence is disturbed by a~y event . One concludes 

that in case of Nairobi Stock Exchange, the introduction 

of capital gains tax disturbed the confidence of market 

participants in the Stock Exchange but only temporarily . 

Once the tax is accepted as a reality, they learn to live 

with it to the extent that they don't show a noticeable 

response to reduced rates as shown in the case of 1981 

and 1982. This means that after a time, tax ceases to 

be a consideration in buying and selling of shares . 

Thisstudy provides evidence that the true effect of 

capital gains taxation as far as it relates to prices 

of ordinary shares on the Nairobi Stock Exchange has been 

gro~s ly exaggerated by the members of the Stock Exchange 

itself and other opponents of the tax . 

4 . 3 Relationship with O~~er Studies 

The basic conclusions of this study have been similar 

in certain respects to those of some of the studies 

reviewed in chapter two. 

Sprinkel, like in this study, found that the extent 

of the effect of capital gains tax is often exaggerated by 
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investors. He asserted that inve stors frequently forget 

that a cx>ntiilgent . tax liability e xists. The tax 

consideration ceases to be an issue among investors 

because tax must eventually be paid unless the security 

is held until death . 

Capital gains tax was found to be distabilizing on 

stock prices for a time in 1975. Like in this study, 

Wichern generated a price history which could be observed 

for tax effects. He found that capital gains tax tends 

to be distabilizing in certain cases for non-dividend 

paying securities . Although the distabilizing effect 

was felt for the security prices in the Nairobi Stock 

Exchange in 1975, all securities used were dividend 

paying unlike Wichern's case . For stock which pays 

dividends , he found that capital gains tax acts to 

stabilize the stock prices . Results show that in 1978and 

~982 , the tax was not distabilizing on the stock prices. 

But it is not possible to say whether the · apparent 

stability in stock prices in these years is due to 

capital ~gains tax . But it is clear that the change in the 

tax rates in 1978 did not distabilize the prices of 

ordinary shares at the Nairobi Stock Exchange. 

The meandering behaviour of the price indices in 

1981 is consistent with the observation of Lomas about 

the imperfection in share price determination on the 

Nairobi Stock Exchange . He observed that t~e seller 

of a particular security might fix a selling price on 

the basis of the price at which the last transaction 

took place . If he is an insistent selle~ , he will 

progressively lower his price in order to induce a buyer 

to come forth if there are no buyers in the market . 

Similarly an insistent buyer may have to progressively 

raise hj c; price in order to attract a seller . The resultant 

is big variations in the prices at which consecutive 

bargains are struck . 
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. 4 Rec()mmenda tions 

le1 ers of e • 'airobi S ock Excr.ange ve of ~.en claimed 

that capi al gains tax has killed he ir business. If 

indeed the market is dying, on the ba sis of the results 

of this study, they should go beyond capital gains tax 

to get the cause of that death . 

Capital gains tax , it was noted has been suspended 

in Kenya as this study was being finalised . The question 

is wheLher the tax should be abolishe d altogether . This 

study provides evidence that there was no need to reduce 

the tax rates , let alone abolish it . in as .far as it rel.ates 

to transactions on the Nairobi Stock Exchange. 

For the ten years that capital gains tax on shares 

has been in existence in Kenya, it is clear from the shudy 

that it has not succeeded in gaining acceptance by the 

business community and members of Nairobi Stock Exchange . 

But no tax is popular with those who are taxed . "Every 

gentleman has his favourite plan for repealing a particular 

tax and this tax upon justice w~s that which he should 

most desire to see reduced" (51-ioup P . 57) It is, therefore , 

important for members of parliament as law makers to assess 

fully the effects on the community and the economy of the · 

tax laws they pass because 

" ... under a complicated system of 
taxation, it is impossible for the 
wisest legislature t o discover all 
the effects , direct and indirect, 
of its taxes, and if it cannot do 
this, the industry of the country 
will not be exerted the greatest 
advantage" ( Shoup P . 57) 

This problem is even more serious in Kenya where members 

of the legislature cannot be called upon to provide technical 

competence in tax matters . It is recommended that those concan~( 

with tax policies should try to gain technical competence 

in issues of taxation so that if they are convinced of the 

advantage to society of a particular tax law , the mere 

oppossition of a particular tax by some people or group of 

people should not form the basis of re eal of that ax . 

As noted, no tax is popular with those who pay it . 
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4 . 5 Su~qcs ·ons or. Fur her R~s arch 

There is need for a study to reveal the trend of the 

prices of reference shares, city ccuncil stocks and 

government stocks . 

A study needs o be done including all the ordinary 

shares of companies quoted on the Nairobi Stock Exchange 

in order to see whether the results would be the same . 

With respect to other factors that influence stock 

prices in he Nairobi Stock Exchange , a study needs to be 

done to determine what these factors are, and the significance 

of each factor preferably using factor analysis technique . 

If possible to get data on the volume of transactions 

of trading in shares , a study to determine the response 

of trading transactions to the introduction of capital 

gains tax and its changes is appropriate . 

The suspension of capital gains taxation in Kenya on 

June 13 . 1985 provides an opportunity for a research to 
' 

be done on the response of share prices to this measure . 

This would help compare . the findings with those ?f this 

study and determine whether the suspension was worthwhile . 
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1\P ENDIX D 

T~ hf TY SELECTED COMPJ\N •' 1\ND THE R 

INDUSTRI~ GROUPS 

(a) .nufac ur·ng : 

1. A. Baumann and Company L"mited 

2. B. J\ . T. Kenya Limited 

3 . Car a d General (Kenya) Limited 

4 . Carbacid Investments Limited 

5 . E. A. Oxygen Ltd 

(b) Planta i ns : 

6. Brooke Bond Kenya Limited 

7. Kakuzi Limited 

8 . Sasi i Tea and Coffee Limit~ 

9 . George Williamson Kenya Limited 

(c ) Fj nanc : 

10 . Crccit Finance Corporation Limited 

11 . Diamond Trust of Kenya .Limited 

12 . I.C.o.c . Investments Company 

13 . Na ional Ind.ustrial Credit (E .A) Limited . 

(d) Mo ors : 

14 . Mar halls (E.A) Limited 

(e) Mi lers: 

15 . Kenya national 1ills Limited 

16 . Merca 

( f ) Br o~e r · c"' : 

17. E . ~. Breweries Ltd 

(g) Public Services: 

18 . Kenyn Power & Lighting Co. Limited 

(h) lJ w pa crs a nd P inlers 

1~ . Consol"dated Holdings Ltd 

20. !atio Printers and Publi shers Limited 
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APPENDIX E 

MONTHLY nGGREGATE SHARE MARKET PRICES 

Month Week 19 7 3 1 974 19 7 5 197 6 19 7 7 197 8 1979 1980 1981 1982 1983 

January 4 11.85 11.65 9 . 50 10 . 80 1) . 1 5 15 . 25 13 . 50 13 . 55 12.65 l . 20 9 . 90 

February 8 11. ~5 11.80 9 . 80 10 . 80 11.35 15 . 30 12.90 13 . 70 12 . 30 11.50 10 . 70 

~~arch 13 11. GS 11.80 9 . 45 11.50 11.90'15 . 60 13 . 25 13.80 12.40 11.25 10 .2 0 

April 17 11 . 20 11.90 9 . 60 11.10 12 . 60 15 . 70 13 . 10 15 . 70 11.55 11.00 9 . 75 

·1ay 21 11.00 12 . 10 9 . 60 10 . 40 12 . 35 16 . 00 13 . 20 14 . 00 12 . 30 11 . 20 10 . 30 
• 

June 26 11.10 11 . 70 Nil 10 . 4-0 12 . 60 16 . 00 13 . 30 15 . 85 12 . 15 11.20 10 . 60 

July 30 12 . 05 11. 7 5 6 . 10 9 . 75 12 .7 0 15 . 9!> 13 .7 0 14 . 10 12 . 30 11.00 10 . 70 

August 34 12 . 40 11.50 8 . 70 9 . 80 13 . 10 15 . 90 13 . 90 14 . 80 12 . 55 10 . 60 10 . 60 

September 39 12 . 25 11.10 9 . 80 10 . 30 14 . 10 15.90 13 . 70 14 . 30 12 . 30 10 . 50 10 . 30 . 
October 43 12 . 25 10 . 00 1 0 . 50 1 0. 60 14 . 40 15 . 90 13 . 60 15 . 00 12 . 20 10 . 10 11. so 

November 47 11.75 9 . 9 0 10 . 30 9 . 05 13 . 90 15 . 70 13 . 25 13 . 10 12 . 00 10 . 00 10 . 65 

OeceiTtber 52 11.35 10 . 80 10 . 90 10 . 55 14 . 00 13 . BS 12 . 70 12 . 60 10 . 80 9 . 65 11.05 

Annual 
140 . 7) 136.00 1G4 . 25 12 5.05 154·15 187.05 160:1.0 16 6-5 0 14560 12 9:20 126Q5 Aggregate -

* All figures in K. Shi11ings . 
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APPENDIX F 

WEEKLY AGGREGATE SHARE PRICES FOR 1975 , 1978, 1981 & 1982 

WEEK 97"J 1978 1981 198 2 . 

1 9. 7 5 14 . 60 I· 12 . 60 11.00 

2 9.50 14.90 12 . 60 11 . 00 

3 8 . 90 15 . 20 12 .6 5 11.30 

4 8.00 15.20 12 .6 5 11 . 20 

5 9.50 15 . 85 12 . 30 10 . 70 

6 9 . 60 15 . 30 11.45 11 . 00 

7 9.50 15.30 11 . 55 11.40 

8 9 . 0 15 . 30 12 . 30 11 . 50 

9 9.80 15 . 50 13 . 10 11 . 70 

10 9 . 4 0 15 . 60 11.60 11.60 

11 9.35 15 . 50 11 . 80 10 . 40 

12 8 . 80 15 . 60 12 . 85 11.25 

13 9.45 15.60 12 .70 11.40 

14 9.50 15 . 40 12 . 00 11.35 

15 9 . 60 15 . 65 11 . 50 11.30 

16 9.50 15 . 60 10.30 11.25 

17 9 . 60 15 . 70 11 . 55 11 . 00 

18 9 . G5 15.95 11 . 80 10 . 95 

19 9 . 60 15.85 12 . 00 11.20 

20 9 .6 0 15.90 12 . 20 11 . 10 

21 9 . 65 16.00 12 . 30 11 . 20 

22 9 . 60 15.95 11 . 75 11 . 35 

23 9 . 60 15.95 12 . 40 11 . 00 

24 *- 0 16 . 00 12 . 00 11 . 30 

25 0 16 . 00 12 . 15 11.20 

26 0 16.00 9. 65 11 . 00 

27 5 . 25 15.80 10. . 50 11 . 00 

28 5 . 00 . 5 . 95 10 . 30 11 . 00 

29 6 . 20 15.95 10 . 20 11.10 

30 6 . 1 15.()5 12 . 30 11 . 00 

31 A. r,n 15.85 10 . 35 N/C 
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Condt . •. Appcndix F 

WEEKl.Y 

\'lEEK 1975 197 8 1981 1982 

32 8.80 16.00 10 . 80 10 . 10 

33 8.75 15 . 50 11 . 10 10 . 70 

34 8 . 60 15 . 90 12 . 55 10 . 60 

35 8.70 15 . 50 9 . 60 10 . 50 

36 9.30 15.80 10 . 40 10 . 40 

37 8.75 15 . 70 11 . 80 10 . 40 

38 9.80 15 . 80 12 . 30 10 . 60 

39 9 . 80 15 . 90 9 . 90 10 . 50 

40 9.85 15 . 85 9 . 50 10 . 65 

41 9.85 16 . 00 9.95 10 . 50 

42 9 . 95 16 . 00 9 . 95 10 . 55 

43 9.80 15 . 90 1 2 . 20 10 . 1 0 

44 10.50 13.80 10 . 50 1 0. 00 
. 45 9.80 11 . 40 12 . 10 i o.o o 

46 10.10 15 . 45 11 . 20 10 . 00 

47 9 . 90 14 . 70 12 . 00 1 0. 00 

48 10.30 15 . 70 10 . 00 10 . 00 

49 10.15 11 . 90 10 . 25 1 0. 10 

so 10.60 14 . 40 10 . 95 10 . 15 

51 10.60 13 . 10 11 . 35 1 0. 00 

52 . 10 . 90 13 . 85 10 . 80 9. 65 

. Figures in K~nya Shillings 

* Budget week - (Tax announcement) 

/C .o c~ll-ovcr because of stock taking . 
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APENDIX G 

UNWEIGBTED MONTHLY 1\GGREG.l\TIVE SHARE PRICE INDEX 

973 = BASE = 100 

-
.t-10~ TH WEEK 1973 197 1975 1976 1977 19 78 1979 1980 1981 19 2 1983 

January 4 100.0 98 .3 80 . 2 91 . 6 94 .1 128.7 114 1 4 . 3 06 . 8 94 . 5 a . 5 

February :a 100.0 99 . 6 82.7 91 . 1 95 . 8 129 . 1 108 . 9 115 . 6 103 . 8 97 . 90 .3 

March 13 98 . 3 99 .6 7 9 . 7 97 . 1 100 . 4 131.6 111.8 116 . 5 104 . 6 94 . 9 86 .1 

April 17 94.5 102 . 5 81.1 93.7 106 . 3 132 . 5 110 . 5 115.6 197 . 5 92 . 8 82 . 3 

May 21 92 . 8 103 . 4 81 . 1 87 . 8 104 . 3 135 . 0 111 . 4 118 . 2 103 . 8 94 . 5 86 . 9 

June 26 93 . 7 100 . 4 Nil 87.8 106 . 4 135 . 0 112 . 6 116 . 9 102 . 5 94 . 5 89.5 

July 30 101.7 99 . 2 s·1 . s 82.3 107 . 2 134 . 6 115 . 6 119.0 103.8 92 . 8 90 . 3 

August 34 104 . 6 97 . .1 73 . 4 82.7 110 . 5 134 . 2 117 . 3 124 . 9 105 . 9 89 . 5 89 . 5 

September 39 103 . 4 93 . 7 82 . 7 86 . 9 . 119 . 0 134 . 2 115 . 6 120.7 103 . 8 88 . 6 86.9 

October 43 lv3 . o 84 . 4 88 . 6 89 . 5 121.5 134.2 114 . 8 126 . 6 102 . 9 85 . 2 97.1 

ovember 47 99 . 2 83 . 5 86 . 9 76 . 4 117 . 3 132 . 5 111.8 110 . 5 101.3 84 . 4 89 . 9 

December 52 95 . 3 91 . 1 92 . 0 89.1 118 . 1 116 . 9 107 . 2 106 . 3 91.1 81.4 93.2 

Index for the Year 100 96 .7 74 . 1 88 . 9 109 . 6 133 113 . 8 113 . 4 103 . 4 91 . 8 89 . 8 
.....__1973 ::_ lQQ_ --- ' 
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niX H 

\ EEKLY 7\G DEX) 

FOR 1 97 5, 1978 , l9Ul and 1982 WEEK 4 973 = BASE 1 00 

t 

I . 
\'lEEK 1975 978 1981 1982 

1 82.3 123 . 2 106 . 3 92.8 

2 80.2 125 . 7 106 . 3 92 . 8 

3 75.1 128 . 3 106 . 8 95 . 4 

1 67.5 128 . 3 106.8 94 . 5 

. 5 60.2 133 . 8 103.8 90 . 3 

6 81.1 129 . 1 96 . 7 92.8 

7 60.2 129 . 1 97 . 5 96 . 2 

8 79.3 129 . 1 103.8 97 . 1 

9 2.7 130 . 8 110.6 98.7 

10 79 . 3 131.6 98.0 97 . 9 

). 7f:l.9 130 . 8 100 . 0 87 . 8 

1 74.3 131.6 108 . 4 94 . 9 

13 7 9 . 7 131.5 107 . 2 96 . 2 

1. 80 . 2 130 . 0 101.3 95 . 8 

15 81.0 132 . 1 97 . 1 95 . 4 . 
16 80.2 131.6 86.9 94 . 9 

17 81.0 132.5 97 . 5 92 . 8 

18 01.4 134 . () 99 . 6 92 . 4 

19 81.0 133.8 101.3 94.5 

20 e1. o 134.2 103.0 93 . 7 

21 81.4 135 . 0 103 . 8 94 . 5 

' 
22 81.0 134 . 6 99 . 2 95.8 

23 81.0 134 . 6 104 . 6 92.8 

2(*· 0 . 0 135 . 0 101.3 95.4 

25 0.0 135 . 0 102 . 5 94 . 5 

26 0.0 135 . 0 81.4 92 . 8 

27 44 . 3 133 . 3 88 . 6 92 . 8 

28 t12 . 2 134 . 6 86 . 9 92 . 8 

29 52.3 134.6 86 . 1 93 . 7 

30 Sl. 5 134 . 6 103 . 6 92 . 8 

Jl 72..6 133 . 6 87 . 3 N/C 
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Con (1 • • • • • Appendix H 

-
WEEK 197 5 1978 1981 198 2 

32 74 . 3 135 . 0 91.2 85 . 2 
33 73 . 8 130 . 8 93 . 7 90 . 3 
34 72 . 7 134 . 2 105.9 89 . 5 

35 73 . 4 130 . 8 81.1 88 . 6 

36 78 . 5 133.3 87 . 8 87 . 8 

37 73 . 8 132 . 5 99 . 6 87 . 8 

38 82 . 7 133 . 3 103 . 8 89 . 5 

39 82 . 7 134 . 2 83.5 88 . 6 

40 83 . 1 133 . 8 80.2 89.9 

41 83 . 1 135 .0 84 . 0 88 . 6 

42 84 . 0 135 .0 84 .0 89.0 

43 82 . 7 134.2 103 . 0 85 . 2 

44 88.6 116 . 5 88 . 6 84 . 4 

45 82 . 7 96.2 102 . 1 84 . 4 . 
46 85 . 2 130 . 4 94.5 84 . 4 

47 83 . 5 124 . 1 101.3 84 . 4 

48 86 . 9 132 . 5 84 .4 84 .4 

49 85 . 7 100 . 4 86.5 85 . 2 

so 89 . 5 121.5 92 . 4 85 . 7 

51 89 . 5 110 . 5 95 . 8 94.4 

52 92 . 0 116.9 91.1 81.4 

*B dge t Week (Tax announcement) 

P/C - No ca l l - over because of stock taking . 
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APPENDIX I 

WEIGHTED MONTHLY AGGREGATIVE SHARE PRICE INDEX 

I 

1980 1 1981 
I 

Month ~; eJ· 1973 1974 1975 976 1977 1978 1979 1982 1983 

January 4 100.0 107 . 3 94 . 4 118 . 1 129.4 177 . 0 168 . 7 180.8 190.6 173.5 162.1 

Febr· ary 8 100 . 0 108 . 6 97 .4 118.1 131 . 7 183.5 161.2 182 . 8 185 . 4 178.2 175.2 

1arch 13 98 . 3 108 . 6 93.9 125 . 8 138 . 1 187.1 165 . 5 181. 1 180.9 174 . 3 167 . 0 

April 17 94 . 5 109 . 6 95 . 4 121 . 4 146 .2 188.3 163 .7 182 . 8 174 .1 170 . 4 159 .7 

May 21 92 . 8 111.4 ~5 .4 113.7 143 . 3 191.8 164 . 9 186 . 8 185 . 4 173 . 5 168 . 7 

June 26 93 .7 107 .7 Nil 113 .7 146 .2 191.8 166 .2 1B4.8 183 .2 1 73. 5 173 .6 

July 30 101 .7 108 . 2 60 . 6 106.6 147 . 4 191.3 171.2 188 . 1 185.4 170 . 4 175.2 

August 34 104.6 105 . 9 86.4 107 .2 152 .0 190 .7 173.7 197 . 5 189 . 2 164 . 2 173 . 6 

September 39 103.4 102 .2 97. 4- 112.6 163 .6 190.7 171. 2 190.8 185.4 162 .7 168 .7 

October 43 103 .0 92 . 1 104 . 3 115 . 9 167 . 1 190 .7 170 .0 200.1 183.9 156.5 188 .4 

November 47 99 .2 91 .6 102 . 3 98 . 9 161.3 188 . 3 165 . 5 174 . 8 180.9 154 . 9 174.4 

December 52 95.8 99.4 108 .3 115 .4 162 .5 166 . 1 158 .7 168 . 1 162.7 149 . 5 180 . 9 

. 
Index for 100.00 105.5 87.3 115 .2 150 .7 189 .0 168 .5 187 .2 184 .8 168 .6 174.2 
the year 



TOT 

SOURCE: 

- 00-

l\ PENDTX J 

Shares We ·ghting 
Year Outstanding Factor 

1973 95,403,B01 9.540 
1974 104 , 093 , 805 10.409 
1975 1 12, 332 ,405 11 . 233 
1976 123 , 618 , 297 12,362 
1977 131 , 213 , 821 13 ,121 
1978 135 , 583 ,154 13,583 
1979 141 , 225,904 14.123 
1980 150 , 840 , 904 15 . 084 
1981 170 , 389 , 972 . 17 .039 
1982 175 , 139 ,972 17. 514 
1983 185 , 139 , 972 18 . 51~ 

r 

Compi1 d from Nairobi Stock Exchange 

Official Year Books : 1972 , 1979, 1980 - 81, 

1981 - 82 , 1982 - 83 
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.1\PP .NOIX L 

SHARE P INDEX COMPUTED BY TIIE 

YEAR I OEX 966 = 100 SPLIC •D : 1973 = 
. 

. 
1973 244 .1 100.0 

974 208.9 85.6 

1975 186 .3 76.3 

1976 208 .4 85.4 

1977 . 308 .8 126.5 

1978 418 .9 171.6 

1979 374 .7 153.5 

1980 374 .3 153.3 

1981 365 .8 149 . 8 . 
1982 351 .6 144.0 

1983 

SOURCH: 

Extracted from the Nairobi Stock Exchange 

Official Year Book : 1972, 1979, 1980 - 81, 

1981 - 82, 19 C2 - 83 . 

Splicing formula used was : 

100 r· 

1] 73 

100 

\·here I· J. ;= Index for each of the years 1973 

11973 = Index in 1973 

to 1983 
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APPEND X M 

HOW THE ORDINJ\RY SH7\RE PRICE DEX IS CONFUTED DY THE 

NAIROBI S'l'OCK EXCIIANGF. 

Computation of the index was formally done by 

T . L . Champion but is now done by one of the Brokers , 

Dyer and Blair since October 1968 . The Base is January 

1966 . The index is computed weekly . 

The 1 7 companies whose shares were being used 

upto 1983 were: 

1 . A. Baumann 

2. Car and General 

3 . E .. Bag & Cordage 

4 . Kakuzi Limited 

5 . I1otor ilart 

6 . Kulia Investment 

7. Consolidated Holdings 

8 . E .A . Portland Cement 

9. Kenya 1ational Mills 

10 . 

11. 

12 . 

13 . 

14. 

15. 

16. 

17. 

Brooke Bond 

National Industrial Credit 

C. t-1. c . Holdings 

Marshalls 

B.A.T. (K) Ltd 

Mercat 

E.A. Breweries 

Kenya Power and Lighting 
Co. 

At the time of the study Sasini Tea & Coffee Ltd , Diamond 

Trust of Keny , Jubilee I nsurance Ltd and Elliots Bakeries 

had replaced 7\ . Baumann, E . A. Bag and Cordage, Marshalls , 

and t- erca . 

An a rbitrary figu=e of £2000 is assumed to be invested 

in hese compani8 s in total each getting £100 except 

E . A. Breweries and Kenya Power which is allocated £250 

each. So in rea lity only the wo are weighted . 

The follo1ing formula is then utilized : 

~ (CsP~(B) 
2. 



Note: --

\here : 

= 

n = 

- U3 -

Ordinary Share Price Index in the current 
Week . 

umber of Companies = 17 

S - Number of shares outstanding for each 
Company . 

P = Middle Market Price for the ordinary 
shares of each company in the current 
\vcek . 

B Base Index as at 3rd October 1968 = 170.86 

The number of shares outstanding are not actual 

bu are arr jved at by dividing the £2000 arbitrary 

inve~tment f'yure by the mid-market price. 

SOURCE: Dyer and Blair Limited 
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APPF.NDIX N 

TO TEST TTIF. TlYPOTHES S OF RA 

SflA · PRICE MOVEMENT 

THE ONE SAMP • RUNS TES'rl 

When a series of prices are observed at very close 

intervals, the systematic behaviour that might be present 

may be concealed. This phenomena was confirmed by Kendall 2 

in his study on the Chicago wheat series. Hence the 

hypothesis was tested using mon hly share price indices 

between January 1973 to December 1983 (A total of 132 values). 

The weekly indices were likely to suffer from the weakness 

above because of the closeness of the interva~ while the 

annual indices constituted too few data points to give 

a conclusive result. 

Any value above the base i.e 100 was designed A and 

those below were designed B. Those equal to the base (if 

any) were ignored. The following sequence from Table 2 

emerged. 

B B B B B B B 13 B B B B B B B Bjl\ A A A A A A A A A A A A A A 
6 

A A A AA A A 1\1\ A A l\ A A A A A A A A A A A A A A A A A A A 

A A, A A A 1\ A l\ l\ A A/B B B B B B B B B B B B 
7 

B B B B B 

Sta ement of h hypothesis 

BBBI3BBB 

H 
0 

The share price indices are random and there is no 
trend 

There is a significant trend in the share price indices. 
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Specification of the level o f nee 

~ = o . oS 

At this level of significance , value of S= 1 . 96 

Decision rule 

Reject H if the computed value of the test statistic 
0 

is greater than 1 . 96 or l:.ess than - 1 . 96 otherwise u0 is not 

rejected. 

Computation of the test statistic 

3 
This is computed using the formula : 

2n, n2.(.2n,112 -n,-n2) 

(n,+ n2)2(n, + n2 -1) 

~Jhere r = Number of sequences of iike symbols 

nl = 

n2 = 

Hence r = 7 

n = 1 64 

n = 2 66 

These values 

preceded and followed by unlike symbol . (Runs) 

Number of symbol A in the series 

Number of symbol B in the seri€'s 

are substituted in the formula : 

2.(c;'~)(c,'-) [2('4)(GC.) -(:.4--r.,'-] 

('~ + "'-)2. ( "~ -~ "" -1) 

-10·3~ 
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Cone usion 

Sine the computed value of test statistic of -10.39 

is less than the c itical value of test statistic of- 1.96, 

the null hy othesis H
0 

is rejected . 

D cision 

There is a statistically significant evidence from 

the data that at 0.05 level of significance the series of 

price indices of shares at the Nairobi Stock Exchange has 

a s'gnificant trend. It is not random. 
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FOCYT' N 

1 . The one sample Runs Test is discussed extensively 

2 . 

y T . R. yckman and L . J. Thomas , Fundamental Statistics 

for Rus'n ss nnrl Economics , (New Jersey, Prentice Hail 

P . 640 - 643 . and w.w. Daniel and J . C. Terrell, 

tistics , (Boston , Houghton Miffin Company , 
--~--~~--~~~~--~ 

1975) PP. 312 - 315. 

Kendal 1. G. "The Analysis of Economic Time Series : 

Prices" , published in The Random Character of 

Stock Market Prices , Edited by Pill . Cootner , 

Revised Edition (Massachusetts , Massachusetts 

Institute of Technology Press, 1970),P . 87 

3 . The formula is ao~p ed from Daniel et al (Above Cited) 

P . 314 
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l\PPENDIX P 

ON FOR 

NETUOD 01• LEAST QOZ\RES 
~-=~~~~~~ 

Xi Xi Xi 2 XiYi 
·-- -

1 82 . 3 1 82 . 3 

2 80 . 2 4 160 . 4 

3 75 . 1 9 225 . 3 

4 67 . 5 16 270 . 0 

5 80 . 2 25 401.0 

6 81.1 36 486 . 6 

7 80 . 2 49 561 . 4 

8 79 . 3 64 634:4 

9 82 . 7 81 744 . 3 

10 79 . 3 100 793 . 0 

11 78 . 9 121 867 . 9 

12 74 . 3 144 891.6 

13 79 . 7 169 1036 . 1 

14 80 . 2 196 1122 . 8 

15 81.0 225 1215 . 0 

16 80 . 2 256 1283 . 2 

17 81.0 289 1377 .0 

18 81.4 324 1465 . 2 

19 81.0 361 1539 . 0 

20 81.0 400 .1620 . 0 

21 81.4 4 41 1709 . 4 

22 81.0 484 1782 .0 

23 . 81.0 529 1863 . 0 

276 1830 . 0 4324 22130 . 9 
- --- ---- --- -

The normal Equn ions are utilized : 

2: )(~ Q i" bi:::X ~ 2 

l:3 i 1.. 
<. ~x · • l t bE x.. c.2 



Contd . . .. . 1\ pcu ·.x P 

Values subs tituted : 

18 30. 0 

22 13 0 . 9 

= 23 a 

= 27 Ga 

+ 27 6b 

+ 432 4b 

Multiply (i ) by 12 a nd {i i) b y 1 

2196 0 . 0 

2213 0. 9 

= 27 6a 

= 27 6a 

+ 

+ 

3312b 

4324b 

-17 0 . 9 = -1012b 

b = 0 . 169 

a = 77 . 54 

Tre n d equation is given by yti = a 

ence : Yti = 77.5 + 

+ 

where t i = The \'leek 

yt i = Index in 

bx · l. 

0 . 17 

1 to 

week 

( i ) 

(ii) 

(iii) 

(iv) 

( v) 

(vi) 

52 

ti 

See figure 3 for plotting o f the trend equa t ion . 
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..:.....;;;~~.:...:...__ ____ nUOGET SPEECH BY T HE MINISTER OF 

JUNE 13 1985 

I N KENYA 

" .. . Finally , Capital Gains Tax : I have 

rece·ved numerous representations fr om 

memb~rs of the public , Companies and Nairobi 

Stock Exchnnge requesting me to consider 

abolishin0 capital gains tax on the grounds 

that the ta · inhibi s capital and share 

mobility and therefore economic growth. I 

also do kno.·' that there are very good reasons 

for main ·aining the tax . 

However, there seems to be general 

consensus t .at the tax doe~ to some e xtent , 

inhibit tr~ding in real estate - and hence 

developm 1t . I have carefully weighted the 

Pros ana Cons of this ax and decided , in line 

ith this y~ar ' s budget theme , to sus pend i t 

wj h eff~c from tomorrow . 

We shall, however , continue to watch the 

sjtu tion curefully to see if its abo lition wi l l 

bring us the development promised by its opponents . 

In view of ·he current ~ow rates of this tax , I 

ex ect o ose minimal revenue from this measure •.• " 
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June 14 1978 

African Socialism and its Application to 
P1a~ning in Kenya, Sessional Paper No . lO, 

a~robi, Government Printer, 1965) 

The Cap· a1 Gains Tax Bill , 1975 Kenya 
Gazet e Supplement o . 33 , (Bill No.4) 
(Nairobi, Government Printer , 12th June 
1975) 

The Income Tax Ac 
Government Printer , 

(Revised 1982 (Nairobi , 
1982) 

'1'he y Official Reports 
( ai robi, Government Printer , June 1975) 
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June 14 1973 

June 13 1975 

--- June 13 1978 

June 16 1981 

June 16 1982 


