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ABSTRACT 

The Capital markets have crt:atcd much interest amongst corporate entities and individual investors in 
Kenya and the East African region. The interest of the Corporate bodies is the use of equity as a source of 
fmancing and to the general investor it is the general intricacies of stock exchange investment that has 
generated interest. This stud} has objectively focused on Equity rights issue. The main objective of the 
study was to identify the factor~ that influence rights issues as a method of financing for listed public 
compames. 

To achieve this. data was collected from 14 companies that had issued rights issues between 1989 and 
2005. The study revealed that profitability of the firm plays a major role in evaluating the sources of 
finance and that timing of future c~h flow is the main factor considered for choosing of rights issue as a 
source of finance. The proceeds of the rights issue is used to finance further investment. The rights issue 
is prefered because of its lo\\ cost of funding. 

The second objective was to determine what influences the success of rights issue in Kenya. Experience 
of the underwitter was cited as the main reason for their choice which in turn influences the success of the 
rights issue. 

Vll 



CHAPTER O"E - I ,TRODl CTION 

1.1 Background 

'\gugi and Wambua (200-t) state that there is a significant relationship bct\\l!l!n intcrc~t rates und the 

liquidit) in the mone) market. Other factors like fluctuations in the price of crudl! oil ha\1.! abo 

significantly influenced the consumption of goods and scnices causing e1 drop in thl! incumc or most 

companies. 'Ibis subdued economic gro'' th has created a strain in the \\orld money markcb. 'I hey further 

state that the high interest rates arc as result of high interest risk. "hich the) indicate was at 89~o of the 

interest charged. Interest ri k has afti.!ctcd the cost and a\'ailahilit) of credit in Kcn).t and other 

de' elopmg countnes. 

In Kenya. the economic reco\'ef) strategy for creation of wealth and employment has lliiled to spur 

grO\\th. lmestment levels in 2005 have remained low at 13.4% of GDP. I his lo'" GOP has been blam~:d 

on lo\\er le\ els of confidence, high interest rates and insecurity. In regard to this. the national lc\ els or 
sa\ 1ngs have fallen to about 9.8° o of the GDP. Listed and Non-listl!d companies ha\'e expcncnccd 

difticulues in rrusing funds in this subdued economy. The Institute of Economic Affa1rs of Ken) a (2005) 

has indicated that lhe high corporate ta\. regime of about 30% and the double-digit inflation Je,eJs has 

affected the sa,ings and profits of companies. According to the Central Bank of Kenya's month!) 

econom1c report O\'crall inflation increased to 15.21% in the year to July 2005 from 14.97°'oin June 2005 

and 13.62~o in April 2005. The report attributes this to the nsc in oil prices. Oil prices m the intcrnallonal 

market ro e to about 75 in August 2005. 

Kenya as a country has no polic} on mobi liLation of mass savings. The hamcssing of savings by Jinancial 

instJtut1ons has been vital m lhe creat1on of credit. l\ganga ( 1999) has argued that credit or bank 

borrowmg remams a \CI) vital source of funding by corporate institutions. Titman and \\csscls ( 1988) 

quotes Donaldson and Brealcy ( 1984) who postulate that firms prefer raising capital first from retained 

earnings. second from debt and third from equjty. Nganga ( 1999) argues that the expectations of the 

shareholder· \\ill push the management to maximize thc1r returns and increase the marlct \alue of thl!ir 

firms. 



The Capital Markets Act of Kenya (2002) stipulate~ the guidelines on corporate governance and the 

various rules that goYem the sourcing of funds from the Kenyan financial markets Since 1970 \\hen the 

defunct African Tour and Hotels Company floated the first rights issue. Kcn}a has seen a s1gmficant 

gro\\th in the u. c of rights 1ssues as a source of financing. Titman and Wessels (1988) ltkc 'vlycrs and 

\laJiuf (1984) have argued that equity financing is more attractive to fim1s than debt. I he attachcd 

appendix l indicates Kenyan firms. which have used equity as a source of long tcm1 linancing. 

Myers and Majluf ( 1984) argue that interest rates are the most important indicator of the financing optton 

for the firm. This state of affairs could also apply to Kenya. The implementation of financial sector 

reforms within the donors' sponsored structural adjustment programs in the 1990s had caused 

considerable strain on the economy. According Ngugi and Wambua (2004) the cost of borrm .. ing and 

lendmg in the early nineties \\as affected by the high interest rates that peaked at 56°-'o in 1993. This c!l!)ed 

out in the early 2003 when the Kenyan government adopted stringent fiscal discipline and a monetar) 

policy that has seen an improvement in the economic performance and a stable interest rate regime. 'I he 

a\crage lending rate has fluctuated between 18°/o and 14.1% in the }Car 2005. An economiC grO\\th rate 

of 4.3~/o in 2004 has been an indication of the success of the economic reforms 

A poor financial structure, a past regime of non-performing loans forced the rules of prudence tn 

investment have all discouraged financial institutions to invest in government securities other than 

lending. On the other hand the regulatory requirements of the Central Bank of Kenya have put stringent 

capital adequacy requirements that have strained the profitability of lending instituuons. 

Firms in Kenya that have used rights issues as indicated in the attached appendix l Vai) from large to 

small firms. This si:~e has been considered in terms of turnover and capitali7.ation. This seems to contrast 

the studies of Gitman (2000) who argued that equity right issues are used b) smaller fums whose shares 

are closely or publicly owned but less traded. 

In Kenya, the government has used rights issue to aid it is privati/.ation process. l he nature of rights issue 

makes it very easy for a government to privatize particularly for listed state corporations. Equity rights 

issues are a privilege granted to existing shareholders to buy more stocks from the same company. The 

attractiveness of this option is the lower price of the stock. The cost of borrowing through rights issues is 

less than the cost of com·entional borrowing. Rights issues offer a long-term cheaper alternative of raising 
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finance~ ''hen compared to conventional debt Borro'' ing affects prolitability of compamcs smcc imc 

expense mu t be met betore the declaration of profit. 'I he volatility of mterest rates and donor 

has pushed long-tcm1 borrowers to consider the usc of equity right issues as source of finance in Kenya 

l'\g"ang·a (1999) has argued that in the long term, stocks are a good protectiOn against inflation. Fi 

income investors arc faced with the challenge of inflation According to the [xpcctanc) Theory. an) ti 

the annual rate of mflation IS expected to decline. the )ield cunc must be do\m\\ard slopmg and ' 

\ersa if inflation is expected to rise. f.quity imestors in particular will need to consider the long­

monetary and fiscal policies before investing in securities. Linking securities to the inflation \\ill 

lo\\er )ields as explained by the Expectanc) Theory of the yield curve that has been stated aboYe. 

Expectancy Theory \\ill apply to the first option a shareholder has to take up all the rights allotted to 

so as 10 benefit from the anticipated positive developments in the company. Unlike bonus 1ssucs. w 
increase the number of shares v.ithout a corresponding increase in assets. rights issue bnngs m 

money into the company. 

1.1.1 The Rationa le for Equity Rights I ue 

Rights issues are a way for compames to n.use capital. They do this by issuing shares and gi 

sharl!holders the first priority (Right) to buy in proportion to their existing shareholding. McClure (20 

defines a rights 1ssue as an mvitat10n to exasting shareholders to purchase additional ne'' shares m 

company. This t}pC of issue gives existing shareholders securities called "rights". 1 hesc are righ 

purcha c new shan!s at a discount to the market price on a stated future date. The compan) 

shareholders a chance to increase thc1r exposure to the stock at a discount price. 

A rights issue is made in the following circumstances; To finance further invcstmcms. to replace 

term debt capital that has caused the company to become over geared and to take advantage of fay 

market conditions to obtain equity finance i.e. fc\\er shares will have to be issued when share 

buoyant and there is greater chance the issue \\ill be taken up fully. 

According to Pandey ( 1999) a Right also called .. a subscription right" or a .. pre-cmpti~e righC 

privilege granted by a company to its shareholders to buy a new share in proportion to \\hat the} 
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have. A prc-empti\'c right entitles a shareholder to maintain his proiK'rtionnte shatc of ownership in the 
company. 

Both the Companic~· Act 1985 and St"ck Exchange listing regulations require ,companies tu offer ne\\ 
i~sues of shares to existing shareholders bcfotc oiTering them to the public. It is the main method or 
making new share issues in the same proportion as their cuncnt m\ncrship. Thus. if a ~hardmlda owns 
I% of the company's ordinary shares, he has pre-emptive nght to buy I% or new shares issued. In a rights 
i-.sul.! U1creforc. the existing shareholders ha\'c the right to apply lor new shares in a fixed proportion f(x 
example, one right for every li\'e shares held or one right f(,r e\'cry ordinary shme. At the end of the 
exercise the ~harcholding structure remains unchanged. 

According to Van Home et at ( 1975). holders of Rights have three choices: lirst he can exercise them and 
subscribe for additional shares, secondly he can sell them as they nrc transli:rahk and thirdly he can 
simply do nothing und let them expire or lapse. The latter usually occurs only if the value of the right is 
negligible and if the shareholder owns only a few shares of stock. The attmctions of making a ·right' over 
a public issue arc varied. The proportionate ownership of existing shareholders arc preserved and 
therefore their control over the company. A rights issue is also more likely to be successful hccause it is 
bemg offered to committed shareholders .I he costs of issue arc much lesser than for a public issue. A 
broader equity capital base provides further scope for future bonO\\ ing. 

When the issue is agreed. each shareholder is sent a 'lights' letter outlining his <.)r her entitlement to new 
shares. She may then ncccpt the oficr or renounce the privilege and sell the 'rights' through a broker or to 
the company. A renounceable allotment Jetter is enclosed with the offer to the shareholder; a time limit is 
placed upon the receipt of acceptances. Even if the share price is depressed. existing shareholders may he 
willing to subscribe f()r the issue because they will retain their same proportionate holdings. According to 
Van Horne ct al (I 975) a Right Issue does not benefit a shareholder since it docs not affect the 
shareholders \\ealth. The Right represents merely a retum on capital. Pandey ( 1999) states that U1e Rights 
issues have no effect on the shareholders wealth. which he receives in f(mn of the value of a right, he 
loses m the l<.mn of a decline in share price. I lis \\Calth remains unaffected when he exercises his rights or 
sells Ulem However according to Gupta ( 1981 ). a shareholder wi II lose from the Right issue if he docs 
not cxerctsc or sell his Rights. 
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Pandey ( 1999) nlso stales that the subscription price of a right is irrelevant in tenus of the impact on the 
shareholder's Y.ealth, which it can be lixcd at any level below the current market price. The primmy 
objccthe in setting the sub_cription price low i" that aficr the rights ofrcring the market price should not 
fall below it. 

1. 1.2 C<tuit) ' l{ights issues in Kenya 

\~curding to Akumu (2005) Companies. governments and municipalities nrc al\\·ays in need of ex tra 
funds for financing extra activities. This extra income is always hard to secure. Particularly in the Kenyan 
wntcxt as the cost of funds is very high. For example family business may usc Hunily relations to raise 
those funds. whereas go\cmments may borrow from multinational agencies and other go\ernmenls. 
I hmcver. for companies it is rather difficult because of the independence bct\\Ccn owners and managers. 

In Kenya. listed public companies. the decision to rmsc more capital tl'qUJrc~ the apprO\·at of the 
shareholders. the regulatory authorities. the listing bodies and the parent ministric-.. Shtmld these 
wrnpanies decide to usc the existing shareholders fo r additional long-term capital a rights issue comes 
into cflcct. 

i\lost of the public companies quoted at the Nairobi stock exchange (NSt·:) have used rights issue as a 
method of raising funds since 1970 \\hen the de1i.mct African Tours and l lotcls Ltd issued the first rights 
issue. In recent years some Kshs. I 00 mi ll ion to 2.45 billion have been raised in this way each year on the 
~S I · serving to indicate the importance of equity rights issue as a topic in corporate finance in Kenya. 
In Kenya a listed compan) can make rights offering to its shareholders after meeting the requirements 
specified by the regulators who include: The Capital Market Authority (C~IA) and the Nairobi Stock 
l·xchangc (NSE), the Treusury und Centra l Bank of Kenya (C'BK). The regulatory requirements of the 
Cap1tal ~larkets arc drawn from the Capital Markets Authority Act Cap 485A and rules, regulations and 
guidcltncs issued under the same act as well as the listing and trading rules of the ~airobi Stock l:.xchangc 
ns approved by the Authority (CMA) 
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Capital tarkcts Authority (CMA) issues the opcrnting rules and regulations to govcm all nspccts of 
eqUity offering. CMA regulates the equity oflcrings in order to cn!)UJC proper and appropriate disclosure 
ol mformution lt11' the benefit or investing companies and shnrcholticr s. Fi11ancial institutions wishing to 
oflcr rights issue must also get aduitional authority from Centml Hank of Kenya (CBK) in line \\ ith 
Banking Act. Before a Rights issue is made, n listed company must nlso seck approval to issue the Right~ 
from the existing shareholders through a special resolution or annual general medings 'J he allotment 
proccumc lor the Rights is subject to the existing regulatory requirements us set out by the Capital 
Markets Authority Act and the Banking Act. 

I he normal method of making rights issue as per the CMA regulations, for a compan} is to ~enJ an 
explanatory letter to each shareholder accompanied by a provisional allotment letter (PAL) in respect to 
the shares each shareholder is entitled to apply for anti a copy of the information memorandum. The letter 
contains detailed notes on the procedures to be followed when handling the Right. The PAL normally has 
attached to it a form of acceptance and a fom1 of renunciation so that a shareholder is in a position tu 
exercise his Rights to apply for all or part of the shares or to renounce all rights or the balance to some 
other person. 1 he infonnation mcmonttlllum contains detailed report on the status of the company and the 
growth prospects that help the shareholder or other investors to make informed in,·cstmcnt decision 
regarding U1e investment. 

Before the issues closing date the shareholders as well as those -who have renounced them will complete 
the acceptance or application forms ami send them to the compan} registrar along with the banker or 
stockholders cheques as payment for the shares. Failure to return PALs by the closing date will mean that 
the right to acquire the share lapses. 

Unsold rights can be disposed off in a numher of ways: First, by oflcring them to interested shareholders: 
o.;ccond; by placing them with an underwriter who take up all the unsold rights - this is done to ensure that 
the rssuc is fully subscribcu, anu tlmdly to only accept the amount subseribeu for. In Kenya, companies, 
which 1ssue Rights, usc dealers called placement agents or arrangers. !hey provide the issuing company 
with a comprehensive sen ice in two main ways: 

i) Arranging which include: preparation of prospectus and detailed financial analysis, seeks 
approval or CMA on behalf of the issuer, explains to prospective investor how the funds will 
be used and provides background infonnation on issuing company. 
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ii) Placement - this involves the actual selling ami buying or th~: Rights at Nmrob1 Stock 
E.\change bourse. 

1.2 httement of the Pr-oblem 

Sc' cml factors have been cited for the choice of rights issue as a source of funuing. Akumu (2005) has 
argued that rights issue, as a source of finance is the most possible convenient way to mising funds for 
firms that may be facing liquidity problems. 

~jnrogc (2004) argues that rights issues have several advantages when l·ompared with other sources of 
finance . She argues that rights issues arc cost effective and have un intrinsic value to the firm that issues 
them. In her findmgs she concluded that rights issues could positively or negatively affect the value of the 
shareholders wealU1. On the other hanu Eckbo and l\1asulis ( 1992) have argued that imhrect costs like 
c.:apital gains and the co!'l of the rights transaction arc some or the hidden c.:osts that 
make rights issues disadv<mtagcous to the firm. Russell ( l999) indicates that large corporations in Asia 
prefer to usc other sources of finance other than rights issues. llandley ( 1995) and Marsh ( 1979) both cite 
rights issues as the preferred source of financing large listed companies in Australia and l.:.uropc. Several 
reasons have been cited for this preference. Jensen and Meckling ( 1986) argue that the profitability or the 
fi nn and the obligation to pay dividends will detennine the source of fimmce. 

In Kenya the choice has been determined by other unique l~tct01s. Wahome (2004) argues that 
pri\ atization of s tate corporations has been instrumental in determining the source of fianacing. It has also 
been used to bring in strateg1c investors into the company. 

'iyangweso (2003) studied how a rights issue in a fim1 will affect the financial statement before and after 
the issue. The subsequent study by Njorogc (2004) was conccmed with the price movements or the 
indh. idual s tocks after the announcement dates. 
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l.3 Ohjccth·cs of the study 

I he objccti\'CS or the study are: 

(i). To establish the factors that influence rights issues ns a method of financing for listed public 
companies m Kenya 

(ii). To dctemunc \\hat influences the degree of su(;ccss of rights issues in Kenyu. 

lA Importance of the Study 

'I his study will be important for the l(lllowing reasons: 

a) It will help the CMA and other regulators in the formulation und administration of regulations 
governing right 1ssues. 

b) It \\ill explore reasons that influence finns in Kenya to usc right issues as a means of raising 
funds. 

c) Investors/shareholders will be able to understand the reasons lo the market for this option and 
how it wi ll affect U1eir ownership. 

d) It will help prctlict what companies that may usc equity right issues as a source of funding. 
c) It wilJ assist the government to manage its divesture pmgrumme. 
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C IIAPTER T\\'0- LITERATUIU~ IU~VIE\V 

2.0 Introduction 

According to Van llomc ct ul ( 1975), iinuncial decision-making entails cot pomte decisions that arc made 

by the corporate entity. A Corporate entity comprises: the real assets uf the linn. \\hich include lund. 

equipment and machine!)', stocks and how the assets are provided - ll1is is through the issue of financial 

securities. 'J hcsc arc instnnncnts issued to investors to be able to avail money (funds) to the linn. 

In financial decision making the concern is therefore choosing the appropriate asset mix and suitable 

linancing mix o f the firm. These decisions nrc made through the management team. In making linancinl 

decisions the management is therefore l:.H.:ed \\ ith two main problems that rcvol ve around the investment 

problem (using the funds) and. the financing problem (acquiring the limds). The financial manager's tusk 

is to acquire and use funds so as to maximize the value of the finn. 

2.1 The Financing Problem of the Firm 

Brigham and Gapenski (1988} state that the financing problem of the finn involves planning for and 

ohta111ing funds to pcnnit cflcctivc usc in maximizing the value or the firm. '1 he questions to he addressed 

include; \"htch source of ti.mds should the linn usc i.e. should u firm opt for short-tcnn or lung-term 

financing? I he firm should also consider the cost of the funds - the lo\-.:cr the cost the better. Another 

important factor to consider is the timing of cash flows i.e. me they likely to come in when they arc 

rcquin::d? Finally. what is the con\'enicnce of the source'! \Viii it impose fixed or variable obligations on 

the lirm? Fixed obligations may not be chosen if future earnings me 110t due. 

Van I lurne ct al 1975 indicates that there arc two major sources of funding options to the linn. 'J hcsc 

sources can be categorized as long -tcr m and short- tenn. This catcgmization is dependent on the financial 

ncL·d. term of the debt and cost of capita l. Short-term capital is ncquired when a firm needs to finance its 

working capilLI!. Sources of shurt-tcnn capital include bank loans ami commercial paper. I he maturity 

date fo r these type of debt instruments is less than a year and they arc not attractive to most fi rms since 

they put a s lrain on the earnings of the firm. Equity financing. corporate bonds, long term loans. project 

linancing. lease and hire purchase arc fhrms of long term financing. I his sludy sm\'eys the usc of equity 

rights issue as a source of long- terrn financing. 

9 



lany of these questions arc dictated by ncccs.o;ily but some require in-depth ::utal)sis of the financing 
alternative. their costs and their long run implications. The goal of the firm is to maximize the 
~harcholdcr's wealth . rhe shareholder's wealth is measurcc.l by till' sh;u c price or the stock, which in tmn 
is based on th~: tuning of returns (cash flows). 

\\he 1 considering a financial decision. ullcnmtivc or possihlc actions in tcnns of its impact on the :-;hare 
price o1 the finn stock. the finaucial mr.magcr should accept only those m:tions that arc cxpl·clcd to 
increase the share price. rhiS is because share price represents the 0\\llCrs· \\e.tlth in the firm. Sh.lrC price 
maximization 1s consistent with O\\ncr-wcalth maximization. 

2.2 Factors Considered in Choosing Sources of Fina nce 

Pandey ( 1999) recognizes that financing or capital structure decisions arc a significant managclial 
dccisum, \\hich influences the shareholders 1ctum and risk. 1 he financi.ll 
~lanagcr must consider and evaluate the allcrnativc sources of financing available and the1r relative costs 
as well as thcu e1Tect on the firms· financial risk. when evaluating the alternative sources of capital, the 
linancial manager should remember that the firm is an economic unit whose obJective is maxim1r.ation of 
the net economic gain accruing to its owner. 

According to Pandey ( 1999) the capital structure decisions begin with the making of a capital budgeting 
d~cision. '"hich brings about the need to raise funds so as to finance pos1tive net present \'alue proJects A 
d~mand fo r raising funds generates a new capital structure since a decision has to be made as to quantity 
and forms of fmancing. I his decision will involve an analysis of the existing capital stmcture and the 
lilctors. which will govern the decision at prcs~:nt. 

Van II orne ct al (1975) al so recogni1.c that capital budgeting decision is directly related to the linanci ng 
decision because acceptance of investment proposal depenc.ls on ho\\ these proposals will be linanccd. 
I hat the c.Jiscount rate is the vehicle by which to judge the auructivcm:ss of an investment opportunity. 
I his discount rate is the C< st of capital of the fim1. ']hey therefore suggest that because the fin11 ts valucc.l 
as an o\·crall entity it is appropriate to associate specific methods of financing \.vilh specific investment 
opportunities. fhal for most firms the sources of funds employed vary overtime and a company cannot 
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continually finance "ith debt \\ ithuut building iL-; equity base either through the retention of car nings or 

through the sale of common stock. It is the overall mix of linancing O\ crtime that is important. 

Shapiro (2002) has indicated that in selecting appropriate strategy l(n financing companies must consider 

the avai lability of diftcrent sources uf funds <tnd the relative costs ami cfl~cts nf these sources on the firms 

opcratin0 co ts. That the key variables in the evaluation include the linn's capital structure (dcbt-cquit) 

mix). Van llome ct al (1975) suggests that the financial structure decision is about the financing mix with 

the financial manager comparing Y<ll ious sources of financing so a'> to maximize the Yaluc of the shari!. 

The dividend decision is also in a way a financing decision. Di\iucnds represent that part of curn:nt 

earnings that is distributed to the shareholders. Pandey ( 1999) states that the company's policies to retain 

or distribute earnings aiTcct the owner's c laim. Whatever is retained in the business can be used to finance 

busrness investments. How much of the earning are available to linance investments therefore depcmls on 

the dl\ idem! decisions of a company. 

Public companies use many types of financing for their operations and investment projects. Financing can 

come from the issue of common equil). usc of retained earning or external borrowing. External borrowing 

could either be on short-term or long-term. Short-term external sources include bank bonowing, 

ovcrdrafls, and commercial paper; long-term external sources include long-Lenn loan (debts). eqlllty 
1 

financing and issuing of corporate bonds. 

\ccord ing to Van Horne ct al (1975) three factors need to be considered by companies in situations in 

which external funding is required. These are. the analysis of the funding needs of the firm, the financial 

conditio n or profitability. and the analysis of the business risk to the firm. lhcy suggest that these factors 

shou ld be considered jointly. 

I he nature of the funds needs of the firm in11uences the type of financing that should be used. If there is a 

seasonal component to the business this lends itself to shurt-tenn financing that is bank overc.lrafls and 

short-term loans in particular. The basic business risk of the firm also has an important clTcct on the t) pc 

or financing that should be used. The greater the business risk the less desirable debt financing is when 

compared to common stock financing. Equity financing is safer in that it puts no contractual obligation to 

pay mtcrcst and principal as with debt. A fim1 with a high degree of business ri sk will be ill ad.,iscd to 
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take on considerable linancial risk as \\ell. ll1c financial condition and pcrformnnce of the firm also 

mnucnces the type of linancing that should be used in that the greater the liquidity, the stronger the 

O\Crall tirumcinl condition and the greater the profitability uf the finn the more risk that can be incurred 

\\ith respect tn the type of financing. "I his means that debt financing becomes nhJrc attractive with 

impl'"'cment in liquidity and profitability. 

"I iunan and Wessels ( 1988) have stated that the past profitability of a firm and hence the amount of 

earnings available to be retained should he an important dctcnninant of its current capital structure. 

I he pecking order theory proposed by Mycr.; ( 1984) views the firm as preferring intemal financing to 

c\tcrnal fimmcing. In the event that the positive net present ' 'nlue investments of a linn require funds to 

be sourced externally the safest sources arc prcfCrrcd. The order starts from safer debt. riskier debt and 

finally to equity. Donaldson ( 1961) studies the financial structure of companies and lound out that 

managers favoured usc of equity earnings. and ha,·c little regard to cost of financing. Donaldson ( 1961) 

and Brcalcy and Myers ( 1984) suggest that finns prefer mising capital first from retained earnings second 

lrorn debt. and third from issuing new equity. According to Myers (1977) this behaviour may be due to 

costs of issuing new equity such as transaction costs. The past prolitahility of a firm and hence the amount 

of earnings available to be retained is thcrcf(ne an important determinant of its current capital structure. 

I he pecking order theory also has a I i nkage of the challenges posed by asymmetric inl(mnation. Th~,; 

thcor} e:\plams that if the firm acts in the interest of its existing shareholders, the announcement of a new 

equity 1ssue is ncgati\'e news that leads to the fall in share prices. This is in contrast to a repurchase of 

equity to issue debt since the market believes that management has superior information this decision is 

considered a signnl for optimistic future prospects and the ~hare price rises. 

I he future cash !lows expected hy the company is also a key determinant of whether a linn should usc 

debt or equity financing. Where the cash tlows arc cxpcctcd to he high and stable. a lirm could be 

optimistic and take on debt with the comfort that it can manage to service the principal and interest cost 

payments. During a regime of high intcresl rate in an economy, the risk of the firm facing difficulties in 

servicing debt payments is high enough to inlluence owners to choose equity financing instead of debt. 

~1 on is ( 1976) suggests that in determining what type of debt financing to usc the approach is to usc short­

ll:nn debt when there exists a positive covariance between the net operating income and the expected 

future interest rates. Usc of short-term debt in such circumstances reduces the risk borne by shareholders 

and increases the value of equity. 
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According to I Iengei (2005) the 'cost' being referred tn is the measurable l'OSt of obtaining capital. ·1 hnt 

with debt this is the interest c~pcnsc a company pays on debt. With equity. the cost of capitul rclers to the 

claim on caming.<;. \\hich must be allordcd to ~hareholders for their ownership stnkc in the business. ' I he 

ad\'antngc of the fixed-interest nature of debt can al so be a di~ad\'antagc since if u company li til s tu 

generate enough cash: the fixed cost nature of debt will affect the camings of the firm. 

Another appwach suggested by Myers ( 1977) \\as the usc of agency costs. whereby optimal financing can 

be achic\cd in terms of agency costs. Debt and equity holders need secure interest in the firm to reduce 

Jebt and shareholders conflict. Shareholders of a company that ha:i positi\'c net present \'alue (NPV) 

projects to inves t in will not get maximum benefit accruing from such investments if' the company has 

used long-term debt in its capital structure. This is because part of the benefits acct uing from the 

investments will pass on to the debt-holders in fonn of reduced default risk since the positive N PV 

proJects are expected to increase profitability and improve cash llow. If' such a firm had used short-term 

debt the likelihood is that such debt will have fallen due and be repaid by the time the company receives 

the benefits of investing in the positive NPV projects w hose full benefit is now enjoyed by the 

shareholders. I his therefore means that as leverage increases, the debt-holders agency costs increase and 

as leverage decreases the equity holders' agency costs decline. To the financial managers therefore, the 

decision on financing should aim to achieve an optimal structure \\here the two costs arc equalized. 

According to Brigham and Gapcnski ( 1988). the static trade-ofT theory brings out the issue of the tax' 
! 

shield created by the usc of debt since interest on debt is taxable. By increasing debt in its capi tal: 

structure, the lirm gains higher tax shield, which leads to the rise in the firm's market value. Usc of more 

debt however brings with it other costs such as agency costs of debt and the likelihood of 1imU1ciul 

Jistress These costs cuts into the benefits accrued from the tax shielus c\ctllually leading to reduced 

market value of the firm. According to the static trade-off hypothes is a finns optimal debt ratio is usually 

determined by " trade-off between the costs and benefits of borrowing holding the firms assets and 

in\ c:stments plans constant. The firm is therefore portrayed as balancing the value of the interest tax­

sh icld5 against vmious costs of bankruptcy or financial embarrassment. ·1 he firm should thus subs titute 

debt for eq uity or equity for debtuntilthe value of the finu is maximized. 

The size of the Jirm is also an important factor when considering source of finance. Ang. Chua and 

\1c(. onncll ( 1982) suggest that rclali\'dy large firms tend to be more diversified and less prone to 

bankruptcy. 'I his means therefore that large firms are more highly leveraged. I len gel (2005) states that 
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compamcs arc never I 00% ccrtnin what their earnings will amount to in the future (allhough they cat 
make reasonable estimates), and the more uncertain their future earnings. th~ more fisk presented . Tim 
companies in very stable industries with consistent cash fluv.s gcncmlly make heavier usc of debt thar 
companies in risky industries 01 companies "ho arc \Cr) ~mall und just beginning operations. Nc\\ 
business with high uncertainty may have a di rticult time obtaining dcht financing. and thus linan~:c their 
operations largely through equity. 

~mllh (I 977) also argues that the cost of issuing debt and equity securities is also related to firm size. In 
pmlicular. small fimls pay much more than large firms to issue new equity and even more to issue loug 
tcnn debt. lhis suggests that small firms may be more leveraged than large fim1s and may prefer to 
burrow short-term (through bank loans) rather than issue long-term debt because of the lower Jixcd costs 
associated with borrowing short-term. 

According to Titman and Wessels ( 1988) small fim1s usc more ~lwrt-tcun finance than large finn · 
because the former expect to incur large transaction costs when they issue securities. Most capital 
structure theories argue that the type of assets. O\\ned by a firm in some way affect:; its capital structure. 

Arguments put forth by Myers und Majluf (1984) suggest thut Jinns may lind it advantageous to sell 
!iCcured debt. They demonstrate that these may be costs associated \\Jlh issuing securities about which the 
linn's managers have better information than outside shareholders. Issuing debt secured by properly with 
knmm values avoids the!ic costs. h1r this reason. lim1s with assets that can be useJ as collateral may be 
expected to issue more debt. 

Titman and Wessels ( 1988) also suggests that the uniqueness and classilicat1on of the industry arl! 

rcb·ant to capital structure decisions. They present a model in which a firm's liquidation decision is 
linked to its bankruptcy status. "J hat customers, workers and suppliers of iirms that produce unique and I 
specialized products probably suffer re latively high costs in the event they liquidate. ·n1cir workers and 
suppliers have specific job ski ll s and capital and their customers muy find it difficult to find alternative 
SC.:f\'lcing for other relatively unique products. Titmun also suggest that tirms that make products requiring 
the availability of specialized servicing and spare parts will find liquidation especially costly. l'herefore 
.tccording to Titman firms with relatively unique products and those manufacturing mnchmes and 
equipment should be financed with relatively less debt. 
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2.3 l~quitl Rights Issues Outside Kenya 

~1arsh ( 1979) states that in most European countries quoted companks mise virtually all their new ~quit) 
capital viu the rights issue method. lie further states that in the UK. in J 975 Londlllt Stock Exchange 
changed its rules to allow companies to raise equity via placing subject to shareholder approval. 
Russel ( 1999) argues that rights issues arc not a popular source of capital in Asia since the companies arc 
n.:lath ely small and a right issue could put pressure in family finances. lie also blames the com pi icated 
levels of bureaucracy and poor regulatory environment for this. Amongst other factors that could affect 
rights issues in Asia arc pre-emption righLs that have been used in Indonesia to light dilution. This 
together with recapitalization has pushed companies in Asia to usc right issues as a source of funding. 
llandlc)' ( 1995) states that the majority of 1 ights issues undertaken by companies listed on the Australian 
"itock l:.xchange arc undcnHillcn whereby the underwriter f()r a fixed fcc assumes the risk of a shortfall in 
.subscription for the new shares on offer. 

i\ lajority or equity rights issues in the world are undcnHitten. Handley (1995) states that equity capital 
remains the most used method to raise l'umb by listed Austra l itm companies. lie further states that most of 
these issues are undcn-.ritten so as to guarantee firms. Levy and Sarnal (1971 examined undcnvriting 
w nlracts m relation to 679 seasoned new equity issued by companies listed in the New York stock 
exchange in the period between 1982-1985 and concluded that the pricing mechanism for the 
unuemriting of rights risk was very cnmpetiti,·e in the USA 

In hi s study though, Handley further argues that as an alternative to undenHiting companies cun reduce 
the risk of a failed issue by setting the ofTcr price at a sufficiently lower rate. In .. \ustralia, companies 
normally reduce their risk by entering into sub underwriting deals. The sub underwriting of issues will I 
minimi7e risks for issuing companies by through the sub undcr\o\.riting agreements. In case of a fa ilure by 
the shareholders in exercising their rights the underwriter will minimi1e his exposure by ofnoading the 
risk on the sub underwriters. 
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2A (•actors Th:lt .May Influence the Success of Equity Rights lssm.·.s 

·1 he success of a rights ofiering b intlucnccd by the subscription price: the amount or discount; the size o 

the cnpit.1l outlay in relation to sharchoiJcr·s existing O\mcrship or the stock, the mix of existing 

shareholders: the trend and tunc of the stock market: standby arrangement: privileged subscription versus 
public issue. 

t\ccorJing to l.cvy und Samat ( 1971) i r the market price of the share should Iilii below the subscription 

price. shareholders will obviously not subscribe to the stock for they can buy the shnres in the market at a 

lower price. Consequently. a company will set the subscription price at a value hml.!r thnn the current 

market price to reduce the risk of market price falling below it. 

Van llon1e ct al ( 1975) states that the risk that the market price of a shari.! \\ill llli I below the subscription 

pncc is a function of the volatility of th~,; price of the company's share. tht: tone of the nu11 kct and the 

expectation of catning. Thcrdorc the greater the discount from the current market price. the gtcatcr the 

probability of a successful sale of shares. A discount of between 15% and 30% nn the current market 

price has been made on past issues. 

Guthmann et al ( 1962) states that lhe size of the capital outlay in relation to the shareholders lasting 

ownership of the stock will inOuenee the success of the offering because shareholders arc likely to be 

more willing tu subscribe to ;.m issue amounting to a 10% addition to the stock they presently hold than to 

an issue amounting to a 50" o addition. 

Van I I orne ct al ( 1975) states that the mix of existing shareholders will inllw.:ncc the success of the 

nflcring in that ira substantial number of shareholders hold only a few shares, the success of the offering 

may be less than if most shareholders hold units.e.g institutional versus individual investors. To avoid all 

risk a company can set the subscription price so far below the market price that there is virtually no 

possibi lity that the market price that there is virtually no possibility that the market price \\ill fall below it. 

\ ccording to Van J lome et al ( 1975) the greater the discount from the current market pricl! the greater the 

value of the right and the greater the probability of a successfi.d sale of shares. As long as the shareholder 

docs not allow the right to expire. theoretically he neither gains nor loses by the offering. lt might seem 
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'isiblc to set the subscription price at a substantial discount in order tu assure a successful sui c. !Iowen! 
the g•catcr the discount the mure !'hares that will be issued to mise a given nmount of money required and 
the greater the dilution in camings per share. This dilution may he (Ill important consideration fro the 
in\"cstors as it analyses closely the gn.m th trend in caming per share (IWS). Significant under-pricing of a 
new issue may excessively dampen the gro\\ th trend in earnings per shmc ~EPS) and result in a lo\',cr 
price/earnings ratio in the market. 

~lorcovcr if the company wishes to maintain the same dividend per share, under-pricing \\hich will result 

in more shares issued. will incrcnsc the total amount of dividend the company will need to pay and )O\\cr 

its coverage ratio. Il1c disadvantage of under-pricing must be balam:cd against risk of market price falling 
below the subscription price. "I he primary consideration is selling the subscription price to reduce 
probability of this occurrence to a tolerable level. If then the subscription price results in cxcessi\c 

dilution the company should consider a public issue \\here the amount of under-pricing usually is less. 

I he current trend and tone of the stock market according to Van I lome et al ( 1925) also affects the 

success of the offerings in that if the trend is upward and the tn<trkct is relatively stable. in this upward 
movement the probability of a succc.:ssful sale is quite high. That the more uncertain the stock market the 
greater the under pricing that will be necessary in order to sell the issue. According to Van Ilornc et al 

(I Y75) a company can insure the complete success of Rights offering by having an investment dealer or 

group of investments dealers "stand by"' to underwrite the unsold portion of the issue. For this standby 

commitment the underwriter charges a fcc that varies with the risk involved in offering. 

Ross et al (1996) defines standby underwriting to refer to a situation where the underwriter makes a fi1m 

commitment to purchase the unsubscribed portion of the issue and the subscription price less a small take­

up Icc. The underwriter usually receives a standby Icc as compensation lee for his risk-bearing function. 

The fcc consists of two parts; (i) A flat fcc. (ii) au additional tee lor each unsold share of stock that the 
underwriter has to buy. From the standpoint of the company issuing the shares. the greater the risk of an 

unsuccessful sale, the more desirable a standby arrangement although it is also more costly. 

Smith ( 1977) calculated the issuance cost from three alternative methods \ JZ: An equity issue with 

underwriting. a rights issue \\ ith standby underwriting and lastly pure rights issue. The result of his study 

showed the total costs as a percentage of the proceeds as 6.17%, 6.05% and 2.45% for the three 
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ultcmativcs. This means that a pure 1 ights issue is the cheapest of the three ultcmath~.!s. If corporate 
cxccuti\eS nrc rational. they will therefore mise equity in the cheapest umnncr. ·1 he above evidence 
suggests that the issue of pure rights shl)uld dominate. but surprising!) Smith states that over YO% l)f new 
issues arc underwritten. This is viC\\Cd as an anomaly in the finance prufcssion. lie further states that 
untkrwritcrs incrca5e the stock price because of the im:rcased public conlidcncc or by the selling effort of 
the unde rwriting group. Since the underwriter buys the shares at the ag1ced price, he is providing 
insumncc to the linns that may fail to sell all the shan:s. This p<ltcntial lnss might mean that the 
underwriters' effective compensation is lc.ss. ' I he potential economic lu:ss is probably not large because in 
most cases the offer price is set \Vithin 24 hours of U1e offering by which time the underwriter has made a 
careful assessment of the market for the shares. The underwriter provides a "idcr distribution of 
ownership than would be true with a pure rights offering. Consulting ad\'ice from investment bankers 
awng as underwriters is beneficial. Some stakehoklcrs find exercising rights a nuisance and mostly let 
them to e xpire. 

According to Booth and Smith ( 1986) the underwriter certifies that the offering price is consistent with 
the true \alue of the issue. This certification is implied in the underwriting relationship and is provided 
when the underwriting ftnn gels access to the inside infonnation and puts its reputation (or correct pricing 
on the line . Smith ( 1977) states that the cost of underwriting include; legal fees, accounting fees, trustee 
Ices, eng ineering fees, printing and engraving expenses, security ami exchange commission registration 
fees, federal Re,enue stamps, ~tate taxes and compl!nsation ICCd\'cd by investment hankers ltn· 
underwriting services rendered. 

Ross ct al ( 1996) argues that a small percentage (Jess than I 0% ) of shareholders tail to exercise valuable 
rights, shareholders are usually allo\\cd to purchase unsubscribed shares at the subscription price. This 

uvcr subscription privilege makes il unlikely that coq>oratc issue would need to turn to its underwriter for 

help. 

According to Van I lome ct at ( 1975) a privilege{] subscription compnn~d to a public issue influences the 
success of an offering that hy offering shares first to existing shareholders the company laps investors 
who are f:.uniliar with the opctator of the company as a result a successful rJtc is more probable than the 
current market price to reduce the Risk of market plice falling bdow it. 

18 



2.5 Activity L~vel for Equity Ri~hts Issues 

Since 1970 when the defunct African Toms and Hotels issued the Jirst Rights issue 35 listed companic. 
have raised funds through rights issues. Companies which had previously borrowed from its main 
shareholders opt tor rights issues as they desperately need urgent funds. According to Akumu (2005) this 
is a paper transaction that shills the moncy from its previous classification ns loan to equity. 

Rights issue, as a source of funds has proved advantageous to many listed companies in Kenya. A rights 
issue has been used to bring strategic investors to a company. This happened in the market when Express 
Kenya Limited used Rights issue to bring in a strategic partner. Flowcrwings Limited into the group. 
i\kumu (2005) however argues that Uchumi Supennarket as a public listed company was forced to opt for 
a Rights bsue after failing to aLtract a s trategic partner. he argues that the company was in despc1ah.: need 
of short-tcm1 finance to restructure and reposition itself in the retail business. 

Rtghts issues have also been \lscd as means to reduce influence from one shareholder for cxampk in thl..! 
1990s many banks in Kenya went under due to some disturbance or such 0\\nership structure and internal 
struggles. To control undue influcncc from one or more majority shareholder a rights issue can be 
arranged in such a way that the design would drastically bring down the majority sharcholding to 
a~:ceptablc levels because after the exercise the other shareholders or new investors would increase their 
new stake in the fim1. In the financial btll of2004 however the Finance Minister is seeking to n:gulnte the 
ownership structure of financial companies. The bill touches on regulation of ownership in banking and 
non-banking financial institutions. In the proposal no single shareholder may own beyond 5% of the 
institution unless the Central Bank has npproved such and the investor has declared his intention for such 
moves. 

Rights issues as an option of raising funds has also recently increased since its advantageous to the 
• wcrnmt:nt of Kenya as a divesture ptogramme. Akumu (2005) states that apart from raising capital from 
Rights Issues the government has been able to case out of the O\\llcrship ofloss making ventures. 
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1be government that had previously invested heavily in state corporations has been nble to sell the cxtm 

shares at a premium and in the same vein surrender its current shares \\ilhout aiTccting the m\ncrship 

structure <llld the balance of the manugctncnl of these companies. Siucc the majority shan:holdcr who is 

the gO\ crnment holds the share in trust fur the public. it is advisable that the public should buy the Boated 

extra shares as the government and other majority shareholders stay out of the issue. The ·ale of thl· 

public companies would also increase the diversity of ownership by indiscriminately offering shares to 

diverse groups in the market. 

Ihc advantage of this ammgemcnt is that the nwnbcr of shares availuhle in the market increases. This 

could be advantageous to the finn in three ways:-

i) 'I he stocks become liquid because there arc more shares than bd(He 

ii) The percentage of government ownership is drastically reduced. 'I his incrc..'lses the public and 

other investors level ofsharcholdmg and their participation through the annual general meeting 

iii) For corporations or companies that are fully or partially O\\ncd its the surest way of increasing 

public ownership and improve decision making lcvds. 

I he government of Kenya has used this strategy on a number of occasions to divest from parastatals that 

arc listed. Since U1e Kenyan government embarked on its privatization programme by selling shares and 

raising money nothing has accrued to the state corporations. 'I h is strategy has worked well as long as the 

parastatals did not need additional funds. I IO\\evcr, the reality is that many current organizations do need 

a lot of funds to either to expand and rcstmcturc. 

J\kurnu (2005) indicates that the level or activity of sourcing funds via the Rights issue option has also 

recently increased as most companies listed at the Nairobi stock exchange use it as a way of raising 

exceptional funds. When companies want additional funds they can raise them through many ways, which 

could either be through debt or equity. 

2.6 Response Level to Equity l~igbts Issues 

\squith and Mullins ( 1986) have argued that the market response to the news of seasoned equity 

nftctings differs substantially across countries according to issuing methods. In countries \\ith developed 
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capital markcb ami large ownership dispersions such as the U. "'., the stock price reaction is negative for 
genera!! cash offers and lc!'s negative for rights issues.Tsangnmkis ( 1996) has further argued that in 
countries with less developed capital markets and large ownership <.:onccntrntion such us Greece. Jtaly, 
1\.on.:a, and ~ingaporc. the reaction tu rights <.'tTcrings. industli··'i consisll.:lllly !urge and positive. It is also 
important to note that these countries also have a higher gross domestic pwduct (GDP) growth. This 
disparity suggests that the mixed evidence un Rights offerings may n.:flcct di11cn.!lll economic and 
institutional chamctcristics or the associated countries. 

Markets respond diffl.!renlly to annnuncemcnL<; of seasoned e4uity offering due to various rcusons, tirst. 
the inc;titutional arrangements that firms usc to mise new equity. One option is to use a gcncrol cu:o;h offer. 
\\hich enables any member of the public to subscribe. This method permits the possibility of wculth 
transfers from new to old shareholders. arising from the information asymmetry between the management 
and outside investors. For this reason Myers and Maljuf ( 1984) predicts a ncgati\·e stock return to equity 
offerings. Another option is a rights offering. l11is approach nllows linus existing stockhold..:r:> to buy 
additional !'hares. in proportion to their current holdings. at a p1 icc usually lower than the current market 
pnce. I'hc market may respond differently to these options because righLc; otTerings arc much less 
expensive than general cash offers. This cost savings result from lower underwriting commissions and 
other transaction and administrative costs. 

"llte second explanation for di1Tcrl.!nccs in market reaction to seasoned equity issues involves the 
inlonnalion effects. Researchers ollcn ascribe the negative effect or announcement of seasoned equity 
offerings to the adverse selection problem that arises when managers nrc better informed than oul<>idc 
tnvestors. Based on the results fwm U .~. data this advcrc..e selection problem is greater ftlr a firm 
committing the seasoned equity oflcrs than the rights offerings. According to Heinkel and Schwarl7. 
( 1986). as well as Eckbo and Masulis (I 992), managers of firms using equity rights offerings have more 
favourable private information than do those fim1s choosing firm commitment offerings. llencc, the 
market rcnction to announcement via a rights utTering should be less negative than a cash offer. 1\lillcr and 
Rock ( 1985) predict a negative stock price reaction to equity issues because the market p..:rceivcs them as 
releasing negative infom1ation about the firm's cash flows. 
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In a \\Orld wh~:re symmetric infonnation exists. 1inus should issue new shares under t\\O situations. When 

they have highly profitable investments that cannot be financed by other means or when managers believe 

the shares arc ovcn·alucd. 

Jensen ( 1986) in his free cash flow hypothesis states that the access to funds from issuing additional stock 

increases the amount of discretionary cash available to managers. Discretionary cash availability increases 

the likelihood of over investment by management that means accepting investment projects" ith negative 

~P\'s. An equity issue not dedicated to positive NPV investments would aiSl) increase the agency costs 

from free-cash flows. Because im estors recognize this. they may view the announcement of the sale or 
new as an unlavourablc signal. 

According to price-pressure hypothesis, selling pressure drives down a firms share price when it 

mmounced plans to issue new shares. Thus the market may respond negatively when mJturc lim1s with 

limited gro\\ th opportunities announce their intension to issue new shares. 

~e,eral factors may alter the negative information effect. For example the high shareholder participation 

nught mitigate adverse selection problems of rights offerings. In Singapore rights oflcring me the norm 

except when unseasoned firms go public and list their shares in the Singapore Stock l~xchangc (SES). 

Uccausc no active secondary nwrkcts exist lor the unsubscribed rights. there is no dilution from outside 

parties buying at the current price and insiders are buying at the discounted price. A large proportion of 

existmg shareholders participate in the rights issues. which suhstantially reduces the adverse-selection 

costs described by Myers and Mujluf ( 1984). In Italy. Bigelli ( 1998) aiso found out that active insiders 

could lead to a pro rata underwriting <.)f ne\\ ly issued shares. 

Kalay and Shimrat (1987) argue that economics with very high growth rates may interpret rights issues as 

fa\'ourable news about the firm's investment opportunities. This is because existing shareholders must 

commit the additional capital. Right issues attest to Ute stockholders confidence in their own firms' ft1turc 

particularly if the shares are closely held . Therefore, investors may perceive rights as a signal that the linn 

has discovered new positive NPV projects. which would cause a positive valuation of tht! lirm 's shares. 

l\tikkclson and Partch (1986) has argued that investors may aii)O rccogni7e U1at emerging firms with 

limited capital but good growth opportunities often must raise external equity to increase their investment 

outlays in positive 1\TV projects. This is true if lenders downplay debt financing for high growth anc.l 
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risky projects. Consequently investor.-; may not view the announcement of new ~lock uflerings by such 

~ompanies with as much concern as those olTcrings by mature lirms with unlimited growth opportunities 

In <;ingaporc for example the economy has been growing rupidly over three decades \\ilh avcrugc GDl 

gro,\lh rate of about 7 .5'}o 1 hus investors view right offeling us signaling favoumblc investmcn 

opportunities. 

A third explanation for the market reaction to equity issues involves the economic conditions under whicl 

n lim1 raises additional equity. Jensen's {I 986) argues that. firms that mise new equity during recession! 

may increase the likelihood of over investment This tendency is less severe during cconumic booms 

because substantial growth opportunities dming boom years may lead to an upward valuation of stocks. 

Finally Jensen ( 1986) argues that other institutional differences may account for the JifTcrent responses h 

seasonal issues \'vithin JiiTerent markets. For example rights offering involve less scrutiny by ftnancia 

markets than general cash offers. Routine financial disclosure requirements imposed on firms in non- li .~ 

m;trkcts are less restrictive than in the U.S. Stock offering in these markets provide an opportunity fb 

increased information about firms. which has positive value. Also unlike the practice in U.S. firms it 

mtcrnationnl markets announce the offer price. on average. two months before the issue date. 

Khan and AritT ( 1998) state that restrictions to fore ign ownership create segmented markets in Singapor 

as well as in India and Finland. 1 hese restrictions make U1c Jomcstic securities less liquid than if the 

were permitted to trade with the rest of the world. As a result the price elasticity of demand for sccuritid 

is smaller than in the l!S. 

Tsangarakis ( 1986) argue that in Korea and Greece. for many publicly traded finns either the state or • 

IC\\ members of a single family own the majority of shares. To sustain their percentage ownership, th1 

!'harcholdcr will approve stocks issues only if the firms prospects for profitability are promising. Thi i 

implies that in countries with less Jevcloped capita l markets and ownership concentration investors ma 

view the announcement of rights offering as providing good news. 

I odcrcr ru1d Zimmcnnan ( 1988) and Tsangarakis ( 1996) further argue that the aru1ouncemcnt of sloe 

offering should not necessariiy reveal an overpricing of the outstanding shares in such markets. unlike th 

case of some developed markels that the stock price effect should be positive if the purpose of the capitr 

increase 1s the finance unanticipated positive NPV projects, such projects should be less abundant dunn ~ 

recessions than during non-recessions. 
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1 sangarakis( I 996) quoting Nelson( I 965),indicatc that share prices s ix months after the rights offering of 

the company arc not significantly differently from the prices six months earlier. ·ntis observation of the 

response levels closely compares with the finclings of Scholc ( 1972) \\ho observed the effects nf rights 

offering in the l SA and concluded that the price~ of shares generally rise before the issue and then don't 

change after the issue. Marsh (1979) analyl'.es rights issues in the UK and concluded that there is n !urge 

positiYc abnonnal return on a companies share when there is a hint of a rights issue in the market. 

Asquith and Mullins (1986). Kalay and Shimrat (1987). Ma-.1.dis nnd Korwar (1986). Mikkelson and 

Partch ( 19R6) and Smith (1986) using prior studies relying on US dnta all report that investors react 

ncgativdy to announcements of seasoned equity oJTcrings. They fund u significant price reduction nf 

abolll 2% to 3 % to announcements of general cash offers by scasont•d firms. 

~c; ,·rat non-l . ~ studies genemlly report a positive stock price response to the announcement nf rights 

oftcrings especially in less developed and in~1itutionally different capital markets. Jn his analysis of rights 

in the: UK. Marsh (1979) finds large positive abnom1al returns before the announcement of the issue, hut a 

stati-;lically insignificant setback in the months surrounding the issue. Ball. Brown and Finn ( 1977). 

fkrglund, Liljchlom and Wnhlroos (1987), Kang 1990) Tsangarkis (1996), Bohren, Eckbo and Michalscn 

(1997) pro,,idc evidence of a non-negative price effect around rights offering announcements in Australia , 

Finlands. Korea. Greece. and Norway respectively. 

<:;~., ·era! recent studies in the U.K. for example. Levis (1995), using a sumple of first C<)uity rights issues in 

the UK made after an initial public offerings reports a signilicant negative three-days cumulative 

ahnormal returns (CARs) equal to -1.33 percent. In their examination of UK reactions of stock prices on 

announcement date of right issues. Wolfe, Dalia Kopoulos and Owdyn (1999) report a significantly 

ncgntivc two-day CAR of - 2.67 perccnt.Slnvin, Sushka and l.ai (2000) show that rights oflering in the 

lJK charactcri:t~.:d by high shareholder take-up (participc.ttion) do not affect firm value, while rights 

offerings that elicit lower shareholder take-up have significantly negative announcement cffects.ln 

Singapore Dawson ( 1984) and ArliT and Finn ( 19R9) report that positi\'c price effects arc associated with 

a11nounccments of Rights oiTerings. their evidence may however no longer apply because the structure of 

th c..;in~apore market has changed since the mid-1980s due to delic;ting of a large number of finns from a 

nl:ighhouring economy and growth thereafter. 
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lnfonn.llion efli:cts, economic conditions and institutional effects also intluencc market response to vit.:ws 

of rights offering public listed companies in Kenya. Kenyan Companies that issue rights will always set a 

benchmark for success. Main :ihareholdcrs issuing the rights must sit outside the issue. 'l11is is pertinent 

especially in these main shareholders have advanced money to the linn thnl are issuing the rights as in the 

case of Unga Gmup Limited in 2000and Uchumi supcm1arkets Ltd in 2005. ' I he.sc shareholders are 

allowed to tum the loan into equity. 

According to Wahome. (2004) Many public listed firms, the majority of the shares arc owned hy the state, 

issues of rights offering has therefore been seen as good news especially because it has bl!cnrnc evident 

that the best way to privatize the state corporations especially those that nt.:ed new funds for development 

and expansion is to do a Rights issue. The process reduces the Government shareholding hut more 

importantl) enables the corporation to raise the funds it needs for development. Fnr example in the Rights 

issue by KCB Group limited in 2004 whose aim was to raise 2.45 billion additional capital to recapitalize 

lhe Bank, the government reduced its shareholding by I 0% by denouncing its rights. Thl! Rights issue 

reduced the Government sharcholding to 25 % down from the original 35%. KCB shareholders expected 

to rl!ccivc a good discount on the rights issue because it represented a practical dilution of the 

shareholdings. The KCB rights issue was therefore good news to the investors as it effectively provided 

<m opportunity for the existing shareholders. non-shareholders as well as foreign investors to buy those 

rights. It also presented a win-win case for the privatization process. The KCB rights issue was over- • 

subscribed by Kshs. 400 million. 

Information effects also affect the market n:sponse to rights issues. KCB for example issued its rights at 

the time when it was experiencing a turnaround. The good results or year 2003 assured the investors that 

the bank could revert to profitability. 

Akumu (2005) argues that the institutional Investors act as barometer that will determine the success and 

sentiments of the market. Institutional effects such as reforms in the capital markets also nffl!ct market 

response to equity offerings in Kenya. According to Mwcni (2005) the capital markets tends to have a 

momentum of its own. That the growth of this sector is clear indicator that Kenya has come of age m 

terms of its ability to finance its long term financial needs. Refom1s in the capital markets have seen 

organi1.ations achieve their objcctivl!s or financing their long-term investments. For example in the 2000 

budget the government exempted companies seeking listing from stamp duty, \\ ithholding tax was 
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reduced to 7 5 percent for foreign investors and 5 percent for locn1 inn:stors and was also made finnl. In 

the 200412005 budgets the go\'cmmcnt amended the Capital Markets Authority (C~t \) Act to protect 

investors. lrwcslors who wanted to inn;st at the NSE announcements or new issues (JPO) and additional 

issues will be good news and as a result most issues tend to he oversubscribed. 

Economic conditions also affect market response to equity offerings. For example since th..: economy 

started picking in 2003 publicly listed companies have made successful Rights issue for example E.xpress 

Kenya Ltd in 2003 and KCB Ltd in 200-l whose issues were O\'er subscribed. 
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CHAPTER THREE -RESEARCH l\11~TIIODOLOGY 

3.0 Research Design 

lltb was an exploratory study. According to Rugah ct al ( 1988), this kind of study sought to answer to 
qwstions \\ hy, \\ ho, where. and how of u research question. This study intended to identify and dcscrihe 
the fitctors that influence the choice and success of rights issues as a method of financing in Kenya. 

3.1 Population of the Study 

The population of stud) consisted of all puhlic companies listed at the Nairobi Stuck Exchange('JSf) 
that used equity right offerings as a means of mising funds between the period I 970 and 2005.Records 

available at the Nairobi Stock Exchange secretariat indicated that 34 listed companies had used equity 
rights issues as a financing option within this period. 

l'he year 1970 was used because this was the first time a listed company issued Rights. 

3.2 Sampling 

A sample was selected to cover the period between I 989 and 2005.This was because most of the 

companies, which issued rights earlier, didn't have complete information. Secondly the sampling 

confined the study to firms that used rights issues and were listed at the Nairobi Stock l·~xchangc 

(NSE) by the time of study. This convenient sampling yielded a sample of 14 companies. 

3.3 Data Collection 

Primary data was collected from all the finns within the sample using a coded questionnaire. The 
researcher. through drop and pick method ndministered the questionnaire and where possible personal 

in ten ie\.VS were conducted. 

lhc researcher used a four-part questionnaire. TI1e first part of the questionnaire was used to gather 

demographic profiles of the companies in the study. ·r he second part identified factors that inOuenced 

the choice of the sources of financing. ·1 he third part looked at the rights issues as a source of finance. 

Lastly the fourth part looked at the success of rights issue as method of finance. 
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3A Data Analysis 

n1e data collectt:d was edited for accuracy. uniforn1ity, consistency and completeness and then 
arranged to enable coding and tabulation before statistical analysis (cooper and Emery 1995). The data 
was then analyzed by usc of descriptive statistics. Questionnaire responses was anal)'"IC:d using tables. 
percentages and bar charts among others to present the demographic infonnation on companies. 
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CHAPTER FOUR-nATA ANALYSIS AND FINI>I (,S 

.u Preliminary Analysis 

4. 1.1 Response Rate tu (juestinnnairc 

A total of 14 questionnaires \\Crc issued to various companies for the research. Out nf these. 11 
questionnaires were completely filled while then! was no response in some respondents and some were 
incomplete therefore excluded from further analysis. 

This n:presented a responsive rate of79 %. This was considered sufficient for analysis. 

J'igu rc .t.l 'aturc of Husincss 

0 Manufacturing 

• Agricunural 

0 FIIUlnce & hvestrrenl 

Ohdustnal 

• Others 

46% of the companies studied were from manufacturing sector while 27% wer~ from Finance & 
lnvc. tment and Industrial re~pectivdy. ' I here was 0% from the Agricultural and others sectors thus not 

represented on the figure above. 

FiJ?,ure -t.2 Ownership of the firm 

DLocally owned 

• MU'l•-Nat1onal 
subsidrary 

C Partly loca:ly partly 
forei[Jn 

COthers 

-------------- -
~lajority or the firms under study, 46% were locally owned, 18% were Multi-National subsidiary. partly 
locally partly foreign nnd Foreign in the other categories respectively. 
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figure 4.3 Turno,·cr per last financial report 

C Below 500 m111iog 
• 500 m1mon to 1 biliion 
0 Above 1 b11lion 

When asked about turnover as per their last financial report. 82% had above J billion while 18% had 

below 500 million while none had between 500 and 1 billion. 

Figure 4.4 

4 

3.5 

3 

2.5 

2 

1.5 

Capitalization of the firm 

I c Series 1 I 

to to to to to 1 billion 
50m 100m 250m 500m billion l 
Kshs Kshs Kshs Kshs Kshs Above 
20m 51 m 101m 251m 501m 1 

----
On capitah?ation of the firms. majority. 4 in number had between 251 and 500 million unci ahovc 1 billion 

respectively.2 had between 500 million and I billion while 1 had hetween 51 million and 100 million. 
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Figure 4.5 Yea~s in operation 

c 1 to 5 years 

• 6 to 10 years 

o 11 to 20 years 

o 20 to 40 years 

• Over 40 years 

-
ll was found that the companies studied had been in operation for a long time. depicted by 46% who have 

operated for between 20 and 40 years and over 40 years respectively. 8% had operated for between I 1 and 
20 years. 

~.2 Factors influencing Rights Issue as a method of financing 

Table 4.1 Choice and factors innucncing success of rights issue 
I r-

-- -
~ourrc of funding 1 ~ p ~ 5 o;o nnnl<ing - -Retam"J earning t5 3 I I ~ tJ3% I 

1-:--:---
lkbt p I ~ ~ p 19% I 

Equity I I I p p j73% I 

Debtfrquit:> I p 15 I ~ p6% 3 
b-
Stlateg1c Investors I ) p p I ~% I 
~ p p p 0 0 o~· ~ P, Other .10 

Kt) 'nriahles in evaluation of r"" or fino nee 
I ~ ~ " s 

·-
nl structure I 2 r ~ ~ ~7% p 

phidcntl policy p p 12 ~ p po' I ,o 

~aturc of clebt p ~ p p p j73% rz 
l:;;;';r.tahility of the finn 10 I p ~ p 100% I 

)tilers p ~ p ~ p ~% I 
L- -
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Preference for the chosen source o 

finance 

~ost of capital 

iming of future cash now 
I 

~ixedivariable cost I I 0 I) p 18% ~ 
~mpact on shareholders income p 0 10 I 0 l% 1 

pthers p 0 0 0 0 po/o ~ 

Tablt .t2 Factor~ Influencing 

5uccc\S of Rights Issues 

Purpose of rights issue I 2 3 4 s 
ifironce funher Investment 10 I 0 0 ) 100% I 

rlace shon term debt p p 8 2 p 0~~ I 

a\ourable market I I I ;I 0 18% p 
'Finance working capital p ) I I 0 82% ~ 
I--

Others 0 0 p p ~ )O ' , o 1 
-
r-:-- - -
Choice or rights issue I 2 3 ~ 5 

~ --- -
~o ~curity rc!"quirt:d p ) I I 0 ~5% 2 

"ost of funding is lower ·8 I 2 ) 0 82% I 

~eeded money urgently n 0 II 8 p O«!'o 5 

tomenicnct: in terms of arrange p I .s 2 p 36% ~ 
Pthc~ p p p ) p 27% I 

tl o give existing shareholders the 

tirst chance to buy shares) 

lnOucnced by the undenvriter I 2 3 ~ 5 

xpc:ricncc of the firm ~ 5 2 p 0 ~2% I 

Costs of underwriting 0 p J ) 0 p~~ 5 

'Recommendation of the ad\'isor 5 ~ 2 I 0 ~3% 2 

Pr~, ious rdationship I I ~ .2 0 18% I 

Ptters I p 0 0 p 9% 3 ..._ 

. 
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J'hc nbove tahlc comprise of several factors and their effect. When asked abmtt the prclcrcncc of source of 
funding. retained earning and equity were highly preferred follm\cu by debt/equity and lastly strategic 
in,estor. 

On key variables used in evaluating the company's sources of finance. profitability (\f the finn was 

con~1dcred very important. followed by nature of debt and then capital stntcture and Jasti) dividend 
policy. 

When asked \\hat influenced the prcfcrl!ncc of the chosen source of linancc. timing uf future cash flows 
was ranked as the most important followed by cost of capital, fixed/variable cost and lastly consideration 
of impact on shareholders income was ranked as the least important. 

The most significant purpose of seeking finance by rights issue stated as to financc further investment. 
followed by to finance working capital, then to lake advantage or favourable market conditions and lastly 
fixed or variable interest was the least significant. 

On reasons for choosing the tights issue in prl!ference to other similar long-term sources of finance, lower 
cost of funding was considered the most important. followed by no security requirement. then convenient 
in terms of arrangement. to give the existing shareholders the first chance to buy shares was somewhat 
important in the others category, lastly the h!ast important was cited as the need of money urgently. 

When asked what influenced the preference of the underwriter. experience of the Jirm was cited as the 
most important followed by the recommendation of the advisor, and then previous relationship and lastly •

1 
requirements in the other category was U1e least important. 

figure ~.6 Frequency of issue 

----. 
01-5 years 

• 6-10years 

0 above 10 years 

100% of the respondents had issue rights issue between 1 and 5 times. none had issued more than 5 years. 

All the rights issue issued were public issues. the study revealed. 
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Figure ~.7 Apprm·al of decision to raise finance 

8~--------------------------------------~ 
7 

6 

5 

4 

3 

2 

1 
0..__ __ 

Spec.al resokrtion Managerrent 
by board of 
drectors 

Shareholders 
(AGM) 

Olhets 

From the stud} 7 of the respondents said the decision to raise fince \\as appro\'cd by the board of directors 

while 4 said it was approved by shareholders in AGM. 

Figure 4.8 Was rights issue undcnnittcn 

82°/o of the respondents were of the opinion that the rights issue \\·ere not underwritten while 18% said 

they were underwritten. 

34 



Figure ~.9 Consideration for underwriting the rights issue 

6 

5 

~ 

3 

2 

Certainty of 
rais11g funds 

required 

Reduce risk of Protecting market Others 
f allure vall.le of the 

share 

\\'hen asked why they considered undt.:rv. riting the rights issue, 7 of the respondents said to reduce risk of 

failure while 5 were of the opinion to protect market value of the share. 

figure 5.0 Determined the subscription price 

6r-------------------~------------------~----, 
5 

4 

3 

1 

QL-~~~-L~L-~----~~----~~~~r-----~ 

'0-c § 
~ 8 0 ., 

~'6 

~lajority of the firms considered the current market value to d\!tcnninc the suhscription price, 4 

considered the amount of discount while two considered the underwriting costs. 

Figure S.l Lc\•el of subscription 
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91% of the companies studied their rights issue had been oversubscribed \\hile 9% hnd been under 

sub~ribed. 

Figure 5.2 Release information prior to rights issue 

NO 
9% 

YES 
91% 

91% of the companies studied released information to the public prior to rights issue and only 9% dint. 

Figure 5.3 Access to funds increased the amount of cash 

r-----o 

DYES 

,.NO 

100% ofthe respondents agreed that access to funds increased the amount of cash available to manager's 

discretion. 

36 



Table 4.3 Problems in raising funds from other sources 

I 12 ~ ~ 15 ~. Ranking 
pck of adequate security I ~ , ) p 127% t3 
~ight lending conJitions 8 ~ I p l ~I% I 
~red it period not long enough I ~ I p ) !73% i 
pthers I ~ p p p ~ I - _.__ __ .. Under problems m ra1smg funds from other sources, ltght lending conditions was found to be the most 
problematic, followed by credit period not long enough, then lack of adequate security and lastly in the 

others categoi) no consideration for other sources was specified. 

Figure 5.4 Other sources of finance considered before choosing rights issue 

Longterm Venture capital Corporate Others 
loans bonds 

It was found that majority of the companies had considered corporate bonds, 6 of them, and 4 long term 

loans while 1 dint consider other sources before settling for rights issue. 
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CHAPTER FIVE-SUMMAR" OF FINDINGS AND RECOMl\1ENnATIONS 

5.1 ummary of findin~s 

~fajorily of the companies under study were manufacturing multi-national subsidiaries with over 1 billion 

rumover and above I billion capitali/ation who had been in business for oYer 20 years. 

The ligures and tables in chapter 4 comprise of several factors and their efTcct. When ~tskcd about thl.! 

preference of source of funding. rctnined earning and equity were highly preferred followed hy 

debt equity and lastly strategic mvcstor. On key variables used in evaluating the company':-; sources of 

fmance. profitability of the firm was considered very important. followed by nature of tkbt and then 

capital structure and lastly dividend policy. 

Timing of future cash flows was ranked as the most important factor that influenced the preference of the 

chosen source of finance followed by cost of capital. fixed variable cost and lastly consideration of impact 

on shareholders income was the least important 

The most significant purpose of seeking finance by rights issue stated as to finance further investment. 

followed by to finance working capital, then to take advantage of favourable market conditions and lastly 

fixed or valiablc interest was the least significant. 

On reasons for choosing the rights issue in preference to other similar long-term sources of finance. lower 

cost of funding was considered the most important, followed by no security requirement, thl!n convenient 

in tenns of arrangement, to give the existing shareholders the first chance to buy shares was somewhat 

important in the others category, lastly the least important was ci ted as the need of money urgently. 

Experience of the firm was cited as the most important factor that influenced the preference of the 

underwriter followed by the recommendation of Lhe advisor, and then previous relationship and lastly 

requirements in the other category was the least important. 

All the companies that had issued rights issues between 1-5 frequency leYel \\hose decision to issue was 

approved by special resolution by the board of directors and the issues were successful dep1cteJ by U1e 

over subscription. The rights issues were underwritten to reduce the risk of failure and the subscription 

price was determined by the current market values. 
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The companies released the information prior to rights issue. The proceeds of the rights increased the 

amount available to manager's discretion. Tight lending conditions wns found to be the most problematic 

"ben other sources of raising funds was considered. among the other sources corpomte bonds was 

C!nlisted. 

Conclusions 

The main objective of the study was to idcntif).· factors that influence rights issue as n method of financing 

for listed public companies. the type of business. ownership structure, capitnli71ltion, )rnrs in opt!mtion 

and performance in terms of profitability wen! found to play a signiticant role on the chnict! of rights 

issue. 

On the influence of success of rights issues as the second objective. profitability of the firm played a 

significant influence. Timing of future cash flows compared to other sources, the purpose of finance being 

to further investment contributed much to U1e success of rights issues. Other factors wen.: cost of funding. 

expencnce of the chosen underwriter and tight lending conditions for other sources of financing. 

5.3 Limitation of the study 

I. Limited resource-since the research involved personal delivery of questionnaires to the wide 

spread large firms. and making follow-ups through telephone contacts. were constraint by finance. i 
1 Given the nature of the study. the time allowed was not sufficient enough to exhaustively carry out 

the project. 

5.4 Suggestion for further rese~1rch 

I. Given the time frame the research was restricted to companies that issued rights issues only, the 

researcher recommends a rurthcr research that will capture all the companies plus unlisted ones. 

2. I'hc study only captured five )Cars time frame, the researcher recommends a further study that will 

bring out the trend for a longer period probably since the first rights issue to date. 
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APPENDIX 1: Ll~TTl~R OF INTRODUCTION 

a 
UNIIERSRY Of NAIROBI 

SCHOOL OF BUSINESS 
MBA PROGRAM - LOWER KADETE CAMPUS 

I cl~phone 4 I 8Jt 160/'\ E '< t 2UX 
h:k~t.illh Vm~lt) hhtuolH 

ldn 220'1~ Varsity 

DATE ... I ~~ - o I - '"J. o o to . 

TO WHOM IT MAY CONCERN 

f' I) Bo~ '30197 
Nnuobr, 1-i:cnp 

The bearer of this letter ...... ~1\:.f:.:,~~ -:-~.':':' ~~ ... :.~r:. C. . 1~ ~f.~~~-~ .... ... ..... ..... . 

Registtation No ..... D.C:;.t .(P \ ~.J'J.«J . ( .c:>.~? .................................. . 
rs a Master of Business Admrnistration (MBA) student of the University of 

Nairobi 

He/she is requrred to submit as part of his/her cmusework assessment a 

research proJect report on a mt:~nagement problem. We would like the students 

to do their projects on real problems affectrng firms in Kenya. We would, 

therefore appreciate if you assrst llim/her by allowing him/her to collect data 111 

your organizatron for the resear ell. 

The results of the report will be used solely for academic purposes and a copy 

of l11e same wrll be availed to tile mtervu:Jwecl organizettrons on request. 

Thank you. 

---1)mc= 
J.T. KARIUKI 
CO-ORDINATOR, M8A PROGRAM 



APPENOIX 2: QUESTIONNAIRE 

Research Questionnaire for HA suney of factors that influence the choice and success of Ec1uity 
Rights Issues ~'s a source of finance for listed Public Companies in Kenya". 

PART 1: G ENERAL INFOI~MATION ON THE COMPANY 

I. Name ofth~ Company .. . ........ . ........ . ........................ . .... . 

1 Date of incorporation ........ . ...... . ............................. . ........ .. 

3. Nature ofBusincss 

i) Manufacturing 

ii) Agricultural 

iii) finance and investment 

iv) Industrial 

Others (specify) 

v) ..................................... ·············· ········. ······ 

vi) ···· ····························· ······························ 

vii) ······· ·························· ························ ······ 

4. What is the ownership of your Company? 

i ) Locally owned 

ii) Multi-National suhsidiary 

iii) Partly local- partly foreign 

Others (specify) 

iv) •••• 0 ••••••••••• • ••••••••••••••••••••• 0 •••••••••••••••••••••• • • 

v) .... ......................... ... .. ······························ 

D 
D 
D 
D 

D 
D 
D 

D 
D 
D 

D 
D 



vi) D 
5. What is the turnover of your company as per last annual report? 

i) Below 500 million 

D ii) 500 million to 1 billion 

D 
iii) Above 1 billion 

D 
6 Total Assets per last Annual Report ...... .............. . ............ ......... . . 

7. What is the capitalization of your Firm? 

i) Kshs. 20 m to 50m D 
ii) Kshs 51 m to 100m D 
iii) Kshs 101m to 250m D 
iv) Kshs 251m to 500m D 
v) Kshs 501 m to 1 billion D 
vi) Above 1 billion D 

8 For how long has your firm been in operation? 

i) 1 to 5 years D 
ii) 6 to 10 years D 
iii) 11 to 20 years D 
iv) 20 to 40 years D 
v) Over 40 years D 



9. What profit did your Company declare in the past years? 

' Financial Year -
Profit/Loss 

12004 

2003 

2002 

2001 

2000 

1999 

PART II: CHOICE OF SOURCES OF FINANCING 

10. Please rank the sources of funding listed below in order of preference by 
ticking in the appropriate box 
1.Very high 2. High 3.Neutral 4.Low 5.Very low 

i) 

ii) 

iii) 

iv) 

v) 

vi) 

VIi) 

ix) 

x) 

Retained earnings 

Bank loans 

Bank overdrafts 

Corporate bonds 

Commercial paper 

Rights ISSUe 

Off-shore borrowing 

Others (Specify) 

•• • •••••••••••••••••••••••••••••• 0. 0 0. 0 0 •• 

1 2 3 4 5 

DDDDD 
DDDDD 
DDDDD 
DDDDD 
DDDDD 
DDDDD 
DDDDD 

DDDDD 
DDDDD 
DDDDD 



xi) 

11. What are the key variables you have used in evaluating your company's 
sources of finance? (Please rank them in order of importance by indicating 
1,2,3,etc in the boxes.) 
1. Very important 2.important 3.Neutral 4.Somewhat important 5.Not 
important 

i) Capital structure 

ii) Dividend policy 

iii) Nature of debt 

iv) Profitability of the firm 

v) Business risk 

Others (Specify) 

vi) ....... .. ··························· ······ 

vii) ......... ······· ····· ... ········· ········ 

viii) ······ ... ························ ......... . 

1 2 3 4 5 

DDDDD 
DDDDD 
DDDDD 
DDDDD 
DDDDD 

DDDDD 
DDDDD 
DDDDD 

12. What influenced your company's preference for the chosen source of 
finance? (Please rank them according to the order of importance by 
indicating 1 ,2,3 etc in the boxes) 
1.Very important 2.1mportant 3.Neutral 4.Somewhat important 5.Not 
important 

i) Cost of capital 

ii) Timing of future cash flows 

iii) F1xed or vanable interests rates 

iv) Consideration of impact on 

1 2 3 4 5 

DDDDD 
DDDDD 
DDDDD 

DDDDD 



shareholders income 

Others (Specify) 

v) 

vi) 

vii) 

DDDDD 

DDDDD 

DDDDD 

PART Ill: CHOICE OF RIGHTS ISSUES AS A METHOD OF FINANCING 

13. When did your Company first issue rights? ................ .... ...... ...... ...... . 

14. For what purpose did your firm seek finance by rights issue? (Please 
indicate the extent of the significance) 
1.Very significant 2.Significant 3.Neutral 4.Somewhat significant 5.Not 
significant 

1 2 3 4 5 
i) Finance further investment 

DDDDD 
ii) To replace short term debt 

DDDDD 
iii) To settle long outstanding creditorsD D D D D 

iv) To reduce indebtness to 

pnncipal shareholders 

v) To finance working capital 

Others (Specify) 

vi) 

\J\\) 

VIii) .............................. ............ 

DDDDD 

DDDDD 

DDDDD 

DDDDD 

DDDDD 



15. What problems did your Company have when raising funds from other 
long-term sources of finance? (Please rank them i.e. 1, 2, 3 e.t.c being most 
problematic) 
1.Most problematic 2. Problematic 3. Neutra14 Somewhat problematic 5. 
not problematic 

i) Lack of adequate security 

ii) High cost of capital (interest rate) 

iii) Tight lending conditions 

iv) Credit period not long enough 

Others (Specify) 

v) 

vi) 

vii) 

1 2 3 4 5 

DDDDD 
DDDDD 
DDDDD 
DDDDD 

DDDDD 
DDDDD 
DDDDD 

16. What has been the frequency of issue since the first issue? 

i) 1- 5 years D 
ii) 6-10 years D 
iii) Above 1 0 years D 
iv) Not issued since the first one D 

17. For what reason was a Rights issue chosen in preference to other similar 
long-term of finance? (Please rank them by indicating the extent of 
importance) 
1.Very important 2.1mportant 3.Neutral 4.Somewhat important 5.Not important 

1 2 3 4 5 

1) No security required DDDDD 



ii) Cost of funding is lower 

iii) We needed money urgently 

iv) Covenience in terms of 

arrangement 

Others (Specify) 

v) 

vi) 

vii) 

DDDDD 
DDDDD 
DDDDD 

DDDDD 
DDDDD 
DDDDD 

18. What was your capital structure before and after the Rights Issue? 

Before ... ...... ... ......... .... ................ After ...................................... . 

19. What type of Rights issue was offered? 

i) Private/privileged issue 

ii) Public issue 

D 
D 

20. Who approved the decision to raise finance through equity Rights Issue? 

i) Special resolution by Board of Directors 

ii) Management 

iii) Shareholders through Annual General Meeting (AGM) 

Others (Specify) 

iv) 

v) 

vi) 

D 
D 
D 

D 
D 
D 



21. What problems did the Company experience when raising funds through a 

Rights Issue? ... .................................... ........................ ........ ........... ... . 

• • • • • • • • • • • .. • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • .. • .. 0 •••• 0 ...........................................
............ . 

PART IV: FACTORS INFLUENCING SUCCESS OF RIGHTS ISSUES 

22 Was your Company's Equity Rights Issue underwritten? 

Yes D No D 

23. What influenced your preference of the chosen underwriter? (Please rank 
them in order of importance.) 
1.Very important 2.1mportant 3.Neutral 4.Somewhat important 5.Not 

important 

i) Experience of the firm 

ii) Cost of underwriting 

ni) Recommendation from the 

Financial advisor 

iv) Previous relationship with the 

underwriter 

Others (Specify) 

v) ..... ................... .... ............... 

vi) .......................................... 

vii) 

1 2 3 4 5 

DDDDD 
DDDDD 
DDDDD 

DDDDD 

DDDDD 
DDDDD 
DDDDD 



24. Why did your Company consider underwriting the Rights Issue? 

i) Certainty of raising funds required 

ii) To reduce the risk of failure of the issue 

iii) To protect the market value of the share 

Other (Specify} 

iv) 

v) 

vi) 

D 
D 
D 

D 
D 
D 

25. What determined the subscription price of your Company's Rights Issue? 

i) Current market value of the share 

ii) Amount of discount 

iii) Capital outlay of the firm in relation to shareholders 

existing ownership 

IV) General trend in the market 

v) Underwnting costs 

Other (Specify) 

vi) .......................................................... ... 

vii) ...... ··························· ........................ . 

viii) .......................................................... 

D 
D 
D 
D 
D 

D 
D 
D 



26. What was the level of subscription for the Rights Issue? (Please tick the 

appropriate box and specify by what margin)? 

i) Under subscribed D ...... ....................................................... . 
ii) Fully subscribed D ............................................................ . 
iii) Oversubscribed D ........................................................... . 

27. What was the total shareholders wealth before and after the Rights Issue? 

Before ................................. After .................................. . 

28. How were the funds raised by Rights Issue used by the Firm? ........... . 

29. Did your Company release information to the market prior to the Rights 

Issue? 

Yes D No D 

30. Did the access to funds that accrued from the Rights Issue increase the 

amount of cash available at the discretion of top Management ? 

Yes D No D 

31 . What amount of dividend did your firm pay to the shareholders before and 

after the rights issues? 

Before ............................... After ......................................... . 

Thank you for your cooperation. 



APPENDIX3 
LIST OF LISTED COMPANIES AT NSE AS AT 31sT DEC 2005 

AGRICULTURE 

l. Unilever Tea Kenya Ltd 
" Kakuzi 
3. Rea Vipingo Plantations 
4. Sasini Tea and Coffee 

COMMERCIAL AND SE RVICES 

l Cars and General (K) Ltd 
2. CMC Holdings Ltd 
3. Hutchings Biemer Ltd 
4. Kenya Airways Ltd 
5. Marshalls (K) Ltd 
6. Nation Media Group 
7. TPS Ltd 
8. Ucbumi Supermarket 

fiNANCE AND I NV F:ST!\IE NTS 

5. Barclays Dank Ltd 
6. C.F.C Bank Ltd 
7. Diamond Finance Company Ltd 
8. ICDC Investment Co. T .td 
9. Jubilee Insurance C'o. ltd 
10. Kenya Commercial Rank Ltd. 
11. National Bank of Kenya l .td. 
12. NIC Bank Ltd 
13. Pan Africa Insurance lloldings Ltd 
14. Standard Chartered Bank Ltd 

INDUSTRIAL A N D ALLIE D 

l. Athi River Mining 
2. BOC Kenya I .td 
3. Bamburi Cement Ltd 
-l. British American Tobacco Kenya Ltd 
5. Carbacid Investment Ltd 
6. Crown Berger I .td 
7. Olympia Capital l loldings 
8. b. A. Cables Ltd 
9. [.A. Portland Ccmcntl.ld. 
10. East African Breweries 
11. firestone East Africa Ltd 
12. Ken~ a Oil Co. Ltd 



13. Mumias Sugar Co. Ltd 
J.t Kenya Power and Lighting Co. Ltd 
15 Total Kenya Ltd 
16. Unga Group Ltd 

ALTER"'iA T IVE INVESTMENTS 

1 EAAGADS Ltd 
" Cit} Trust Ltd 
3 Standard Group Ltd 
4 A. Baumann & Co. Ltd 
5. Express Ltd 
6. Williamson Tea Kenya Ltd 
7. Kapchon1a Tea & Co. 
8. Kenya Orchards Ltd 
9. Limuru Tea Co. Ltd 


