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DEFINITION OF TERMS

Demutualization: This is the process of changing an organizatiormfriis mutual
ownership to a share ownership structure. Ownerahptrading are effectively separated.
Stockbrokers are no longer the owners but custotoettse exchange. Directors are elected

by shareholders and are only answerable to them.

Stock Exchange:This is a capital market institution that dealshia exchange of securities

issued by publicly quoted companies and the Governtm
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ABSTRACT
The purpose of this study was to identify the ppatbenefits that will be accrued from the
demutualization of the Nairobi Stock Exchange (NSHje basis of the problem regarding
demutualization that the research aimed to exphme discussed based on this research
objective. This were to identify how demutuation would improve stock exchange
and the key issues towards embracing effectieenudualization process at NSE. This
involved finding out how demutualization at thNSE can improve the overall
operations and key considerations that aré witaenhancing effective demutualization

of stock exchange market.

The study was done using the descriptive surveyhoaetThe target population were the
middle level managers of the 19 licensed membeacskrokers) of the NSE in Nairobi.

The sample size was 38 respondents, two employess dach stockbroker. In this study
the researcher used simple random sampling. Topleonent each other, structured
guestionnaires with open ended and closed quesitens used. The raw data from the
field was analyzed using descriptive and rigridial statistics. Here percentages and

cross tabulation were used.

The study found that demutualization could imprae general operations at stock
exchange in NSE. This is in the line of; chaggithe structure of NSE, realization of
value for members, prompt and flexible decisiomakimg, opening up access to markets,
diversifying new markets, spreading of ownershigks for firms operating at NSE, ease
access of capital. Furthermore demutualizatiovould enhance restructuring of
corporate governance where operations are lyn experienced management team

which is driven to improve the exchanges dmattline.

In addition the study findings concluded thamditualization enhances NSE capacity to
raise capital and expansion of trading platf®rby going public to raise capital, new
shareholders and through share offerings to me@mbers, elimination of conflict of
interest, independent people will own it and aénest will therefore be catered for.

Xi



Attracting highly qualified personnel, fair and cpatitive recruitment & human capital
retention policies, enhanced disclosure of inforamawill make more accessible to the
public and catch the attention of those interedtedpursue a career in the industry.
Demutualization aid in unlocking members equijue in realizing market value of

their equity and upgrading business.

Demutualization would assist in removing barrcé entry for new brokers as: all the
decision will be in the hands of the shareholdeictvlivho will determiner if and when to
add on more brokers depending on the existing bno&dormance. Brokers will enter on
merit since demutualization will dismantle the ewmtrcartel-like structure of ownership.

Demutualization may relax entry rules.

Xii



CHAPTER ONE: INTRODUCTION

1.1 Background to the Study

Stock exchanges usually provide a platform for stoes (shareholders and other financial
sources) and capital raisers (joint stock Compamygise capital so as to provide services
to its customers, with profits or assets distridute equity or debt investors. Stock
exchanges assist in trading of stocks and bondggAwal, 2002). The stock exchanges
have a set of rules that govern the execution dedring of trade. Some of the
responsibilities of a stock exchange are enforstagdard rules to reduce transaction costs
and monitoring of the trading to prevent manipwlasi like insider trading. Financial
institutions that demutualize receive large infleixef capital from the new owners and
easier access to future capital through the firrdnoiarkets that can be used to invest in
growth for effective competition (Ramos, 2006).d.ihsurers were amongst the earliest
pioneers of demutualization, but in 1980s and 198@ikling societies and producer co-

operatives and trading exchanges adopted demutiahzDelany, 2005).

Mutual companies opt to demutualize because asighubladed stockholder-owned
companies it is easier to raise capital, effectgaer and acquisitions, and attract and retain
employees through the use of stock options. Theifgignce of demutualization becomes
real due to the current discrepancies in the pliegaworking of the stock exchange
(Hughes and Zargar, 2006). Exchanges are not cmesidto be very efficient in
maintaining transparency and have not been ablgrévent insider trading. Further
demutualization process eliminates conflicts okliest in decision making because the
owners are not the managers themselves. In additiene is a more flexible governance
structure fostering decisive action in responsechianges in the business environment,
greater investor participation in the governancetha exchange, improved competitive
prospects as against alternative trading systemestey flexibility and access to global

markets, faster and more complete consolidatiosteadk exchanges to enhance available



synergies; and increased resources for capitasiment raised by way of equity offerings

or private investment (Aggarwal, 2006).

Demutualization in emerging markets differs in agrtsignificant respects from the process
in developed markets and is often centrally planbgdjovernment, as opposed to being
driven by the stock exchanges. While there are namiwantages to the demutualization of
stock exchanges in emerging markets, demutualizatidhese markets may be occurring
prematurely. However, emerging market regulatorgehmade substantial progress in
strengthening practices and infrastructure in theipital markets (Emerging Markets
Committee, 2005).

Growing competitive pressure has triggered waveestructuring, merger and alliance
among securities market in order to maximize thenemies of scale (Serifsoy, 2006). An
example is the on-going efforts to form alliancesoag the exchanges in East Africa
(Nairobi, Dar- es-Salaam and Uganda Stock Exchamge)er the East Africa Stock
Exchanges Association (EASEA). According to Mwan2906) all the three stock
exchanges need to be demutualized first for eadiegration. This means doing away with
domestic or regional monopolistic and oligopoligiractices which create barriers to entry
and higher unwarranted costs. Demutualization dagmtential of making NSE a more
efficient exchange by providing better quality seeg tailored to meet the needs of issuers,
investors and brokers, which in turn would incretise revenues of the NSE (Ngugi and.
Njiru, 2005).

1.1.1 Nairobi Stock Exchange

The Nairobi Stock Exchange is operated as a “cfulrakers” and is currently a monopoly
in the country. The members of the club enjoy 8gbit ownership, decision making (one
member, one vote), and trading. Essentially it besn operated as a non-profit making
organization. There has been a close identity batvesvnership of the NSE and the direct
use of its trading services. Under the currents@ce a member sells their seat at the
exchange they automatically loose their tradingvileges. The owners of the NSE

enterprise are also its customers (NSE, 2007).réiesurading in Kenya can be traced back
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in the 1920’'s when European colonists traded shemfesmally pursuant to contractual
commitments and physical settlement of trades9b8154, local brokers in Nairobi obtained
the London Stock Exchange’s (“LSE”) recognitiortlod NSE as an overseas stock exchange
and registered the NSE under the Societies Act“@slantary association of stockbrokers.”
At that time and continuing to this day, the NSEem@gped as a self-regulatory organization
(“SRO”) (Ngugi, 2003).

Despite a substantial increase in regulation ofnass licensing and the “Kenyanisation”
policies that arose after independence in 1963NtBE enjoyed relatively independent self
regulation until 1971 with the establishment of apital Issue Committee (“CIC”). The
CIC essentially vetted public offerings for the pose of ensuring that capital raised on the
NSE would not subsequently be sent outside of Kehlgss sounded the death knell for the
regionalization of the NSE, as restrictions on teaton, which generally were directed at
foreigners who were divesting the Kenyan assets ptotect themselves from
“Kenyanisation” policies, applied just as easilyWgandan or Tanzanian companies that
otherwise would have raised capital on the NSElandght that capital back to their home
country to apply to operations there (Ngugi, 2003).

The repatriation restrictions that accompaniedGh@’s vetting of prospectuses, however,
were primary market restrictions and as such ingghonly on the standards for admission
to listing and not the rules for trading on the NSHiroughout this period the NSE

continued to operate as an SRO and, indeed, tragisgnot even organized around a floor
on the basis of the open-outcry system until 1994as not until 1990, with the passage of
the Capital Markets Authority Act (“CMA Act”) andhé establishment of the Capital

Markets Authority (“Kenya CMA”) that Kenya’'s secties markets gained a multi-tiered

financial services regulatory model (Capital Maskatithority Act, 1990).

The following are the roles played by a stock excjea

First, NSE enables the mobilization of savingsifimestment in productive enterprises as an
alternative to putting savings in bank depositsycpase of real estate and outright
consumption (NSE, 2007). Secondly it enhances tbhaty of related financial services

sector e.g. insurance, pension and provident furitbrees which nurture the spirit of
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savings. Thirdly, it enables the check againstitligf capital which takes place because of
local inflation and currency depreciation. It enages the divorcement of the owners of
capital from the managers of capital; a very imgatrtprocess because owners may not
necessarily have the expertise to manage capitasiment efficiently. It also encourages
higher standards of accounting, resource manageamehpublic disclosure which in turn
afford greater efficiency in the process of capgabwth (NSE, 2007). It facilitates of
equity financing as opposed to debt financing. tDfetancing has been the undoing of
many enterprises in both developed and developowuntces especially in recessionary
periods. It also improves access to finance for aed smaller companies. This is now
possible on the Alternative Investments Market SaginAIMS). This can also be realized
through Venture Capital institutions which are fastoming key players in financing small
businesses (Ngugi, 2003). Lastly, NSE encouragésicpfloatation of private companies
which in turn allows greater growth and increas¢hef supply of assets available for long-
term investment (NSE, 2007).

NSE is fully owned by the nineteen licensed stockbers (Appendix IlI). The NSE is
currently increasingly experiencing volatile as N3&Share Index fell below the 3,000
psychological mark, lowering the total value of relenlders’ wealth (market capitalization)
to Sh740.877 billion, from Sh1.3 trillion in Jun@dB. The market capitalization grew to
KSh 1.3 trillion by the end of June after the hgtiof the Safaricom shares (NSE, 2007).
NSE’'s has four core stakeholder; the investors, tisted companies, and the
members/brokers. The most important stakeholderany exchange are the investors
(Ngugi, 2003). In case of Kenya, the number of gtwes remains very small, though in the
recent years substantial number of investors has la¢tracted to the market. The gross
number of investors in all listed companies is agpnately 1.5 million based on CDS
accounts that have been opened as at April, 200% (Ereliminary Report, 2008). NSE has
55 listed companies on Equities board and 2 séesiritn preference shares board. It also
has 9 listed Corporate Bonds and 65 listed Treasangs on the fixed income securities
board (NSE Weekly Market Statistics, 2008). The N&S 19 active trading members
(brokers) and one dormant member. There are 1ttdieeon the board of the NSE. 5 of

board members are elected from the brokers, 2lacted to represent listed companies, 2
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to represent institutional interests, 1 to repreie: public interest, managing director of the
NSE and the legal officer/ company secretary (Ngungi Njiru, 2005).

In the recent past NSE has undergone some mayaigpenent on the trading and the
settlement front. These developments entail estatient of a modern fully automated
custody and settlement services which are beingged by the Central Depository System
Corporation (CDSC). CDSC became operational in 28f&r decades of manual clearing
and settlement system. The shareholders of theGQCBY® brokers and some financial
institutions. There was a successful implementatibtine automated trading system (ATS)
in September 2006 on a local area network (LANjhat trading floor. The system has
facilitated efficient trading by reducing the tinteakes to execute a trade. The integration
of the ATS, CDS and brokers’ back office systemprioned service delivery to investors.
To begin with ATS operated on a Local Area Netw@KN) but after a success testing and
implementation phase the ATS now runs on a WideaAtetwork (WAN) for members to
trade from their offices. On the 1 December 2007, number of the trading hours inegkas
to 6 hours (9.00 hrs-15.00hrs) (NSE Trading Ru2668).

Global financial services industry is being drivieyl new strong forces. These forces are
causing exchanges like NSE to re-examine theirnegsi structures in order to remain
competitive. Globalization of the markets, advangedechnology, competitive pricing
pressures and government deregulation are allibatitrg to the allure of demutualization
(Mensah, 2005). In the recent past NSE has goweighrsome very turbulent times. Three
stockbrokers have gone under in a span of threg/éacs due to poor corporate governance.
This bad image has led to low investor confidefi¢tes has threatened to negate some huge
gains made by automation of both trading and se#id systems. There have been
unanimous calls from the technocrats for NSE towtealize in order to improve corporate
governance at the NSE having an autonomous boatilextors and management (Mwanza,
2008).



1.2 Statement of the Problem

The demutualization of stock exchanges is a resewtphenomenon in the economic world
with a history of approximately 20 years. Thus maistvorld stock exchanges have been
non-profit, mutual organizations with monopoly poywewned by their members (Serifsoy,
2006). Due to the recent years’ technology improset® and competitive environment
changes, new opportunities alongside with new thrdave been created for stock
exchanges, causing the stock exchanges to chaegeothnership organizational form
(Aggarwal, 2002). Besides, the increasing conflictsthe stock exchanges member’'s
interests and tough competition led to a redudticthe stock exchanges wealth. As a result,
this led to a change in the stock exchanges gomeenstructure; demutualization (Serifsoy,
2006).

A studyon the effectiveness and performance bbadon Stock Exchange and Hong Kong
Stock Exchange on thenpact of the change in ownership form from mutigafor-profit
showed that demutualized exchanges had a bettear lgtsig share and operative
performance than mutual exchanges (Aggarwal, 20@éndiola and O’Hara, 2003).
Demutualization can be a source of significant readapitalization. At the end of 2004, the
total stock market capitalization of the world’schanges was $37.2 trillion. With the
addition of the New York Stock Exchange (NYSE) gsudlicly traded company in 2006,
over 70 percent of the world’s total stock markapitalization is comprised of publicly-

listed exchanges (Aggarwal, 2006).

Stock exchanges are now increasingly changing thesiness model and restructuring
themselves across the world due to simultaneousecgance of a number of powerful
developments. The most notable have been the ragincement and innovation in
technology that has facilitated Alternative TradiSgstems (ATS) including Electronic
Communication Networks (ECNs) and growing markehpetition and integration as well
as globalization induced partly by cross-bordetirigs and portfolio flows. Together these
developments have eroded the significance of aigdlysational exchanges and trading

floors. ATS /ECNs have allowed efficient and effeetmatching of buy and sell orders of
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the customer at lower transaction costs, whileroffeprice transparency, trade anonymity
and extended trading hours (Mendiola and O’Har@320

Due to mutualization there are allegations of pneanipulations, inside trading, front
running, and other forms of market abuse aboundpite of the fact that the CMA has a
number of rules and regulations pertaining NSE afjp@n and trading. In the last one year
two stockbrokers Francis Thuo and Partners and &lfaigckbrokers have gone under due
to mutualization allowing for malpractices (Mwan2408). Demutualization is perceived
as a solution of conflict of interest of the difet stakeholders by segregating the
ownership from the membership and trading rightss thllowing a proper running of the
stock exchanges’ management (Moore 1996). Thisgsexb study will therefore survey the
potential benefits of demutualization of NSE.

1.3  Objectives of the Study

The main objective is to identify the principal leéits that will accrue from the

demutualization of the NSE.

1.4  Importance of the Study

This study will be of importance to the:

NSE Board

The board would benefit from the realization of whademutualization provides

opportunities to unlock value, improving governgneficiency and harmony in operations
and raising new of capital. The findings on the eptinl benefits of will enhance

transparency, centralization and automation; theetlprinciples that drive NSE trading
system.

Capital Market Authority

The market regulator will be able to look at otlmmutualization models to enhance
regulatory framework and advising the on draftifgmper legislature for deregulation and
self listing. Further, the potential benefits ofnddualization of stock exchanges will

enhance the operations of CMA.



East African Stock Exchanges

This study will be a reference point to other E&fsican Exchanges looking forward to
demutualize, since the findings will enumerategbtential benefits of demutualization of
stock exchanges.

Future Researchers

The study will be of great benefit to future schslan the field of demutualization. The

research findings will be important and will seagea source of reference to future scholars.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

The chapter outlines the literature done by oth#h@as on demutualization, motives and
benefits of demutualization, demutualization modelad operations of Nairobi Stock
Exchange.

2.2 Demutualization

Traditionally stock exchanges have been mutualktiras with the access to the trading
floors restricted to some intermediaries-members. alldition, trading business was
protected by regulatory barriers creating regioaalnational monopolies. The mutual
structure was therefore a type of organisationdbatired the protection of monopoly power
and the extraction of monopoly rents (Pirrong, 994 the year 2000 alone, eleven
exchanges from around the world converted to apfofit corporate status. These
exchanges include the Chicago Mercantile Exchatige,London Stock Exchange, the
Hong Kong Stock Exchange and the Sydney Futurebdbge. Demutualization is truly an
international phenomenon (Wilmouth, 2000).

Due to the advances in technology, globalizatioml government deregulation most
exchanges to have been forced to re-examine thegsindss structures to remain
competitive. The Stockholm Stock Exchange wast fis react to this changing
environment by restructuring its corporate goveceann 1993 by demutualizing
(Wilmouth, 2001). Since then over 21 exchangesewvetbped markets have demutualized-
this represent 40% of the membership of the Wordlefation of Exchanges (World
Federation of Exchanges Annual Report and Statjstiglensah (2005) reckons that in
Africa there are few stock exchanges such as Masyilohannesburg Stock Exchanges and
the Bourse Regionale des Valeurs Mobilieres (BVRI® limited by shares and in theory
demutualized (Appendix VI).



As defined by Cameron (2002) demutualization syricteans the transition from a mutual
company, in which there are no shares, and evembee has one vote, to a company
limited by shares and one vote per share. Butatss used to describe the process by which
a company limited by shares in which every membeequired to have the same number
of shares, converts to a more usual economic modaimply one where the link between
the membership in the exchange company or ownership share in it, is broken.
Permitting non-brokers to own shares in the exchaagd brokers not to have ownership
interest of any kind.

Demutualization refers to the entire process ofngivey the legal structure of a stock
exchange from a mutual association, with one-vae member and usually consensus
decision making to a company limited by sharesh wite-vote per share and with majority
decision making (Onyuma, 2006). Demutualizatiorolags the separation of trading rights
from ownership, and in most cases the exchangentesa profit firm and even, self-lists

reckons Akhtar (2002).

Delany (2005), states that there are three reaadwanced by exchanges to demutualize.
Firstly, the desire to be more commercially nimivleorder to respond to dynamic market
needs more quickly, unimpeded by the member coreesttand their diverse interests.
Secondly, demutualization improves capital marketsess to new capital. Thirdly, being a
publicly quoted allow exchanges and their manageéraeanearer idea of what exactly they
are worth. In addition to these, demutualizatiocréases competition between exchanges

for market share, as investors demand a returh@nihvestment.

There is now a widespread belief that themuatualization of stock exchanges is
both desirable and inevitable. It is now impossilbdb deny that the securities community
has reached an implicit consensus that demutualizamaximizes efficiency, incentives

and is critical to the survival of intational exchanges. The mutuals, as a way of

operating financial markets, were never going tovise corporate membership of
10



exchanges, far less computerization in the findrsgator, the information age, the internet
revolution, or globalization. They reflected thmffee shop origins of the markets,
they shouted order across the crowded, noisy auliéntly smoke filled room, where every
trader knew every other trader and what they weagldor. The wonder is not that they are
coming to an end, but that they lasted so long.wiNbstanding this almost universal
agreement that the merits of demutualizing seesrigxchanges are self-evident, denotes
(Lee, 2003).

The pressure to reduce trading execution costsdéneands for technological innovation
and demutualization are raising many market streadgsues. These pertinent issues include
regulation of ECNs, market fragmentation, markekdiges, market information fees and
other exchange revenues, the fair treatment ofomest orders and the future of self-
regulation (Karmel, 2000). According to Cha (19895 now impossible to deny that the
securities’ community has reached an implicit cosse that demutualization maximizes

efficiency incentives and is critical to the sumdivf the international exchanges.

Akpesey (2008) argues that mutually owned exchamge® served their purposes, and
markets are increasingly recognising that a tradimfgastructure, as well as modern
corporate and governance structure, is essenti@diacing transaction costs, attracting the
funds of investors, and attracting new firms teeaheir capital requirements. Accordingly,
globally, stock exchanges have been involved in siwas demutualization exercises

particularly since the beginning of the 21st centur

Ramos (2006), reports that since the beginninthef90’s several stock exchanges have
demutualized, i.e. they have become companies padea ownership to outside investors.
In addition, a growing number of exchanges havedhiced shares of their companies on
the stock market they operate a process calledistitig-emphasizing at the same time the
profit and public nature of activity. In the mid’8@he number of WFE (World Federation
of Exchanges) that were for profit structures wamiad 10% while in a 2002 survey this
number was 63%.
11



2.3 Motives for Demutualization

Research by (Pirrong 2000; Serifoy 2005 and Gompera. 2001) highlights numerous
advantages of exchange demutualization. These ilenmeflude a realization of value for
members, greater speed and flexibility in decismaking, clearer criteria for decision
making, clearer and simpler governance, less ptibdgy to members’ vested interests
and conflict between classes of members, grealéngviess to open up access to markets,
enhanced ability to diversify into new markets,esgling of ownership risk, resolution of
growing inequities between members, greater actessapital, flexibility in future
negotiations relating to alliances, mergers andlainransactions and ways of rewarding

and motivate the management appropriately.

Although a substantial proportion of the propentyl @asualty insurers of the United States
are owned by their policyholders, the current indutrend for these mutual insurers is to
demutualize. They want to become publicly held Isimempanies so that they can compete
more effectively, diversify, engage in mergers anduisitions, and get access to their huge
reserves of capital (Pearson, 2002). Publicly lelichpany puts much more performance
pressure on management, often to the good of thgaoy and the policyholders. But
demutualization is a time-consuming and expensreeqgss, and not every mutual insurer
wants to experience the rigors of public ownershiipere is another solution, one that will
give mutuals many of the same benefits, with ledsand cost (Wilmouth, 2001).

2.4 Benefits for Demutualization

Some of the benefits for demutualization are dised$elow.

24.1 Technology

Aggarwal (2002) denotes that major changes in tiectsire of operations of stock
exchanges have generally coincided with the breeduagh in communication and data
processing technologies. The NSE has recognizedinipprtance of ATS and other
platforms as a way of improving efficiency and kegpcosts down. However the old
member owned association fails to provide the ity and the financing needed to

compete in today’s competitive environment. Deralination of the NSE will help it adapt
12



to the fast-changing market giving it an impetudéoa one of leading exchanges in Sub-
Saharan Africa. According to Hughes and Zargar §2G0ere is a threat of competition
from alternative trading systems. Case in poirthés entry of NASDAQ in the USA as an
automated Over the Counter market which offeredpmiition to the NYSE. Time is due
for an OTC market to cater mainly for medium andabraized companies which do not

meet the listing requirements at the NSE.

2.4.2 Improved governance and managerial structure

Hughes (2002) reckons that mutual association mhdeitions well if an exchange is a

provider of trading services with limited competitiand the interests of the members are
homogeneous. If members’ interests diverge from amether and from the exchange, the
mutual governance ceases to function well. Consedsuaision making becomes slow and
cumbersome. Management of the demutualized enéiteefree to make decisions regarding
listing contracts electronically, changing clearangd transaction fees when appropriate, or

expanding existing product and service offerings.

Demutualization creates an environment where ahange can restructure governance on a
sustainable basis. The ownership rights and tradgigs are de-linked. It increases the role
of non-member stakeholders in the affairs of theharge. This leads to an exchange that is
independent and efficient, which undertakes tramsypadecisions in the interest of all the
stakeholders, particularly the investors. Mendaoid O’Hara (2004) investigated the effects
of change of governance in stock exchanges on npeafice and evaluation. They found
that exchange performance tends to improve afterctimnge in governance. Hazarika
(2005) analyzed two demutualized exchanges, thaeldworStock Exchange (LSE) and the
Borsi Italia, and found out that demutualizatiompethe stock exchanges to increase order
flow. Demutualization may allow an exchange to ioy& financial decision making by
ensuring resources are allocated to business timégg&a and ventures that enhance
shareholders value.

Demutualization changes the way the exchangevsrged to provide for faster decision
making ability and to eliminate the control of mesrdwho view the exchange primarily as

a facility through which they make their profits.ntler a demutualized structure, the
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exchange will be owned by shareholders who willehavstake in the exchange being a
profit-generating entity and will be run by an expaced management team which is driven

to improve the exchange’s bottom- line (Wilmout@02).

2.4.3 Access to economic capital

Demutualization enhances exchange ability to ramesv capital e.g. to invest in
modernization initiatives rather than rely on dofmnding or mutual members. According
to Ramos (2001) Demutualized exchanges go publiait® capital and because they face
more competition from peers. Weisbach and Kim (200&ckon that demutualized
exchanges go public to raise new finance similahéevidence for firms. A demutualized
exchange stock should be able raise capital fromynsaurces as a normal profit public
limited company. An important source of economipitad would be the new shareholders,
institutions and individuals. This access to capitauld allow large investments required in
the technological infrastructure to broaden actesbe market. A demutualized exchange
should also be able to borrow from conventionatlégs, such as banks (Expert Committee
on Demutualization and Integration/ Transformatiory demutualizing, exchanges will
have a way to raise large pools of capital to feeaimodernization plans and new
technology to compete in today’s global marketplades can be done eventually through

share offerings to non-members (Wilmouth 2001).

2.4.4 Investor Participation

Hughes andZargar (2006) point out that in today’'s competitigavironment, a stock
exchange must be responsive to the needs of ity stakeholders, including participating
organizations, listed companies, and instituticeradl retail investors. In order to respond
effectively to the emerging trends, exchanges needghift power from one group of
stakeholder to another. Separating exchange mempefsom ownership may be a
politically and economically feasible way to effestich a shift and resolve conflicts both
between exchange’s members and between the exclasmogés members. For instance,
unlike the NSE structure, where often the only lerettealers may be member, a
demutualized exchange affords both institutionaégtors and retail investors’ opportunity

to become shareholders.
14



2.4.5 Creating a catalyst for pursuing new businasstrategies

Stock exchange industry has been subject to ungeated dynamics in the recent past
particularly in the US and Europe as described bgf&y & Tyrell (2006). Continuing
financial innovation and demand for new risk mamaget and derivative products are
fueling global growth in exchange-traded and owextounter products. To capitalize on
this potential, demutualized NSE will be able tdraat outside investment, further
expanding their technology platforms, and broadsgirtproduct and service offerings.
Demutualization may permit an exchange to reward rkarket participants giving them
financial incentives to bring business to the exgea Many private owned ATSs and
indeed demutualized exchanges have sought totattaaing by giving equity ownership to
the largest users of their trading platforms, nantéle biggest traders in the market.
Technology firms, as well as firms interested imguadng an equity stake in stock
exchanges, are likely to prefer to work wahdemutualized corporations, rather than a
member-owned mutual organizations. Demutualizadioth conversion of memberships into
shares will create a valuable currency for stratatliances. A demutualized stock exchange
should be able to enter into alliances with othecls exchanges through equity swaps
Expert Committee on Demutualization and Integrdtibransformation). This is likely to
provide opportunities for investments and crosalgs from other countries especially
those in the Sub-Saharan Africa (Karmel, 2000).

15



2.4.6 Unlocking Members’ Equity Values

Demutualization gives the exchange members thecehtanrealize the market value of their
equity in the exchange while retaining their trgdimghts denotes Wilmouth (2001). Over
the years, many retired exchanges owners expedesgbstantial declines in their seat
values and turned to income from leasing. Theseeosvbecome generally less interested in
member opportunity on the floor and more interestethaintaining their asset values and
deriving income from their assets. Currently, amber of the NSE cannot sell his
membership without foregoing trading rights. Denalization would unlock the value of
equity for all members without loss of trading tighThey may invest the proceeds to

upgrade their business.

2.4.7 Global Competition

Aggarwal (2002) points out that competition amongchanges and with electronic
communications networks (ECNs) has increased, usitgt the national levels, but at the
regional and global levels as well. In the newiemment, exchanges are no longer
monopolies but must be run as efficient businedsrpnses. In many emerging markets
there is increasing competition for global ordeswfl As a result of globalization and

technology, local and regional markets are forced more direct competition regionally
and more particularly internationally (Exchange Déwmalization in Emerging Markets,

2005). Demutualization should also lead to domeatid international recognition. A

demutualized exchange would be open as and trargpaompany. This would help

improve the perception of exchanges and enhandedeane of domestic and international
investors (Expert Committee on Demutualization bBmelgration/ Transformation).

2.4.8 Emerging Markets Consideration

There some additional principal benefits for deralination that seem to be peculiar to the
emerging markets. Some market regulators view deafimhtion as a means of

collaborating with strategic shareholders with sglered know-how with the object of
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importing international skills, knowledge and tedah efficiencies into the domestic

markets reckons (Mensah, 2005).

2.5 Demutualization Models

Stockholm stock exchange pioneered demutualizatiol993. Lastra (2007) reckons that
demutualization has become a common phenomenor €660. The majority of the
European securities markets are currently demuaechliThe process of demutualization has
been more accelerated in the U.S.A. In Africa majarck exchanges like Johannesburg
stock exchange and Besa have also demutualizedho$ih cases demutualization has been
followed by the listing of the shares either imnageiy or after a short period, very often in

the exchange’s own market. The following are softb@demutualization models.

2.5.1 Australian Stock Exchange (ASX)

ASX was formed in 1987 for the purpose of dealingquities, options and fixed income
securities. The ASX was created as a result ofmieeger of six provincial exchanges in
Australia namely Melbourne, Sydney Perth, Brisbauglaide and Hobert. The exchange
demutualized in 1996 and listed on its own exchangE998. Before demutualization the
company was wholly owned by its brokers with onemtber having one vote (Hughes,
2002).

The process of demutualization was of ASX was gatfated. In order to provide a
mechanism by which to convert membership to shénesAustralian legislature enacted the
Corporations Law Amendment (ASX) ant 1998. The new legislation expanded the
regulatory and public interest responsibilitiesttoé securities exchanges as self regulatory
organizations as well as the exchange’s accouittalib the Australian Securities
Investment commission (ASIC). It also separateatidimkers’ rights to trade from the
shareholders’ rights, imposed a 5% limit on shaihg of ASX, allowed the securities
exchange to self list in it own exchange and mtestifor the supervision of any self-listing
by ASIC (Holthouse, 2002). The ASX demutualizedtiba 13" October 1998 and on 14
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October 1998 listed on its own board. The Driversdemutualization of ASX according to
Hughes (2002) the main drivers for demutualizatainASX were deregulation, open

competition and technological advances.

252 Hong Kong Exchange (HKEX)

In 2000 the Stock Exchange of Hong Kong (SEHK), @lddong Futures Exchange
(HKFE), combined to form the Hong Kong Exchanged @tearing Limited (HKEX). The
exchanges became subsidiaries of the HKEx with b@avds and committees being formed
(Hughes, 2002). Section 13 of the Exchanges an€ k& ing Houses (Merger) Ordinance,
set out the framework for HKEx to become a listethpany. Requirements of section 13 of
theMerger Ordinancevere satisfied by drafting a new Chapter 38 ofS8heck Exchange of
Hong Kong Limited’'s (SEHK) listing rules and a nawemorandum of understanding
between SFC, HKEx and SEHK (the Pre-listing MOUhater 38 deals with a number of
matters, which can be divided broadly into threadse First, power functions, right and
obligations of the SFC, SEHK, HKEX in relation teetlisting of the HKEx. Secondly, the
Pre-listing MOU contains arrangements designedsuie integrity of the securities and the
futures market and compliance of HKEx with its ghlions as a listed company. Finally,
pre-listing MOU stipulates administrative and otpeocedural arrangements to assist SFC

to deal with HKEX as listed company.

Shareholding 5% was put down in the law to contnehership by any individual party or
parties acting in concert. The company is quoted kgsted on its own exchange It is
regulated by SFC and to ensure a level playing rgtdoetween HKEC and other listed
companies which are subject to listing rules adstémed by HKEx. The main drivers of the
demutualization were to compete vigorously for apynaties in the region and around the
world and to become a market driven business, tipgrausiness driven markets (Pearson
2002).
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2.5.3 Singapore Stock Exchange — SGX

Singapore Exchange Limited (SGX) was the first demlized, integrated securities and
derivatives exchange in Asia Pacific. It was fornoedl December 1999 by the merger of
two well-established and respected financial ingtihs - the Stock Exchange of Singapore
(SES) which traded securities, and the Singapdszrational Monetary Exchange (Simex)
which traded derivatives (Hughes, 2002).

With the support of the Singapore Government, membgad other related institutions, the
merger and demutualization of SGX proceeded smyattdording to the provisions of the

Merger Act. Pursuant to legislation adopted to ctftee merger, SGX was created to own
the exchanges and their related clearinghouses trendormer owners and shareholders
were given shares and seats in the exchangesO) 3GX became a public company, with
1,000,000,000 ordinary shares outstanding (Ngi@p2p

To array concerns about possible conflict of ides@n SGX running the exchange as a
business and acting as a regulator of the exchaaigtbe same time, high set of standards
were implemented which improved the brand idenditythe exchange. To achieve these
objectives, the SGX’s five business divisions wkept separate from the regulatory Risk
Management and Regulation (RMR) division, even gothey all report to the office of the
CEO. Also, the Merger Act provided two main safeggaOne in the form of the Monetary
Authority of Singapore (MAS), the exchange’s regoila whereby under the Deed of
Undertaking between SGX and MAS, it was undertakanh MAS would supervise SGX’s
compliance with SGX’s own listing rule as any othsted corporation would be supervised
by SGX. The other safeguard is in the form of afids Committee at the exchange level,
set up to consider all possible conflicts of instrand to notify MAS of all identified
conflicts. The company is publicly owned and is tgdoon its own exchange (Hughes,
2002).

The corporate governance structure is as folloWse company has 11 members of which 4
directors represent the broker interests. Thenmeaisimum shareholding limit of 5%. Higher
shareholding can only be allowed with the apprdliael Monetary Authority of Singapore.

The main drivers of the demutualization of SGX weebalization and technological
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proliferations of electronic communications netwrkECNs) which were positioning
themselves as virtual; exchanges and providingesialgctronic access to multiple markets.
The demutualization was expected to allow SGX tibebeserve the needs of its customers
and end users. The merger was to minimize operabsts and increase value positioning
vis-a-vis other foreign exchanges. Also the exckameeded to serve the broader interests of

the financial sector, which were not in line witletinterests of the brokers.

In summary from the above models demutualizatios hage potential to offer in
strengthening governance, offering alternate bgsin@odels of exchanges and raising

capital among others.

2.6 Structure & Regulation of the Nairobi Stock Exhange

2.6.1 The Organizational Structure of the Nairobi $ock Exchange

Under the CMA Act, the NSE was required to reorgariself from a voluntary association
of stockbrokers, as it had been since its estahbksh in 1954, to a Limited Liability
Company under Kenya’s Companies Act. The CMA Achtams explicit provisions
requiring the boards of directors of approved erges to include five directors elected
from amongst the exchange’'s broker/dealer membénsy directors elected as
representatives of listed companies; and threectdire to represent the interests of the
investing public.

The Kenya CMA has issued regulations under the CAMAthat prohibit exchanges from
distributing profits to exchange members. Reguiteti@also require exchanges to submit
their annual budget to the Kenya CMA and expendtypercent of the exchange’s annual
listing fee income on investor education and upgiadexchange trading system
architecture (Capital Markets Regulations, 2002hede limitations on the corporate
activities of exchanges appear to be substantraiebs to the development of the NSE as a
for-profit, demutualized institution. In additiothe Kenya CMA has curtailed the SRO role
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of the NSE, and limited the scope of financial ggy that exchanges may provide, with a

view essentially to employing the NSE in the CMA&apital markets development mandate.

These developments in securities trading markejslagon evidence some mixed trends in
the world of Kenyan finance. The rationalizationnadirket regulation in Kenya is certainly
a positive development, although many market ppeits complain of “over-regulation”
by the CMA,; particularly the agency’s tendency topbse reporting and compliance
requirements that are too costly and complex toimidter for a market as thin as the NSE
(Raustiala, 2002). More problematic from the stamlpof the goal of enhancing liquidity
on the NSE, however, is the CMA’s prohibition oe tistribution of profits to members of
an exchange. If stakeholders in the NSE are prighildoy regulation from realizing profit
out of the revenue that the exchange generatesstékeholders in the NSE will have a
significantly diminished incentive to increase traylvolume on the exchange. Increased
trading volume is necessary to enhance the liquafithe market, and enhanced liquidity is
necessary to make the NSE an attractive primarnkehan which to issue and list new
securities. In turn, it is indisputable that theENSeeds more listings before the exchange
will have enough investment alternatives such thest an attractive venue for prospective
investors to bring their capital. There is thusvattious cycle” of liquidity production that
the NSE has yet to spur (Ngugi & Njiru, 2005).

2.6.2 The Market Micro-structure of the Nairobi Stock Exchange

The open outcry system that was adopted in 19%ieabehest of the Kenya CMA did not
last long. The NSE switched to an automated tragysgem (“ATS”) in 2006. NSE trading
rules prescribe a continuous auction in securitiesn 9:00 a.m. to 3:00 p.m.—expanded
from the 10:00 a.m. to 12:00 p.m. trading periodt tprevailed under the open outcry
system. Regulations also delineate how ordersodne matched in the ATS order book and
how securities are to be priced. A trader must beember of the NSE to gain access to the
ATS, and all NSE members must be licensed by theykeCMA (NSE Trading Rules,

2008).
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Trading rules provide for remote trading by NSE rbers. This provision is crucial to the
success of the NSE as a regional exchange fordke African Community (“EAC”). The
trading rules also prohibit off-exchange tradindyiat theoretically should improve price
formation in listed securities, but there are cistns of this rule in the case of the NSE. In
particular, off-exchange trading prohibitions couléter firms from issuing securities and
listing on the exchange, thus reducing NSE ligyidlthe deterrence to issuance could arise
because smaller retail investors may not be ablafftod brokerage commissions on the
NSE (World Bank, 2002). Thus, a firm listed on th8E would have its potential investor
base limited to those investors wealthy enoughfftréa brokerage costs on the NSE. This
could have the effect of reducing the value ofsdell firm. The CMA should consider
permitting off-exchange trades, or exempting cartdasses of off-exchange trades, with a
view to increasing competition among brokers. liy avent, reducing the dominance of
established brokers over issuance and trading &éas & goal of the Kenya CMA since its

inception.

The switch to an automated system was part of ademoprogram instituted by the CMA to

enhance efficiency in trading, the CMA desired ¢oluce settlement from T+14, which

prevailed under the paper-intensive settlementesyattilized under the open outcry and
call auction systems, to the current T+5 settlenaehieved with the use of the new central
depository system. Although earlier practice haanitted purchasers to trade in purchased
securities prior to the T+14 settlement date v&pecial type of note that evidenced security
ownership, the long settlement period was clearkigaificant impediment to increased

trading volume and deterred many investors fromoshg the NSE as a venue for

investment. The NSE is currently striving to redsettlement to the Group of 30’'s T+3

standards (Ngugi, 2003).
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2.6.3 Securities Issuance, Listing and the Relatiship between Kenya’'s

Primary & Secondary Securities Markets

The NSE has divided the market into three segméfasn Investment Market, Alternative
Investment Market and Fixed Income Securities Miarkee NSE does not operate an over-
the-counter (“OTC”) market, although there are plém establish one. With so few listed
securities, however, it seems unnecessary to cameatalize trading in such a manner
(Irving, 2005). Arguably, the small capitalization listed firms and the small number of
listings calls for an OTC market alone. But the if@m government’s desire to privatize
state-owned enterprises appears to be interpotsalf on the NSE. Kenya’s privatization
program dates to approximately the same time asetitlization of the NSE, and NSE
membership rules specifically direct NSE board ioéators members to lobby the Kenyan
government for privatization of state-owned entiegs (“SOES”) via securities issuances on
the NSE (WTO Secretariat, 2006).

Tailoring NSE listing rules to large, privatizediioer SOESs is inappropriate. Although there
appears to be a relatively large number of priaditins remaining, the narrow focus on
drawing privatized enterprises into the public s#@s market is not sustainable. The
primary market for securities in Kenya, which ispaated significantly by listing rules and

issuance costs, should rather be geared towardzctatyy the type of enterprises that
comprise the bulk of the EAC economy; small and ionedscale enterprises (“SMES”).

Evidence on the cost of issuance and listing suggést this is a major impediment to
SMEs entering the NSE primary market. Initial costdisting have been reported at 10-
15% of the actual capital raised in an issuancee Tiles of brokers, counsel, and
underwriters in the issuance process are legallpiguous, adding uncertainty to the
process. Ongoing disclosure and reporting obligatior listed companies also entails
significant costs (World Bank, 2002).

The focus on luring privatized SOEs into the NSEnpary market appears to be a boon to

brokers and the financial services industry, gitka substantial fees they earn in the
23



process. There is, however, insufficient tradinfywee in former SOE securities to have any
significant impact on NSE liquidity. The statistibear this out: only 35% of NSE market
capitalization is available for trading and, in 20@he turnover ratio was as low as 3%
(World Bank, 2002). The NSE ranks near the bottoimemerging market securities
exchanges in terms of its annual turnover ratidh@dgh SOE privatizations contribute
substantial capitalization to the exchange, thapitabzation does not significantly
contribute to liquidity if investors do not tradegularly in those securities. Experience with
the major institutional investors that tend to phase the shares of privatized former SOEs

shows that they are buy and hold investors.

2.6.4 Conflicting Rules Regarding Portfolio Invesnent and Direct Investment

The CMA’s stance regarding portfolio investmentfbieign entities also has a significantly
negative impact on market liquidity and the pricBriam can realize for an issuance on the
NSE. Recent CMA rulemaking has limited permissifdeeign participation in a security
issuance to 60% of issued shares—down from the ## had prevailed since 2002.
Foreign investors had only been permitted to padie in the NSE since 1995, and since
that time the CMA has in fits and starts begun itwerhlize the regime for foreign

participation in the securities market (Capital ks Regulations, 2007).

The anti-foreigner stance is understandable intligh Kenya's colonial past and
Kenyanization, but the rules limiting foreign paipiation are problematic for a number of
reasons. First, the NSE has historically had aifsigmt volume of foreign participation,
which has unquestionably increased liquidity onégkehange. Second, regulation of foreign
owned capital in Kenya is better done through Ké&nyaore highly evolved Kenya
Investment Authority (“KIA”). For example, Kenya'siles on foreign direct investment
generally permit 100% foreign ownership. But orfeat same foreign owned entity seeks to
issue shares on the NSE, 40% of issued shares lmustserved for purchase by local
investors pursuant to CMA regulations. This cleadguces the exchange-listed value of
firms with significant global ties and creates hiogeriers for transnational companies that

would like to set up subsidiaries in Kenya. Thiathd more generally, the goal of capital
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markets development and, specific to the NSE, t& gf enhancing exchange liquidity is
flatly incompatible with outright restrictions ohe supply of capital to the market (World
Bank, 2002).

The unease developing nations such as Kenya feglrdis foreign portfolio investment
generally arise from concerns on volatility. Thisan understandable concern given the
financial crises of the 90’s, during which many eleping nations experienced frightful
capital outflows. Volatility, however, is a companief liquidity: volatility induces trading,
trading attracts issuance, and issuance attragéstior capital. Modern trading systems have
tools to control volatility; indeed, the NSE ha®sific rules for calling general market halts
and trading halts in particular securities. Morgowelatility itself can be an investment
vehicle in the derivatives markets and the NSEuisently developing plans for an options
and futures market segment. The point is that Wityais a necessary element of a liquid
market; it need only be priced correctly. The ladkderivatives instruments in many
developing securities markets leaves the poterfoal outflow of foreign portfolio
investment un priced, thus increasing overall marisk. The CMA need not use the blunt
instrument of exclusion to address volatility camse Restrictions on foreign participation
in the market should be eliminated and the NSE Ish@double its efforts to open a futures

and options market segment.

2.7 Empirical Review

The increasing process of globalization and intisonalization of financial markets has
washed off the boundaries to access and put statlaages in direct competition with each
other. The mutual organizational structure of owhgr could be considered as an obstacle
to the stock exchange’s efforts to remain competiind profitable and even because of its
rigid nature the mutual organizational structureldccreate serious threats to the financial
stability and health of stock exchanges in the ghapnenvironment. For instance, members
may oppose “innovations” that reduce demand foir iheermediation services even if such

innovations would enhance the value of the exchébgenowitz and Steil 1999).
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Hart and Moore (1996) focused on the user welf&udifterent governance setups for stock

exchanges; the relative merits of a mutual strecturd outside ownership in dependence of
the level of competition and the diversity of membeterests. Their conclusions were that

outside ownership was more efficient than a mustraicture as the members of the mutual
become more diverse in terms of preferences andotigide ownership becomes more

efficient than a mutual structure as the exchamaged more competition. Pirrong (2000)

takes a different approach to analyze governamagess In contrast to Hart and Moore

(1996), he does not compare different owners ofetkehange, but focuses on different

types of users that may organize their stock exghaither as a for-profit or as a not for-

profit entity. He describes governance mechanigmmitigate conflicts of interests between

the members. In Pirrong (1999) and Pirrong (20@8),analysis of competition between

stock exchanges is provided and is based on swgcltosts and liquidity effects,

respectively.

According to the data of the World Federation otlanges the weight of mutuals dropped
down dramatically from 40% in 1999 to 25% in 20@8the same period, the number of
demutualized stock exchanges rose from 10% in 8.2Be fact that almost all major
exchanges have undergone demutualization and bepablie companies is showing the
necessity of having a structure that will allow #wechange to be able to respond to the

industry challenges (Otchere, 2007).

2.8 Conclusions

Stock exchanges are continuously looking to condtiatir activity as for-profit

organizations using business strategies capabfac® competition challenges posed by
other competitors or new electronic trading platfsr In general, the demutualization of
stock exchanges is offering a certain range of at@eges; Abolishment of the member’s
intermediation monopoly; A more effective and betesponse to the investors (direct and
cost effective exchange access); Generation ofinegjievel of investments that is offering

the appropriate returns to their owners.
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Demutualization of NSE has numerous benefits; shigly therefore aims at establishing
these benefits. The demutualized stock exchangasaoously push to adopt cost efficient
strategies and broad up their revenue sourcesdier @0 improve their competitiveness. In
contrast to this study, the past studies do not déh the issue of potential benefits of
demutualization in the developing countries , gitka varied economies, technological

advancement, competitiveness of developed and aj@wnel countries.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1Introduction

This chapter explains the research design, targetlption, data collection procedure and

data analysis.

3.2 Research Design

Research design is the plan and structure of igat&in so conceived as to achieve the
objectives of the study. According to Mugenda & dé¢ada (1999) descriptive survey
research seeks to obtain information that descréesxisting phenomenon by asking
individuals about their perceptions, attitudes,awedr or values. This study will be carried

out using the descriptive survey method.

3.3 Population and Sample
3.3.1 Target Population

A population is an entire group of individuals, eige or objects having common
characteristics that conform to a given specifwat{(Mugenda & Mugenda, 2003). The
target population will be the middle level managat the 19 licensed members
(stockbrokers) in the NSE. This target populatisrappropriate since these stockbrokers
have rich information on demutualization concegte Ticensed member firms of the NSE

are licensed to buy and sell securities listed etmalf of investors.
3.3.2 Sampling and sample size

Sampling is the process of selecting a number dividuals for a study in such a way that
the individual selected represents the large gfoup which they are selected (Mugenda &
Mugenda, 2003). The sample size will be 38 respotsdetwo employees from each
stockbroker. In this study the researcher will siseple random sampling. This technique is
ideal because it gives the respondents an equalriymity to participate in the study

without bias.
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3.4 Data Collection

Data collection is gathering empirical evidenceoirder to gain new insights about a
situation and answer questions that prompt undegakf the research (Robson 2002).
Primary and secondary data will be used for th@@se of this study. Data will be collected
using questionnaires administered to the middlesllananagers of the stockbrokers.
Secondary data will be obtained from NSE and CMgords. To ensure high response rate,

calls and visits to the selected respondents wilildne for follow up.

3.5 Data Analysis

After the data collection, questionnaires will beecked for completeness and consistency
and data coded for easy input. The data will béyaed with the help of Statistical Package
for Social Sciences (SPSS). Data will be intermretsing descriptive statistics. Qualitative

data from open questions will be presented in prose
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CHAPTER FOUR

4.0 DATA ANALYSIS, INTERPRETATION AND PRESENTATION

4.1 Introduction

The study was conducted to investigate theergxto which NSE demutualization have
been adopted and its influence in improving rapens at NSE in aiding proper and

efficient brokerage activities. The study focused\SBE offering stock exchange services in
Nairobi Province. Retrieved data was checked dongleteness, coded, entered and finally
analyzed using statistical package for social sgenA total of 19 questionnaires were
distributed to various companies operating at N8&ENairobi and the results were

considered a success since survey managed to tag®SE. Result of the analyses are

presented and discussed in the sub sections aw$oll

4.2 General information

The general information data were collected coringrthe company at NSE, length of
time the company has been in operation at NSE, gement and ownership, staff
employed and the company perception of demutuaizatThese data were important
because they indicated the background informatibnthe company and their basic
understanding of demutualization which was impdrtém understand the extent of

improvement of stock exchange at NSE.
4.2.1 Functional title of the respondent

Functional title information is important in respmmt profiling as it helps the researcher
understand the nature and position of respondéetéhe is dealing with in the study. In this
case respondents were asked to indicate theirifunatttitle under provided functional
titles. Results were as presented in the Table 4.1.
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Table 4.1: Functional title of the respondents

Functional Title Distribution
Frequency Percent

Administration Manager 2 11
Investment and Fund Manager 1 6
Finance Director 1 6
Underwriting Assistant 1 6
No Response 13 72
Total 18 100

The above tabulation shows that most of the resgrisdsurveyed had occupied various
functional titles but were hesitant to disclosertiab titles, constituting the majority, 72%.
Meanwhile, the administration manager constitutéeh1Six percent, each, were diversified
along the distribution of investment fund managdnsance director and underwriting

assistant.

4.2.2 Duration in current position

The number of years a respondent has held in aanafion is very important. High
number of years indicates that the respondentsigfisexperience with the operations of
that particular organization and therefore can go@ncrete information about the
organization. This part of the study sought to foud the number of years the respondents

had in their current position in the organizatiesults were as presented in the Figure 4.1.
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Figure 4.1: Duration in current position
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The study revealed that most of the surveyesparedents (55%) had held their current
functional positions for a period of betweer? Years. This was followed by those who
stated that they had been in the current ipositfor a period between 2-5 years (28%).
The least (6%) had been in their current positiongess than 12 months.

4.2.3 Duration of the companies at the NSE in years

The number of years an organization has been inoffggation is important as it helps
determines soundness of that particular firm. Adddl information on the years of
operation of the organization was sought. Respasderre asked to indicate years their

organization has been in operation. Results aresimthe Figure 4.2.
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Figure 4.2: Duration of the companies at the NSE in years
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The findings presented in Figure 4.2 indicated thost of the companies (33%) had been
in operation at NSE for a period between lyBars. Meanwhile, 22% of the
companies had been in operation at NSE ipeaod between 10-20 years. The least
(6%) indicated that they had been in operatiorafperiod between 5-10 years. This shows
that on average most companies at NSE haadl bee operation for more than 5

years.
4.2.4 Management and ownership of firms operatg at NSE

Management and ownership of companies oftBan t not tells more about that
company. Of importance the credibility, liabjlitorganization, operation , survival of the
company all depends on the management andrslpestrategies. In respect to this,
this section of study focused on finding outwhdhe various companies operating at
NSE are managed and owned. Below are the findings
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Table 4.3: Management and ownership of company

Type of management and Ownership Distribution

Frequency | Percentage

Subsidiary/branch of international Firm 2 11
Subsidiary/branch of Pan-African firm 1 6

Wholly Kenyan incorporated firm with branches

/subsidiaries outside Kenya 2 11
Wholly Kenyan incorporated firm with

branches/subsidiaries only in Kenya 9 50
Wholly Kenyan incorporated firm without

branches/subsidiaries 4 22
Total 18 100

From the above tabulation it can be seen thajority of the firms at NSE (50%) as
found from study are wholly Kenyan incorporatedhwbranches /subsidiaries only in
Kenya. This category was followed by those compaiii2%) that were wholly Kenyan
incorporated firms without branches/subsidiarieBe Teast (6%) in this section of study

indicated that they were subsidiary/branch of P&fmiean firm.
4.2.5 Number of employees in the organization

Organization size is determined by among other gthithe size of its labor force.
Respondents aimed at establishing the size of ify@nzation under study to achieve that
respondents were asked to indicate the number pfogees within their firm. Table 4.3

presents the findings.
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Table 4.4: Number of Employees in the Organization

Number of employees Distribution
Frequency Percentage

Below 50 employees 13 72
51-100 employees 5 28
101-150 employees 0 0
151-200 employees 0 0
Over 200 employees 0 0
Total 18 100

Results findings established that majority (72%)oodanization under study reported to
have below 50 employees. The minority, 28% of tBspondents had between 51-100
employees. As observed from the results no firmrhade than 100 employees.

4.2.6 Company perception of Demutualization

Various firms have varying perception of stgigs and structures employed either by
the government laws, top managing organizatiocloanges in the operational structures.
Its in line with this that the study was direttewards finding out what perception the
various firms under study had in relation ®rditualization at NSE. The statistical data

below provides the results gathered.
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Figure 4.3: Company’s perception on Demutualization
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The results in the above figure indicate that nfiosts (59%) perceive demutualization as

compulsory while to (41%) of the surveyed firms ioaded their perception of

demutualization as Voluntary.

4.3. Demutualization of stock exchange

This section of the study sought to establish évell of demutualization of stock exchange

at NSE. To achieve this, respondents were askeulicate the extents to which they agreed

with the provided statements measuring level of uteialization at NSE. Results were as

indicated in the Table 4.5.



Table 4.5 Demutualization of stock exchange
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Demutualization of the NSE would solve the
current weakness in the structure of NSE 28 56 6 1 0 0 18
The current corporate structure of the NSE is
responsible for the perceived low market; 39 17 28 0 0 18
confidence and lack of corporate governance
The demutualized NSE's structured should | be
: 44 39 17 0 0 0 18
as a public company
Corporate governance structure of the
demutualized NSE should be in line wijtlgq 33 7 0 0 0 18
CMA guidelines and best practice

From the above tabulation it was evidence thajority(61%) strongly agreed, while
33% agreed that corporate governance structureeafutualized NSE should be in line
with CMA guidelines and best practice. Fifty sigrcent of the sampled firms at NSE
agreed that demutualization of the NSE was a wawirgpthe current weakness in the
structure of NSE, whereas 28% strongly agreed. l@nissue of demutualised NSE’s
structured being a public company, 44% stronglyeadr while 39% just agreed.
Meanwhile, 39% agreed that the current structur®E was responsible for the perceived
low market confidence and lack of corporate goveceaOverall majority of the surveyed
firms at NSE agreed with the demutualizatiom stock exchange as a way of

improving operations at NSE.
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4.3.1 Considerations in demutualization of NSE

In any undertakings in various firms, a number ohsiderations are taken into focus.
Various strategies that are meant to be impheedke in the structure and operations of
a firm often than not always follows somensiderations. Thus this part of study
sought to study key considerations that werdetaken in demutualization at NSE in

identifying and managing conflict of intereshelresultant findings were as below.

Table 4.6: Tabulated responses in regard to key csiderations undertaken in
demutualization at NSE.

key considerations %
undertaken in E E E E E
demutualization at NSE >~ 6 | S > O s |8 |w
EE |fElzE e |8
> = = w = Z £ pd [
N | % [N |% [N |[% [N |% |[N|%| N
Background to conflict
6 33739 2| 11 3| 17 O0 D 18

Self listing of the NSE

company

Regulations of otherlistings 5 | 11 | g | 44| 4| 22| 4 22 0 D 18

Supervision of intermediari655 28 o] 50 2 11 2 11 D D 18

Profit motive versus

supervisory function

In the above findings in relation to backgroutad conflict consideration, majority of the
surveyed firms (50%) each, agreed that self bistof the NSE company or supervision of
intermediaries was important. However 17% and li#ed that the two were not important
at demutualization of NSE, in that order. Thirtypaipercent viewed background to conflict

as an important consideration to demutualizatioN8E. Forty four percent were of the
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opinion that regulation of the listing was im@mt as a consideration for
demutualization at NSE. Meanwhile, 22% arguedt tihawas not an important
consideration of demutualization at NSE. On theassf profit motive versus supervisory
function, 33% of the respondents indicated thavas important, while 22% were of the

opinion that it was very important.

4.3.2 Demutualization process

Most often firms may not understand fully what particular strategy of operation is
all about. In order to determine the extent ofderstanding of demutualization process
in various firms at NSE, this portion of spudfocused on accessing firms
understanding of the demutualization procebs.rEsponses were as follows;
Demutualization process is: Change of ownershipcgire, Demutualization is the
separation of membership direction and managenfehedNSE, However the public list of
the entity to eliminate the current conflict ofengst, it is a process where the NSE will be
selling its share to the general public. It willacige from a member owned to the public
owned, Moving ownership from stockbrokers to merahl#rthe public, Process of opening
up the NSE to incorporate new players, facilitastdr listing of firms to the market and
thus increasing the equity fund, This is privai@atof the NSE so as to hiring more stake
holders, This is when the stock market owners ag@rownership to others parties and
Turning the NSE from a member /private companydmdp public and listed by investing

others.

4.3.3. Expected demutualization results at NSE byakeholders

Most often in times of strategies implementatidreré are the goals and objectives that are
targeted. Therefore in respect to this, demita@bn at NSE is expected to give
results. Often various stakeholders involved wilbect results from strategies employed to
improve performance. It is in this respecttthés portion of study sought to find out
from the respective firms operating at NSEateir various expected results were.

The responses were as a shown in Table 4.7.
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Table 4.7: Firms expectations of the demutualizain at NSE

Expected demutualization Results
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Realization of value for members 17 61 22 0 0 18
Prompt decision making 11 56 22 11 18
Flexibility in decision making 6 56 33 6 18
Clearer criteria for decision making 0 67 17 11 18
Clearer and simpler governance 6 56 28 6 18
Less susceptibility to members’ vested,, 33 33 6 18
Interests and conflict between classe

28 39 22 6 18
of members
Greater willingness to open up acc

28 33 17 17 18
to markets
Enhanced ability to diversity into ne

22 44 17 17 18
market
Spreading of ownership risks 11 39 44 5.6 18
Resolution of growing inequalities

6 28 28 22 17
between members
Ease of access to capital 0 50 22 28 18
Flexibility in future negotiation 11 50 28 11 18
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From the results illustration above, it was appathat most stakeholders (61%) agreed
that realization of value for members was ighh extent expected after
demutualization. Prompt decision making was anottemnutualization highly expected
results; this was strongly supported by 56% ofbion surveyed. On the other hand 11%
were of the opinion that prompt decision magkivas to low extent the expected
demutualization result. On flexibility in dema making, majority (56%) were of the
opinion that it was expected to high extent as demutualization result. Further
majority 66% also agreed that clearer critdda decision making was a highly
expected results of demutualization, in spiteha fact that 11% had a low expectation.
Clearer and simpler governance was another highbpeaed result of demutualization by
67%. On susceptibility to members’ vested onfgiapercent (33%) agreed that it was an
expectation highly expected. Further to this whsat (44%) were of the opinion that
enhanced ability to diversify into new marketssvamother outcome that was eagerly
expected as a result of demutualization. MeanwbD&6 were of the opinion that ease of
access to capital was a highly expected outcahelemutualization at NSE. This was
also the case with the majority (50%) who adrehat flexibility in future negotiations

was another highly expected results at NSEr afeamutualization.

4.3.4 Improvement of liquidity and product quality improvement through
demutualization

Demutualization has been a new concept adopted3#y iN diversification of operations of
firms operating at NSE and services to their custsmA number of factors therefore hinder
proper improvement of effective implementation dfustural changes. The researcher
therefore sought to identify ways in which deoalization of NSE can help improve
liquidity at NSE through product innovation.ndeare some of the responses gathered;
Demutualization attracted the best managers whoe wanovative, hence a better
(competitive) management. Consequently, there whijlaer expectation from investors.
Capital became more accessible from the public d@neking it easy to expand. In
addition, the citizen and corporate investors wamge confident because their funds were

secure, thus increasing their investment. Entramde new stakeholders due to
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demutualization brought constructive competitiofificency and professionalism, and
flexibility in decision making. Demutualization neced the intense involved in listing of
new equities and facilitated faster and efficienaiding of equities. In fact, once NSE is
demutualized; funds from the public are readilyilade thus boosting capital (liquidly)

which in turn is used for more improvement on psauMi of services. Nevertheless, a few

respondents declined that demutualization hadezidimpact on liquidity.

4.3.5 Role of Demutualization in preparing NSE foregional integration and mergers
Most often individuals do not understand how vasigolicies employed in their operation
sectors can be beneficial to them and their envient of operation. Demutualization has
been aimed at improving stock exchange servicesogradlations at NSE, where many
people across different regions merge. It is is tespect that this portion of study focused
towards finding from the firms operating at NSE hae@mutualization could enhance
integration of regions. Here are some of the exgilans given.

Faster decision rather than self interest was npadsible. Foreigners have an opportunity
to buy shares and own part of NSE due to incredsmtsparency. Demutualization
eliminated limited ownership by brokerage fraterréind allowed for a wider scope for
recruiting directors. Consequently, NSE had greedpacity, broader spectrum of operation
and enhanced confidence, thus open ownership altpfer more regional integration. Also,
public ownership opens the doors beyond membersi@sal investors to regional and
material mergers. The market opened up in termshafeholding thus enabling external
parties to participate in a more flexible manner.addition, when demutualized, NSE
becomes a company limited by shares, then the slearebe as currency in organizing for

merger and acquisition.

4.3.6 Demutualization and governance of NSE
Demutualization has been a recent development & #d&stor and therefore there is the
expected improvement in the governance of the NSE. on this understanding that the

researcher sought to identify ways in which demligation would improve governance at
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NSE based on certain statements that were dagkethe respondents. Below are

therefore the tabulated statistical results ofrésponses given.

Table 4.8: Tabulated results of how demutualizatiortan improve governance of NSE
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exchange can restructure 0 |0/1121 61! 5| 28/ 2 11 0 D 18
governance on a sustainable basis

Ensures resources are allocated

business imitative and ventures tlg |0l 10| 56| 3| 17| 5 28 0o D 18
enhance shareholders value

Change the way the exchange

governed to provide for fasttg |o|l8 | 44| 7| 39| 3 177 0O 0O 18

decisions making ability

Eliminates the control of members
who view the exchange primarily
as a way through which they mat
profits

Run by an experience managem
team which is driven toimprovg |o|8 | 44| 6| 33| 4 22 0o 0 18
the exchanges bottom-line

In regard to how demutualization would improweporate governance of the NSE,
majority (61%) were of the agreement that il wéreate an environment where an
exchange can restructure governance on aisabte basis. Demutualization was also
perceived to ensure resources are allocated smdms initiatives and ventures that
enhance shareholders value. This was accordifg6% who were in support of this

statement. On the issue of demutualization ahdnges in the way the exchange is
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governed to provide for faster decision mgkiability, 44% were of the opinion that
this would improve corporate governance at NSEy six percent, agreed to high
extent that demutualization changes the way ¢hiehange is governed to provide for
faster decision making ability. On the othand 33% did not see it as a way of
improving corporate governance of NSE. Fortyrfparcent also agreed that if the
demutualization is undertaken, the NSE will ben rby an experienced management

team which is driven to improve the exchangssom line.

4.3.7. Demutualization and capacity to raise capitan expansion of trading platforms.
Structuring of organizations is vital as it operns apportunities for expansion. This is
particularly the case when clear rules are feetoperational sing activities This portion
sought to find out how demutualization enhanBt3E capacity to raise capital
modernization and expansion of its tradingtfptans. Therefore through research on
firms operating at NSE, the following resuitere gathered. The statistical tabulation of

results areas follows in Table 4.9.
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Table 4.9: Distribution of responses on demutualizeéon and capital raise
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From the study done on the various firms apeg at NSE in identifying how
demutualization can enhance capacity to ragital for modernization, majority (44%)
were of the opinion that now NSE could now go pubb raise capital. Despite this, a
portion of 22% did not deem demutualization effective in enhancing firms to go
public to raise capital. On the issue of new sHawklers, institutions and individuals
accessing large capital in broadening market, 39%fevsure that demutualization would
enhance this. Only a few, 22% did not see it ascéffe. Demutualization enhances NSE
capacity to raise capital and expansion of itsitigaghlatforms, this is effective according
to 39% of the respondents interviewed, whilel®® they did not see it as effective.

Further to this is that demutualization will enhaMSE capacity through raising capital and
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expansion of trading platforms through share afigsi to the nonmembers. This was
according to 50% of the study portion who agreetth whis statement. In contrast, 11% did
not view demutualization at NSE as been effectin enhancing capital raise through

share offerings to non members.

4.3.8 Demutualization and goal realization at NSE

The survival, effectiveness, efficiency and theduivity of particular structure programs
aimed at goal realization of any company is vetalviMost often structural programs
aimed at a particular area of organization hsgyoal in output and impact goal
orientation. It is for this reason that thsection of study sought to find out how
demutualization at NSE helped in realizing thealg and assisting in efficient allocation
of capital. Thus from the study the following reapes were analyzed:

A more professional outfit under demutualizationNSE is likely to attract a wider array
and local or foreign investors, borrowing from ceaotional leaders e.g. bank and
international financial institutions. By listing my new companies, companies have the
markets (equity market) secure and viable investrard source of capital allocated in the
most important projects. Further, there is elimoratof conflict of interest, independent
people own it and all interest is therefore beiatgred for. In addition, information systems
allows pricing to be efficient, shareholders canide on how and the best way to distribute
their funds unlike when it is the boards decisiNSE itself will be a listed entity no better
way to preach the gospel of corporate listingspuese allocation will be functional based
and thus performance oriented, This is a featuse ithhindered by government and CMA
and NSE is only a player that cannot control.

4.3.9 Demutualization and human capital.

Human capital is important in any organization tbatks to maximize its output and have
attractive services to its clients. It is througbnfan capital that proper and effective
management of resources is made. Therefore prapeér efficient human resource depend

on the structural measures put in placedquise and make good human capital. It
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is in line with this that this part of study sougbtknow how demutualization would help in
accessing human capital. From this perspectivefoltmving were the responses gathered:
High caliber professionals are more likely to beaated to demutualised and professionally
managed by NSE. Attracting highly qualified perselnrlosed entities are opened to fair
and competitive recruitment and human capital teienpolicies. Meanwhile, enhanced
disclosure of information makes ease accessiliitthe public and grasp the attention of
those interested to pursue a career in the induf®gmutualization resulted in transparency
and thus people were willing to participate in &issnmental that was fairly structured. The
general public was in a position to access theopeince of the directors and those who
did not deliver were dismissed, and substitutedh iiitesh” and new talent, through looting

of various companies privatization.

4.3.10 The Role of Demutualization in Unlocking meityers’ equity value

Most often new structures normally open up orgdimna operations at various levels. This
includes both the effects on the organization drel dpecific individuals on the line of
equity. To get a deeper insight on how demutuatimatvould unlock the members’ equity

value, a survey was carried out. The finding s\Wwel@s gathered as shown in the figure.

Figure 4.4: Distribution results of how demutualizaion aid in realizing market value
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The study revealed that the majority, (94%) agitbetl demutualization aided in unlocking
members’ equity value in realizing market valughair equity. In contrast, 6% were of the
opinion that demutualization do not enhance uniogkif members’ equity in realizing their
market value equity.

4.3.11. Investing proceeds in upgrading business

Further study in this part was aimed at figdiout how demutualization would aid in
unlocking the members equity value by investitige proceeds in upgrading their
business. The figure below indicates the feedb&c&spondents in terms of agreement with
this statement.

Figure 4.5: Demutualization and business upgrade
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This observation shows that to the majority, 78%ey were of the agreement that
demutualization would aid in unlocking memberguigy value through investing

proceeds to upgrade business but to 22% this ned the case.

4.3.12. The Role of Demutualization in removing Emy Barriers at NSE
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Various strategies and structural programs uakert in any organization are meant to
open up their interior operations and coneetjy losing some barriers that impede
effective operations. Demutualization thereforgas aimed at opening up and
improving operations at NSE stock exchange #rvise provisions to the various
stakeholders. This part was directed towards bsi@tg how demutualization would

assist in removing barrier of entry for néonokers.

All the decisions were in the hands of the shadrsl who determined if and when to add
on move brokers depending on the existing brokefopeance. As the existing brokers
disposed off their ownership, other people gaingdyeo the business and through that they
were able to register on their own. Brokers weflde ato enter on merit since
demutualization had dismantled the current caikel-$tructure of ownership, and relaxed
entry rules. However there was still need to mareagey/exit to avoid loops in the market.
Demutualization reduced the high initial capitajuged in purchasing the seat. It removed
self interest and greedy and brought fair compmetitiOpening the field from the 18
members to others in the business sector remowveftiatmf interest. The value of a seat
was to be market based so as to allow easier ¢ntlySE seat and reduced licensing

requirement.

4.3.13. Suggestions on topic of study

This section of the study inquired the respondeadshments on the potential benefits of

demutualization at NSE. The following comments wibres garnered:

The respondents proposed the need of getting nmdoemation from NSE staff and

comparing it with what others especially the investsuggested. The results of the study
should be availed to the NSE, since it deals wite investment markets and future
investment growth. A section of the respondentsnroended demutualization, but
indicated that the platforms need to be raised fisfore the NSE can stand to be

demutualized. These include; training and educatdhe management and actors at NSE.
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CHAPTER FIVE: DISCUSSIONS

5.1 Introduction

The general objective of this study was to itigage how demutualization can improve
operations and services at NSE -a case studgaohpanies operating in the Nairobi
stock exchange. The study covered a substantaplsacase study of prominent firms
operating in Nairobi using competent scientific hwoetological research tactics. The

findings and results of the study therefore havenlmimmarized in the section below

5.2 Summary of Findings
5.2.1. General information

Most of the individuals surveyed occupied varioumdtional titles; administration

managers, investment fund managers, finance diragtderwriting assistant, analysts,
research advisors, equity dealers and investmarkebaperation assistants. Most of them
had held these functional positions for a periodbefween 1-5 years. Most of the

companies had been in operation at NSE fqreaod between 1-5 years. Majority of
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the firms at NSE were found to be wholly Kemyancorporated with branches
/subsidiaries only in Kenya. This category wdsllowed by those companies that were
found to be wholly Kenyan incorporated firms waithh branches/subsidiaries. Only a few
respondents indicated that some firms were subgidi@anch of Pan —African firms.
Further findings established that majority of firatsNSE were reported to have employees
below 50. The rest of them had between 51-100 eyeplka The results further indicated
that most firms at NSE perceived demutualizationcasipulsory while the rest of the

surveyed firms indicated their perception of deralipation as voluntary.
5.2.2. Demutualization of stock exchange at NSE

It was evidenced that majority of the samplethfirat NSE supported the statement that
demutualization of the NSE was a way of s@vithe current weakness in the structure
of NSE. On the issue of current structure of NBRjas responsible for the perceived
low market confidence and lack of corporateegoance, a fair portion of surveyed firms
at NSE agreed that lack of demutualization causgroper management at NSE.
Further, a good number agreed that the demsadhINSE'’s structure should be a public
company. On corporate governance structure ohutigalized NSE, CMA guidelines and
best practice, majority were in strong agreemeavith demutualization in improving
corporate governance at NSE. Overall majoritythef surveyed firms at NSE agreed

with the demutualization of stock exchangeaasay of improving operations at NSE.

5.2.3. Considerations for demutualization at NSE

The study revealed that majority of the firms agrethat it was relevance for the
demutualization at NSE to consider background conflict as a key consideration for
demutualization at NSE. Likewise self listing tife NSE, of firms was vital for

demutualization. Further, regulation of the listingas important as a consideration for
demutualization at NSE. On the context of sum@m of subsidiaries, majority were in
agreement that supervision of intermediaries wégy consideration towards
demutualization at NSE, in addition, the issue miffip motive versus supervisory function
was also rated as vital factor to be consideredlemutualization at NSE.
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5.2.4 Expected demutualization results at NSE byateholders

In this section it was apparent that, to mostkedtalders, realization of value for
members was to high extent expected afterutlesization. Prompt decision making as
a result of demutualization was highly expectatitb others they were of the opinion
that prompt decision making was to low extéme expected demutualization result. On
flexibility in decision making again majorityere of the opinion thatit was expected
highly as a demutualization result. Furthethis majority agreed that clearer criteria for
decision making was a highly expected results afgenutualization. This was not the case
to few who thought it had been a low expected tesliearer and simpler governance was
another highly expected result after demutualizatb NSE. In addition, majority were of
the opinion that enhanced ability to diversiiyoi new markets was another outcome that
was eagerly expected as a result of demutualizakitajority were also of the opinion
that ease of access to capital was a highdgected outcome of demutualization at
NSE. This was also the case with the migjavho felt that flexibility in future
negotiations was highly expected results at Nffier demutualization.

5.2.5. Improvement of liquidity and product quality improvement through

demutualization

The findings here indicated that demutualizatimih NSE can help improve liquidity at
NSE through product innovation, attracting bestnagers who are innovative, Better
management (competitive Management) Higher expentafrom investors, Capital will be
more accessible from the public hence making ity éasexpand, Citizen and corporate
investors will have more confidence because theid$ are secure and thus increase their
investment. Entrance of new stakeholders will briegmpetition efficiency and
professionalism. Furthermore, demutualization reduthe intensity of listing of new
equities and facilitated faster and efficient tradpf equities. Once NSE is demutualized,;
funds from the public were readily available the®sting its capital (liquidly) which in turn
was used for improvement on its services.
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5.2.6 Demutualization and preparation of NSE for rgional integration and mergers

From the study it became apparent that demmaimn at NSE would enhance regional
integration through faster decision making whicll waplace self interest, foreigners will

have an opportunity to buy shares and own part ®E Nncrease transparency, eliminate
limited ownership by brokerage fraternity and alldor a wider scope for recruiting

directors. NSE will have greater capacity, broadpectrum of operation and enhance
confidence. Open ownership will do a way with tleéerred interest of few members and
allow more rooms for regional Integration. Publiwnership will open the doors beyond

members and local investors to regional and mateeagers.

The market becomes opened up in terms of sharefgottius enabling external parties to
participate in a more flexible manner while the lputwill be in a position to make concrete
decision on the best business regions to link up f@r business since they will be the main
decision makers. When demutualized, the NSE becantesnpany limited by shares, thus,
the shares can be used as currency in organizinghéoger and acquisition at the large

regional level.

5.2.7. Demutualization and governance of NSE

In regard to demutualization and improvementarporate governance of NSE, findings
indicated that majority were of the agreement thauld create an environment where
exchange can restructure governance on sustairzdes. Demutualization was also

perceived to ensure resources are allocated todmssinitiatives and ventures that enhance

shareholders value.

Demutualization changed the way the exchangegoserned to provide for faster
decision making ability. In addition vast humkesgreed that if demutualization is
undertaken, operations at NSE is done by expartenmanagement team which is driven

to improve the efficiency of stock exchanges mes
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5.2.8. Demutualization and capacity to raise capitan expansion of trading platforms.

After study was done on various firms operatinQl&E in identifying how demutualization
can enhance capacity to raise capital for modetinizamajority concurred that this would
enable NSE go public to raise more capital. Howeaegportion of the case study did not

deem demutualization as effective in enhancingditango public to raise capital.

Majority of the firms were sure that demutualizatiwould enhance new share holders,
institutions and individuals accessing large capita broadening market. Further
demutualization would enhance NSE capacity throtaghing capital and expansion of

trading platforms through share offerings to themembers.

5.2.9 Role of Demutualization in Goal RealizationtaNSE.

It was found that demutualization would enhance | gaalization through a more

professional outfit under a demutualized NSE, whichuld be likely to attract a wider array
of both local and foreign investors as more loclilcans enlist. Moreover, demutualization
resulted into borrowing of funds from convectiona@hders e.g. bank and international

financial institutions.

Information systems allowed pricing for efficiensince the shareholder has to decide on
how and the best way to distribute their funds kenkvhen it is the boards decision.NSE
itself will be a listed entity and as such be goooate listings. Resource allocation will be
functional based and thus performance orienteds Thia feature that is hindered by

government and CMA and NSE is only a player thahoacontrol.

5.2.10. Role of Demutualization in Accessing HumaCapital

Human capital is important in any organization tbatks to maximize its output and have
attractive services to its clients. Demutualizatiwas found to help in accessing human
capital by attracting highly qualified personndbsed entities would be opened for fair and

competitive recruitment & human capital retentiooliges, enhanced disclosure of
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information would make more accessible to the mubld catch the attention of those

interested to pursue a career in the industry.

Demutualization resulted in transparency and peoptee willing to participate in an
environment that is fairly structured. The gengrablic was in a position to access the
performance of the directors and those who donivelewill be evicted. They were able to

get fresh and new talents, through looting of uagioompanies privatization.
5.2.11. Demutualization and Unlocking members’ eqty value.

From the statistics it was found out that adoay to the majority, demutualization aids
in unlocking members equity value in realizimgarket value of their equity. Further
observation showed that, majority also suppodenchutualization in the sense that it
would aid in unlocking members equity valueotigh investing proceeds to upgrade

business.

5.2. 12 Demutualization in Entry Barrier removal at NSE

Demutualization therefore was aimed at openmgand improving operations at NSE
stock exchange in service provisions to treious stakeholders. It was found that
demutualization would assist in removing barr@f entry for new brokers as all the
decision will be in the hands of the shareholdeo wiil determine if and when to add on
more brokers depending on the existing broker perdmce. As the existing brokers dispose
off their ownership, other people will gain entoythe business and through that they can be

able to register their own.

The study revealed that brokers would enter ontrsgrce demutualization would dismantle
the current cartel-like structure of ownership biaking entry rules. As a result, it was no
longer the member brokers to decide who is to jbeir membership club. Furthermore
demutualization will reduce the high initial capitaquired in entry to NSE. It will also
remove self interest and greedy and bring fair cefitipn. There would be no owner
restriction of club members as such, opening thlel fior others in the business sector. The
value of a entry will be market based and redumnking requirement.
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CHAPTER SIX: CONCLUSION AND RECOMMENDATIONS

6.1 Conclusions

The purpose of the study was to investigéte extent to which demutualization
improve general operations at NSE in line withrmeguring the governance of NSE in the

Nairobi stock exchange. Thus the following conausi were made.
6.1.1 Demutualization and stock exchange improvemeat NSE.

From the study it can be seen that demutualizateanimprove the general operations at
stock exchange in NSE. This is in the line dianging the structure of NSE,
realization of value for members, prompt anibiee decision making, opening up
access to markets, diversifying new marketseafing of ownership risks for firms
operating at NSE, ease access of capital. &umibre demutualization will enhance
restructuring of corporate governance whereerafopns are run by experienced

management team which is driven to improve ékehanges bottom line.

In addition the study findings conclude thatmdéualization enhances NSE capacity to
raise capital and expansion of trading platf®rby going public to raise capital, new
shareholders and through share offerings to nonbeesnTherefore demutualization would
enable NSE to realize its goals of assisting effitiallocation of capital by listing many
new companies because the companies have the méekelity market) which are secure
and viable investment and source of capital, elatam of conflict of interest, independent

people will own it and all interest will therefobe catered for.

In addition demutualization will aid in attractifgghly qualified personnel. Have fair and
competitive recruitment of human capital retentipolicies, enhanced disclosure of
information will make more accessible to the pubdicd catch the attention of those
interested to pursue a career in the industry. Deat@ation aid in unlocking members

equity value in realizing market value of theguity and upgrading business.

Demutualization would assist in removing barr@f entry for new brokers as all the

decision will be in the hands of the shareholdengckvwho will determiner if and when to
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add on more brokers depending on the existing brpkegormance. Brokers will enter on

merit since demutualization will dismantle the ewtrcartel-like structure of ownership.

6.2 Recommendation
6.2.1 Recommendation for Improvement

For effective adoption and implementation of dé&malization at NSE, there should be
clear understanding of demutualization process, é¢@ysiderations in demutualization,
results to be expected, goals and objectiveseairll the stakeholders operating at NSE

need to be targeted by the demutualization process.

6.2.2 Recommendation for further studies

The area of demutualization is a new area in seoahange thus further study should be
focused on all stakeholders that are involved aENS get an insight on how well

demutualization exercise can be undertaken. Thegelwlders include; banks, brokerage
firms, investors, and government ministry of traBlature study should also focus on

study done in the same line for effective aelar comparisan
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APPENDICES

Appendix 1: Research Questionnaire

PART A: GENERAL INFORMATION

1. Please indicate below your functional title
Administration Manager [ ] Investment and &Manager [ ]
Finance Director; [ ] Underwriting Assistant [ ]

others (please indicate)

2. How long have you held your current position?

Below 6 months [ 1] 6-12months [ ] 1-2ywar [ ]
2-5 years [ ] 5-10years [ 1] OverlOgear|[ ]

3. How long have your company been operating in thedkaStock Exchange?
Belowlyear [ ] 1-5years [ ] 5-10years|[ ]

10-15years [ ] 15-20years [ ] Over2@ns [ ]

4. Management and ownership of the company
Subsidiary/branch of International Firm I
Subsidiary/branch of Pan-African firm [ ]
Wholly Kenyan incorporated firm with branches/sultsiies outside Kenya [ |  Wholly
Kenyan incorporated firm with branches/subsidiadely in Kenya [ ]
Wholly Kenyan incorporated firm without branchedysidiaries [ ]
5 Using the categories below, please indicate thebeurof staff employed in your company
within Kenya.
Below50 [ ] 51-100 [ 1] 101-150 [ 1]
151-200 [ ] Over 200 [ ] Other (pleaseafyg-------
6 How do you perceive demutualization?
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Voluntary [ ] Compulsory [ ]

7 The following statements concerns demutualizatioBtock exchange. Rate the statements

on the given scale

Statement

Strongly]
Agree
Agree
Neutra
Disagree

Demutualization of the NSE would solve the curmeabknesses

in the structure of NSE.

The current corporate structure of the NSE is resiite for the
perceived low market confidence and lack of corfmfa

governance

The demutualized NSE's structured should be as licpu

company

Corporate governance structure of the demutual®f should

be in line with CMA guidelines and best practice

8. What are the Key considerations in demutualizirey NSE (in identifying and managing

conflict of interest?)

Very important Important Fairly impant
Background to conflict [ ] [ ] [
Self listing of the NSE Company [ ] I [ ]
Regulations of other listings [ ] [ ] [ ]
Supervision of intermediaries [ ] [ ] [ ]
Profit motive versus supervisory function [ ] [ ] [ ]
9. Explain briefly the demutualization process at tNSE?

10. What are the expected demutualization resultseaN®BE by the stakeholders?
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Expected Demutualization Results Low High
Extent Moderate | Extent

Extent

Realization of value for members

Prompt decision making

Flexibility in decision making

Clearer criteria for decision making

Clearer and simpler governance

Less susceptibility to members’ vested

Interests and conflict between classes of members

Greater willingness to open up access to markets

Enhanced ability to diversify into new markets

Spreading of ownership risk

Resolution of growing inequities between members

Ease of access to capital

Flexibility in future negotiations

11. How will demutualization of NSE improve liquidityt ghe NSE through product innovation

and services?

12. Explain how the demutualization can prepare NSErégional integration and mergers

13. How will demutualization improve corporate govercarof the NSE? 1-Low Extent 2-

Moderate Extent 3-High Extent
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14.

15.

Creates an environment where an exchange can cestu

governance on a sustainable basis.

Ensures resources are allocated to business ivigabnd ventures

that enhance shareholders value.

Changes the way the exchange is governed to prdaddaster
decision making ability

Eliminates the control of members who view the exxje primarily|

as a facility through which they make their profits

Run by an experienced management team which ity improve

the exchange’s bottom- line

How will the demutualization enhance NSE capaaityrdise capital modernization and

expansion of its trading platforms? 1-Effectivayidst effective, 3-Not effective

1 2 3
They can go public to raise capital [] [ 111
New shareholders, institutions and individualsareesses to larger
capital to broaden access to the market. [11 [1]1
They are able to borrow from conventional lendsush as banks. [ ] [] []

Through share offerings to non-members [1 T[I[]

How will the demutualization enable NSE to realitgegoal of assisting efficient allocation

of capital?
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16. How will the demutualization help in accessing hamaapital?

17. How will the demutualization aid in unlocking theembers’ equity value?
YES NO
They will have chance to realize the market valitheir equity. [] [1]
They may invest the proceeds to upgrade their basin [] []
18. Explain how the demutualization will assist in renmy barrier to entry for new brokers?

19 What are your suggestions on the topic of study?

Thank you for your time and cooperation
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Appendix IlI: Licensed Brokers/Members of the NSE

1. Drummond Investment Bank Limited.

2. Ngenye Kariuki & Co. Limited.

3. Ashbhu Securities Limited.

4. Dyer & Blair Investment Bank Limited.

5. Suntra Investment Bank Limited.

6. ABC Capital.

7. Renaissance Capital.

8. Reliable Securities Limited

9. Apexafrica Investment bank Limited.

10. CFC Financial Services — Stock broking Division.
11. Faida Investment Bank Ltd.

12. Kestrel Capital (EA) Limited.

13. Discount Securities Limited.- Under restructuring
14. NIC Capital Limited.

15. Sterling Securities Limited.

16. Africa Alliance Kenya Securities.

17. Standard Investment Bank Limited.

18. Genghis Capital

19. Kingdom Securities/Cooperative Bank
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Appendix 1ll: Ownership Characteristics of African Stock Exchanges

Source: Mensah 2005

Country

Botswana

BRVM

Egypt

Ghana

Kenya

Mauritius

Namibia

Ownership Characteristics

. Established by statute (Botswana Stock Exchange
Act, 1994) as body corporate
. Statutory body Committee of Botswana Stock

Exchange manages exchange

. 3 members appointed by Minister of Finance

. 2-6 elected from membership of stock exchange
. Private corporation

. 13.5% owned by the West African Economic and
Monetary Union (WAEMU)

. Remainder distributed among brokerage firms,

chambers of commerce and industry, subregional
institutions and other private institutions or WAEM

companies

Mutual; Member-based

. Company limited by guarantee
. Member owned
. Registered under the Companies Act in 1991 as a

company limited by guarantee

. Shareholder owned

. Trading membership separate from ownership

. not for profit

. Comprises 43 associate members (banks, listed

companies, investment institutions, etc.)
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Nigeria

South Africa

Tanzania

Zimbabwe

. Executive Committee of nine members of the
business community, representing different business
sectors, and the tenth member represents(Namibia
Financial Institutions Supervisory Authority,

. Regulated by the Stock Exchanges Control Act
(1985, amended 1992)

. Limited by guarantee

. Mutual, member based

. Demutualized

. Incorporated in September 1996 as a private

company limited by guarantee and not having a share

capital under the Companies Ordinance (Cap. 212).

. The ZSE is regulated by the Zimbabwe Stock
Exchange Act Chapter 24:18 of 1996. It operategund
the supervision of a nine member Committee conmgisi
of 2 members appointed by the Minister of Finanue a
not less than 4 and not more than 7 members elécied

within the stock broking fraternity.
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Appendix V: Largest Stock Exchanges of the World

Stock Exchange Name

Governance Regime

Market  Caplization
(USD Million Dollars)

New York Stock Exchange Member-owned 12,707,578
Tokyo Stock Exchange Private Limited 3,557,674
NASDAQ Stock Market Publicly Listed 3,532,912
London Stock Exchange Publicly Listed 2,865,243
Osaka Securities Exchange Publicly Listed 2,287,048
Deutsche Borse Publicly Listed 1,194,517
TSX Venture Exchange Publicly Listed 1,177,518
Euronext Publicly Listed 1,147,037
Spanish Exchanges Private Limited 940,673
Stock Exchange of Hong Kong Publicly Listed 861,463

Source: (Ramos, 2006)
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