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ABSTRACT

The role of corporate bonds in achieving the visROB0 cannot be down played.
Corporate bonds are considered as the sourcefasidifj stresses on the banking sector
by diversifying credit risks across the economyterest rate and refunding risk,
Supplying long-term funds for long-term investmesteds, lowering funding costs by
avoiding a liquidity premium and providing produgigh flexibility to meet the specific.
The main aim of this study was to investigate tbgorate bond market development in
companies listed in the NSE.

This study was descriptive in nature and a censthad was used since the aim of this
study is to investigate the factors influencing de¥elopment of corporate bonds market
in Kenyan financial market. The researcher targdtedop management especially in the
area of accounts, operations or finance. Data delle from respondents was both
guantitative and qualitative in nature and analymsthg descriptive statistics. On the

other hand, qualitative data was analyzed usingfamalysis.

Based on findings, companies listed in NSE facecthhporate bond market development
challenge through inadequate disclosure of infolwnabn public debt issuance and
statistics measures. The companies have insuffigidealt with establishing repurchase
(repo) market as well as setting up issuance catendo improve transparency.
Therefore, regulatory frame work in Kenya as advisservices should be enhanced to
mitigate critical challenge to information availbtyi as well as formulating policies to

effectively enable, disclosure of information onbpa debt issuance and statistics

measures.
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CHAPTER ONE
INTRODUCTION

1.1  Background of the Study

In any economy, a financial market is a mechanisat allows people to buy and sell
(trade) financial securities (such as stocks analdbp commodities (such as precious
metals or agricultural goods), and other fungilbéenis of value at low transaction costs
and at prices that reflect the efficient-marketdtiesis. In financial markets it is usual to
price financial instruments relative to comparalibwestment alternatives (relative
pricing) (Sand, 2000). When pricing a bond, one gs@ the market rate of comparable
bonds as the basis, and price components thatpafis to the individual bond. For
example, the yield on a corporate bond could beefrias the yield on a government
bond of the same duration with a premium correspantb the credit and liquidity risk
associated with the corporate bond. Corporate barelslebt securities issued by private
and public corporations (Roldaa004).

Companies issue corporate bonds to raise fundsafeariety of purposes, such as
building a new plant, purchasing equipment, or gngwthe business. A purchaser or
“holder” of a corporate bond is a lender of fundghe "issuer,” the company that issued
the bond. In exchange, the company promises tdpel the face value of the bond, also
known as "principal,” on a specified maturity dasatil that date, the corporation usually
pays interest at a stated rate, generally semidlgnirdhile a corporate bond gives the
investor creditor rights in the company, the holdees not have ownership interest in the
issuing company unlike a shareholder of a compastgsk (Reszat, 2003). The bonds of
local authorities and supranational organizatiooshdt fit in either category. Corporate
bonds are often listed on major exchanges (theyldvba called "listed" bonds) and
ECNs like Market Axess, and the coupon (i.e. irgengayment) is usually taxable.
Sometimes this coupon can be zero with a high retlem value. However, despite
being listed on exchanges, the vast majority afifig volume in corporate bonds in most



developed markets takes place in decentralizederdbased, over-the-counter markets
(Roldos, 2004).

Some corporate bonds have an embedded call opbralows the issuer to redeem the
debt before its maturity date. Other bonds, knos/oanvertible bonds, allow investors to
convert the bond into equity. One can obtain amnedd synthetic exposure to corporate
bonds via credit default swaps. There are a vadgebond types that can be issued which
includes: convertible bonds, zero-coupon bondstithg rate bonds, variable /adjustable
bonds, callable bonds, step up bonds, and step dmwwnas. However underlying
institutional constraints restrict growth of corptr bond markets yet there has been little

analysis of these factors (Roldos, 2004).

Worldwide, the majority of transactions in corperétonds is conducted in the over-the-
counter (OTC) market, while certain bonds are &#ted on the Stock Exchanges. There
are several yield figures to consider when evatgat bond offering; these different
yields take into consideration the coupon rate pilmehase price and the number of years
to a bond’s maturity or call date. Yield to matyrifyTM) represents the return an
investor will receive if the bond is held to terffield to call (YTC) is the return earned if

a bond is called prior to maturity.

The bond market in Kenya especially in the openketas not well developed. Over the
years since 2001, only a few firms like Preferdnlilade Area (PTA) bank — (720
million), Faulu Kenya (750 million), East Africa Belopment (1.134 billion), Shelter
Afrique (133 million), Barclays bank (1000m), anthARiver Mining (800 million) and
Sasini Tea (600 million) have floated medium terotes (MTN) through the Nairobi
stock exchange — (April,2008). In 2009 Kengen idsare infrastructure bond (10 billion)
for geothermal development. Many of the listed pames at the exchange have shied
away from raising debt capital through market. pleeformance of the bond market has
been poor as witnessed by a decline of 18.75% &b 40.1 billion to a turnover of
only shs. 34.1 billion in 2004. The year 2005 w#s®ed the biggest decline in the
turnover in the market of about 60.16% from shs1Bilion to shs 11.59 billion. During

this period, the economy of Kenya was growing while debt market was not. This



trend is curious and points to a problem in thekeiafor fixed income securities and
especially with regard to corporate debt securi(eend) (The NSE Handbook, 2008-
2009).

1.1.1 Companies Listed in the NSE

A stock market is a place where securities aresttad@lhese securities are issued by listed
companies and by the government, with the aim isimg funds for different purposes
such as to fund expansion for the former, and agwveént and finance budget deficits
for the latter. Common securities traded on a s&xthange include company shares,
corporate bonds, and government debt in the fortneafsury bonds. The Nairobi Stock
Exchange which was formed in 1954 as a voluntaggmization of stock brokers is now
one of the most active capital markets in AfricaeTadministration of the Nairobi Stock
Exchange Limited is located on the 1st Floor, Nat@entre, Kimathi Street, Nairobi
(The NSE Hand book 2008 -2009).

Companies quoted in the Kenya's Nairobi Stock Ergea(NSE) are diverse and are
segmented as agricultural, commercial and servifesnce and investment and
industrial and allied, which forms the main investitnmarket (MIM) comprising of forty
companies. There is also the alternative investmmamket (AIM), which is considered a
less active counter, with only eight quoted comeankinally, there is the fixed income
securities market segment comprising of only onetegi company. In summary, there
are fifty four companies quoted in the NSE, twebiéhem aregroup companiewith a
total of twenty seven subsidiaries operating in y&e(The NSE Handbook, 2008-2009).

Publicly quoted companies are either single busimesnulti-business. Group or holding
companies constitute subsidiary undertakings,l@isg multi-business companies which
the group has either direct or indirect interesinaire than 50 per cent or those in which
it has power to exercise control over their opereti However, there are numerous
companies in the NSE which have several subsididi¢ they do not refer themselves as
“Groups” or “Holdings” companies. Companies adoptedsification strategy due to
various motives, among them, to increase stockevafuhe firm, increase its growth rate,

make better use of funds than internal investmestenue earnings, and improve

3



stability and to increase efficiency and profitapil Diversification strategy therefore
makes a company to change its structure from alesibgsiness to multi-business
company where it is suppose to play the role oaremt. Depending on how it plays this
new role, it can either create or destroy the vadfigts business units (The NSE
Handbook, 2008-2009).

Majority of the publicly group quoted companieskianya have somewhat diversified on
the areas related to their core businesses, aréeatummon to especially companies in
the media industry. A few of these have also estiadt subsidiaries in the East African
region, in an effort to exploit opportunities cregtby the regional economic integration
initiatives. Listing is the process of taking a vately owned organization and
transforming it, into a publicly owned entity whosecurities (equity or debt) can be
traded on a securities exchange. As of Decembes, Zl0companies and 67 government
bonds were listed on the NSE. 48 companies haateitl over 8 billion shares valued at
over Kshs 900 billion. The remaining 4 companiesehlisted bonds worth Kshs 12
billion (The NSE Hand book 2008 -2009). The stockrket consists of both the primary
and secondary markets. In the primary or new issaeket, shares of stock are first
brought to the market and sold to investors. Ingbeondary market, existing shares are
traded among investors (Rastsal 2000).

1.2 Statement of the Problem

The role of corporate bonds in achieving the visROB0O cannot be down played.
Corporate bonds are considered as the sourcefabidif stresses on the banking sector
by diversifying credit risks across the economyffuding foreign exchange, interest rate
and refunding risk, Supplying long-term funds fond-term investment needs, Supplying
long-term investment products for long-term investoLowering funding costs by
avoiding a liquidity premium Providing products liflexibility to meet the specific
needs of investors and Borrowers, Allocating @pmore efficiently, and Reducing
reliance on foreign funds, the flow of which cantghly volatile (Bhaumilet al, 2003).
Herring and Chatusripitak (2001) and PECC (2004¢8) example, argue that bond

markets are central to the development of an efitceconomic system, and there would
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be additional significant benefits if bond markete developed. They provide greater
investment opportunities for both retail investaisd financial institutions, and help

deepen financial markets. This is particularly ¢hse if foreign investors are attracted.

Then the question arises, the economic growth ofyes not balanced looking at all the
sectors of the economy. Could this unbalanced drdvet explained by having under
developed corporate bond market? And how should ginernance ensure a well

distributed development of the economy?

Corporate bonds market development as a possilel@pen source of medium and long
term debt financing has not been significantly expd in Kenya. Though corporate
bonds market is largely under developed given thied' world” economic tendencies for
Kenya, this study hopes to specifically establisimarket benchmarks, infrastructure,
regulation, policy, local and foreign investor baseipled with corporate governance and
transparency could be inhibitors to corporate bandsket development at Nairobi Stock
Exchange (Bhaumikt al,2003).

Past studies have attempted to establish the aesdtip between corporate bonds and
different financial parameters. For example, Madis et al. (2007) examined the
techniques and methods used by six different grofi@eek investors: official members
of the Athens Stock Exchange, mutual fund manageownpanies, portfolio investment
companies, listed companies, brokers, and indiVidoestors. Roldoset al (2004)
examined emerging local bond markets in emergirgallsecurities and derivatives
markets. The aim of this study is to test altexsatheories of corporate hedging and

determine which of them accurately identify deteramts of hedging.

Locally, Okoola (2006) did an investigation intcethctual investment performance of
bonds listed at the NSE .While Gakuru (2004) on dtker hand looked at the
Relationship between stock returns & bond retumghe NSE. All these mentioned
studies however failed to establish the factoed thetermine corporate bond market

development at the NSE.



This study is therefore intended to identify theinmghortfalls for corporate bond market
under development in Kenya. The vision 2030 to bexa reality all Kenyans should be
involved. The corporate bond market should be drteeomain sources for the financing
of the vision 2030 and this shall create such aenag for citizens’ involvement.
Consequently a thorough study on the existing wbidll be of great validity to help in
making the Kenyan corporate bond market grow andtritbmte to economic

development and the vision 2030.

1.3  Objectivesof the Study
I.  To determine the extent to which corporate markeidds developed in at NSE

ii.  To determine factors influencing bond market depelent at the NSE

1.4  Importance of the study
This study is important to the following;
Corporations

The study will enlighten management of corporationdottlenecks to cheaper financing
options through issuance of corporate bond at N lead to over dependence on
traditional bank loans and overdrafts. Cheapernassi financing opportunities through
issuance of medium and long term corporate bondgdaelp in containment of cost of

debt and improve shareholder value.
Policy Makers

These include stock market regulators (CMA and N&tf) the government. The study
will highlight impediments experienced by issuefscorporate bond to the regulators
who can use the information to remove barriers miryeand create an enabling
environment for a vibrant corporate bond markebulgh formulation of an informed

regulatory framework. The relevant Ministry of Fnt& can benefit from the study to aid

legislative agenda, policy formulation and implenagion.



Financial Analystsand Stock Brokers

Since these benefit from, and have a role to plagalization of a vibrant corporate bond
market, the research study will make recommendationikely issues that need to be
addressed to expand the corporate bond market ake m efficient and vibrant. In

addition, finding in this research shall contribtaeheir understanding and application of
their skill in digging for information from finanal audit reports and provide the right

framework for corporate bond development.
Resear chersand Academicians

The academicians in the fields of Finance, Accaunénd Investment shall benefit from
this research as it shall provide them with varidogportant facts. To finance
academicians, the finding shall shed some lightaporate bond market characteristics
in the Kenyan stock market and further be studre€uture. For the Accountants, they
shall gain an inside on how the accounting factangnt much on the decisions about
investing in a firm. The investment scholars, frahe finding, they shall get the
understanding of the relationship between risk getdrn and how the development of
corporate bond market will help in wealth diversdfion and management.



CHAPTER TWO
LITERATURE REVIEW

21 Introduction

The chapter review literature on corporate bondketarand the necessary conditions
relevant to the development of bond markets. Sioekiérature is reviewed on factors
affecting issuance of bonds such as market bendtsmeararket infrastructure, regulation
and policy, local and foreign investor base, caapmrgovernance and transparency. A
conceptual framework is then provided as deriveomfrthe stated problem and

augmented by the relevant literature review.

2.2 Theoretical Review

2.2.1 Agency theory

Agency theory extends the analysis of the firmricude separation of ownership and
control, as well as managerial motivation. In thedf of corporate risk management,
agency issues have been shown to influence maahg#itudes toward risk taking and
hedging (Smith and Stulz, 1985). Agency theory asgplains a possible mismatch of
goals between shareholders, management and del@rbiadaused by asymmetries in
earnings distribution, which can result in the fitaking too much risk or not engaging in
positive net value projects (Mayers and Smith, }9&bnsequently, agency theory
implies that defined hedging policies can have irtgrd influence on firm value (Fite

and Pfleiderer, 1995). Managerial motivation fastahich influence the implementation
of hedging have been investigated empirically ifew studies to an overall negative
effect (Faff and Nguyen, 2002). Notably, positivedence was found by Tufano (1996)
in his analysis of the gold mining industry in tU8A.



2.2.2 New institutional economics

New institutional economics theory is investigagaapirically in the context of corporate
hedging in this study for the first time. New ingtional economics shifts the focus to
governance processes and socio-economic institutibat guide these processes, as
explained by Williamson (1998). Although no empatistudies of the new institutional
economics approach to risk management have beaectaut so far, this theory offers
an alternative explanation of corporate behavioNamely, it predicts that risk
management practices may be determined by institsitor accepted practice within a
market or industry. In emerging markets, as marsgagerd investors become more
educated and institutions that support hedging ldpyét can be expected that hedging
will gain popularity with time. Moreover, the thgolinks security with specific assets
purchase (Williamson, 1987). This implies that rislanagement can be important in
contracts that bind two non-diversified parties;hsas large financing contracts or close

cooperation within a supply chain.

2.2.3 Stakeholder theory

Stakeholder theory, originally developed by Freerfi®#84) as a managerial instrument,
has since evolved into a theory of the firm witlgthiexplanatory potential. Stakeholder
theory focuses explicitly on an equilibrium of shbklder interests as the main
determinant of corporate policy. The most promissogtribution to risk management is
the extension of implicit contracts theory (a paErstakeholder theory) from employment
to other contracts, including sales and financi@grfiell and Shapiro, 1987). In certain
industries, particularly high-tech and servicesnstoners' trust in a company can
substantially contribute to the company's valbidd). The value of implicit claims is
highly sensitive to expected costs of financiakréiss and bankruptcy. Since corporate
risk management practices lead to a decrease e thepected costs, company value
rises (Klimczak, 2005). The more sensitive a comfsavalue is to financial distress, the
higher the motivation for hedging. Neverthelesaksholder theory has not been tested
directly yet. Investigations of the financial desds hypothesis (Smith and Stulz, 1985)
provide only indirect evidence (e.g. Judge, 2006).



2.3  Empirical Review

Most studies on the growth effect of specific typégprivate capital flows focus on the
overall effects of corporate bonds on an econond latie have looked at the factors
influencing corporate bond market development. Hewel studies of particular
countries provide contradictory evidence on thee rplayed by corporate bonds in
economic growth. Willmore (1986), looking at a séenpf 282 pairs of firms belonging
to 80 industries in Brazil, finds that corporatentie has a beneficial impact on growth,
since foreign firms are more efficient than doneesties. Moreover, Blomstrom (1986)
finds that corporate bonds enhance productivityvtjnoof Mexican sectors. On the other
hand, Haddad and Harrison (1993) find no eviderigmsitive spillovers from corporate
bonds in Morocco. Aitken and Harrison (1999) gesimilar result with respect to
Venezuela in the period 1979-1989.

A large body of literature has documented the imiahip between stock market

developments,

investment, and growth, with different metrics &tock market development, including
the value of stock market as a share of GDP, vafighares traded as percent of GDP,
value of shares traded as a share of market daptiah (turnover), the number of listed
firms divided by GDP, and the number of listed srger million of population. Atje and
Boyan (1993) found a significant correlation betweegonomic growth and the value of
the stock market as a share of GDP for 40 counthiggg the period 1980-88. Lynch
(1995) also observed a positive relationship betwsteck market capitalization and
investment efficiency and growth. Henry (2000) fdunstrong link between the growth
rate of investment and changes in stock marketatialn measured as returns on stock
market, turnover, and value of shares traded diviee GDP. Wurgler (2000) found that
the size of stock market measured as stock madgtatization to GDP is positively

associated with increased investment.

Research on the link between bond issuance anld statket development in SSA point
to conflicting conclusions. Osinubi and Amaghiong®ee (2003) and Ndebbio (2004)

did not find any significant relationship betwedack market capitalization to GDP and
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economic growth for Nigeria and SSA countries. Hoave Yartey and Adjasi (2007)
found that the stock market development measutetaf value of shares traded relative
to GDP, had a positive statistically significantat®nship with growth along with
investment and past growth levels.

Roldoset al (2004) examined emerging local bond markets inrgimeg local securities
and derivatives markets. The aim of this studyisest alternative theories of corporate
hedging and determine which of them accuratelytiiedeterminants of hedging. The
dataset for this study comprises annual report fatd50 Polish listed companies in the
period 2001-2005. During this period Polish companiere already accustomed to the
rules of a free-market economy, and were continuiagdevelop their financial
management practices. They had ready access t@tiegs, and were subject to national
regulation based on International Accounting Staasl®32 and 39. However, only one
third used hedging, far fewer than in developedogean or overseas markets. There is
no evidence that the frequency of hedging was grgwiith time, nor that Poland's
accession to the European Union in 2004 influerna®thing behaviour. Since hedging is
less popular in Poland than in the USA, the UK err@any, the investigation of Polish

listed companies provides a new insight into deteamts of corporate hedging.

Mirshekary and Saudagaran (2005) assessed howetliffasers of financial statements
use the information items disclosed in the annapbrts, as well as the importance of
financial bond investments. They distributed a ¢joagaire to seven different groups of
users of financial statements in Tehran includitogldorokers, bank investment officers,
and institutional investors. In general, responsieabked the annual reports as the main
influential source of information to make investrheteciasions. The second most
influential source of information was oral infornmat and the third was published daily
share price. On the other hand, the respondentedathe least influential factors in
sequence of importance: advice of friends and aotpreces, tips and rumors, and
stockbrokers' advice. Mirshekary and Saudagaracleded that the annual reports are
used regularly in Iran as a basis for making inwestt decisions.
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Maditinos et al. (2007) examined the techniques and methods usesixbgifferent

groups of Greek investors: official members of &tbeens Stock Exchange, mutual fund
management companies, portfolio investment compathsted companies, brokers, and
individual investors. The results revealed thatawerage the participants ranked their
instinct/experience as the most important factdo¥eed by fundamental analysis and the
movement of foreign financial markets. Noise in tharket and portfolio analysis was

considered the least important.

Unlike the microeconomic evidence, macroeconomiadies generally suggest that
corporate bonds exert a positive impact on econgrowth in particular contexts. For
example, Balasubramanyam et al. (1996) find thatdfiects on growth of corporate
bonds are more significant in the presence of tragenness, and Borensztein et al.
(1998) argue that corporate bonds is an importaahgel for the transfer of technology
and contributes to economic growth when the coun&y a highly educated workforce.
In turn, Alfaro et al. (2003) find that corporatertuls are beneficial for economic growth
when the country has sufficiently developed finahenharkets. However, Levine and
Carkovic (2002) conducted a Generalised Method ofmdnts (GMM) panel analysis on
pooled data from 72 countries in the period 1969518nd suggest that corporate bonds

flows do not exert a positive impact on econommgh.

Very few studies examine the growth effect of pmirtf equity flows. Bekeart and
Harvey (1998; 2000) find that portfolio equity iofWs increase economic growth in 14
out of 19 lower-income countries under study. Durth@004) suggests that portfolio
equity flows promote economic growth in countrieishwelatively large equity markets
and limited corruption. Levine and Carkovic (200@stead, find that portfolio inflows

have no impact on economic growth.

Locally, there is very little specific study on porate bonds. This category of capital
inflows is fully taken into account in recent stesliinvestigating simultaneously the
growth impact of different types of capital flow&akuru (2004) looked at the
relationship between stock returns & bond retumthe NSE. The results indicated that

there is direct relationship between the two asd al big effect on economic growth. On
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the other hand, Okoola C.A. (2006) did an invesiigainto the actual investment

performance of bonds listed at the NSE. He fourad timly developing countries that
have reached a minimum level of economic develop@ed absorptive capacity are able
to capture the growth-enhancing effects of bothmforof investment inflows through

bonds.
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24  Challengesto the development of corporate bond market

2.4.1 Under development of the stock market

The capital market is crucial for the trading pusg® of these securities. In an economy
where the capital market is developed in terms eftldl of securities, the trading in
corporate bonds excels. In order to verify the mixtef depth (or lack of depth, to be
specific) of the secondary corporate bond market, dtudy shall investigate the bond
concentration ratio for frequency of trading oviend. To be precise, the focus shall be
on the concentration ratio between corporate b@mdsthe stock market capitalization
and corporate bonds with the government bonds.arlyleif the corporate bond
concentration ratio turns out to be high in relatio capital market capitalization and
government bonds valuene may safely conclude that the market has ddptihdés,
2004).

An important class of investors that is missingnfronost African markets is foreign
investors, including global financial intermediacie In general, myriad market
impediments discourage them from participating e tocal markets. Among the
impediments are withholding taxes and the lack aharket for hedging instruments,
such as currency swaps. Policymakers in Africaaaware of these. In setting up the
Asian Bond Fund 2 (ABF2), as (Roldos, 2004) explaentral banks in Asia were able to
reduce some of these impediments. The Philippifas.example, recently removed
documentary stamp taxes on the secondary tradifigeaf income securities, which had
discouraged foreign investors from participatingtsniocal market.

In Kenya stock issues are done with restrictionsfaeign investors in terms of the
maximum shareholding allowed to them an indicatiwet the Kenyan stocks market is
still in the infancy stage because in the developedd. Although the East African
Common market development expands the investoopestor providing the financing
needs of the corporations within the region. Thiet d@ancing through corporate bonds

may be one of the financing options that are gtinige developed (Roldos, 2004).
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A diversity of investors fosters trading activitwith such diversity, it becomes less
likely that different investors will find themsely®n the same side of the market, either
as sellers or buyers. They are more likely to disa@n the credit quality of an issuer and
thus be more willing to trade, and they are ldsslyito need liquidity at the same time.
In Kenya, such diversity seems to be rather limitéere the investor base for corporate
bonds tends to be dominated by government-controfieovident funds, insurance
companies and banks. Once a bond is issued, itallgradisappears into the portfolios of
buy-and-hold investors. Those who might trade margvely, such as fixed income
funds and hedge funds, are typically missing froese markets or are only allowed very

limited credit risk exposures (Vuong, 1997).

2.4.2 Liquidity problems

There are two scenarios to look at liquidity; treerbwer point of view and the investor
point of view. The borrower (corporations) desitegget debt financing ether from the
banks or the general public. However the banks tdueegulatory requirements are
compelled to maintain a certain liquidity ratio. ®to portfolio management banks have
specific thresholds to lending to various sectdre economy. This acts as a hindrance

to banks in meeting the developments needs in atgo(Zervos, 2004).

From the investor point of view, he/she needs ar#gcto hold maturity or for trading
purposes. An investor is interested in understandim® number of buyers and sellers
readily available in the market so as to catemieds arising in the future. The investor
liquidity therefore becomes crucial in decision mgkabout in which security to invest.
Chaos in banking sector in the late 1990s also mé¢laat commercial banks fail to
address the financing need when they are most depagifying the motivation for firms
to look up their ways, especially those belongimghte private sector (Mihaljek, 2002).
The banking system in Kenya continues to provid@sobased on the value of collaterals
and guarantees by corporations. Plus, the faseasang credit needs in the growing
economy of Kenya almost guarantees a shortageeditccapital in the future, at any
time. The majority of private-sector firms and ewate-owned ones continue to spend
large amount of time on seeking additional debarires. This is the fertile land for

corporate bonds (Moody’s Investor Service, 2002).
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For the time being, Kenya Stock Market is only afamt. Any priority for this market
should be place on generating liquidity in theiahityears of operation. Fund raising
through primary stock market would unlikely be ofportance since we cannot expect
major funds-raising through IPO or seasoned offginin addition, even if the Kenyan
Stock Market could address the financing needdisted firms, the growing population
of small- and medium-sized enterprises would stilt see this as a financing vehicle

since the majority of them would not qualify fosting (Vuong, 1997).

Another fact is that other financing option likedncial leasing could hardly become a
very important alternative to bank loans (Vuong97p This further exacerbates the
overwhelming capital shortage in the economy. Thdeodevelopment of the equity
market would likely continue for a while, despithet existence of a number of
investments by funds in Kenya’s emerging equity ketr In fact, the majority of
offshore investment funds have made loss overfpasyears in Kenya, and their shares
are traded at deep discount on some internatioxadlamges (Mathiesoat al, 2004).
Therefore, investments by funds would never be abfenance the big gap of needs, not
to mention other conditions that make themodus operanddifficult for domestic
enterprises to tap the finance. Clearly, the lange fast-growing debt financing needs of
domestic enterprises and failure to address thd bgehe banking system, investment
and finance firms would ultimately lead to the depenent of corporate bonds, as one of
the major financing tools in the economy (I0SCQ)4£20

2.4.3 Poor Information Flow

The focus is on how timely does information realksh potential investors in a target
market? How literate is the Kenyan general pubtiowd corporate bonds? And another
critical aspect is how the firms desiring to issoeporate bonds would assess sufficiency
in the target market ability to avail the desiregbdfinancing (Ball & Robin 2003).
According to IMF, (2005) many corporate bond maskatAfrica seem to have a limited
flow of timely information about issuers. In markeduch as those for corporate bonds,
much liquidity can be generated by the activity infestors who disagree about
fundamentals. Such information based trading pes/igpillover benefits to those who

are in the market for purely liquidity reasons. Asuth trading tends to be active when
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there is a significant flow of information abouetlredit quality of issuers, with every

new piece of information creating a new reasonigagtee (Herringt al, 2000).

In the United States, the flow of market-relevariormation takes various forms. Issuers
themselves provide quarterly financial reports prafit warnings; the financial press and
information services report on major transactiond amportant corporate events, and
credit rating agencies make various announcemdastahanges in their views about
rated companies. Trading in corporate bonds temgsck up around these information
events. However, in developing countries such asyeaccessibility to such information
is limited and advisory services are not availathles posing a critical challenge to
information availability (Bazt al1999; IOSCO, 2002).

The market reactions to rating agency announceniiurgrate the importance of timely
information. Rating agencies have chosen to be wameful and deliberate about
changing a credit rating, and hence rating chateygs to lag significantly the arrival of
the relevant information in the markets. In thdfoe to be timely, rating agencies have
devised “review” announcements — “Watch-list” iretbase of Moody's and “Credit
Watch” in the case of Standard & Poor’'s. These anoements are made immediately
after the arrival of significant information, anllely signal the possibility of a rating
change within a few months. Miat al (2004) have documented that price reactions to
rating agency announcements are strongest for tle®sew announcements. In Kenya
the development of credit rating agencies stardstl year (2009) which is a right step.
Much emphasis should be on fully fledged developgnefacilitate investor accessibility

to important information about a corporation.

Such information flows are often more limited fotaeple in Asian markets. A large
number of issues carry one form of government gquaeaor another, making the credit
quality of the issuer on a standalone basis ldesart. In addition, Balét al (2003) find

a pattern in which financial reporting in some Asiaarkets tends not to recognize losses
in a timely way. One reason given for this is thekl of incentives for timely reporting in
the Asian context where personal networks in bissirere so important. Local credit

rating agencies do exist in Asia, and often ratiags mandatory for bond issues. Many
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such rating agencies, however, are quite new aad nmere time to develop a historical
record on which to build a reputation. While a Hahaf foreign agencies are active in
Asian markets, they often do not provide ratingoss the full array of bond issuers in
individual countries (Asian Development Bank, 2002)

Looking at developed countries U.S.A and Asiansntwes is clear indication that

information flow is crucial about investors’ decsi making about investing in various
forms of securities. The development of creditngitagencies in Kenya and confidence
building around shall be of vital role to developrhef corporate bonds in the market
(Campbell, 2002).

2.4.4 Crowding-out of issues and investors

African countries do not have investment policy wlnents that are clear and specific on
guiding the investment environment. This buildghe investors the risk-averse attitude
towards investing in the public offerings in eitlt®bt or stocks. The investment industry
growth is heavily pegged on the development of gh&fessional, legal, political and
economic environment to facilitate this to happ@urrently Kenya is working on
developing the credit bureaus which shall be a k&p towards developing the

investment data base for firms and individuals ajgjat on investments (EMEAP, 2002).

Looking at the researches done in Asian by (Bhh#ta@ et al (2003), the evidence
presented demonstrate that investments in corpdratgls in very attractive to the

investors both the local and the international. Eesr the firms that most investors are
attracted to put their resources in are thosehthet a history of good performance truck
record. The firms have a strong sense and undéistathat issuance in most of Asian
markets is dominated by issuers with high credialitys In the markets where this

pattern persists, it is likely that institutionalvestors have internal guidelines that limit
them to investing only in highly rated securitidédéonetheless, such guidelines may
merely reflect the fact that the publicly availaliddormation may not be adequate for
investors to assess the creditworthiness of peatleissuers with significant default risk.

Indeed, this possibility is supported by Bhattaghaet al (2003), who report measures of

the capacity of earnings releases that tend toidfeeh for Asian countries. Moreover,
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Fan and Wong (2002) argue that such releases mtésd to be less informative because

of cross-holdings and pyramid ownership structures.

This clear explains even the risk averse charadtdre Kenyan citizens who shy of from
investing in stock of companies that don’t haveeatable past history on investment
performance. The reduction by the government bdmgwnay be a vital signal to the
public to rethink of the available investment ogpaities and thus this may facilitate the
growth of the corporate bonds debt investment. Then shall call for a good legal
environment and political will form the top leadeirs in the country (Fan and Wong
2002).

It's quite elaborate that the presence of foregguers may indicate how well developed
a market is. It may also reflect the efforts ofipghakers in a small economy to find
ways to enlarge their market and make it more elaBhain looking at Asian markets
like New Zealand, Hong Kong and Singapore dollarkeiz host the highest proportions
of non-resident issuers, with these issuers compgri86%, 56% and 36% of the market
respectively. The Australian dollar market also ha®latively high proportion of 28%.
These proportions include non-residents who issgal lcurrency bonds offshore, in
London for example. Also, data on onshore and ofishissuance are not fully
comparable and so these proportions might overstage non-resident share.
Nevertheless, they suggest that, by this metriesg¢hfour markets may be the best
developed in the region (Capulorgg,al, 2002).

The international experience suggests market lizateon alone is an insufficient

condition for increasing foreign participation. WhiColombia’s restrictions on shorter-
term holdings by foreign investors have clearlyrbaebarrier to the development of the
local corporate bond market, the situation in Korealess obvious. Even though
foreigners are allowed to invest in all types sfdd bonds in Korea’s local market, they
currently hold only about 0.4 percent of listed @stic bonds (compared with foreign
participation of over 40 percent in the Korean ktotwarket). The situation may partly be
explained by the lack of a developed repo market la@dging instruments. In many

emerging markets, the existence of withholding $aged the threat of discretionary
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increases in other taxes and capital controls set strong deterrent to foreigners buying
domestic securities (Capulongt al, 2002). In contrast, foreign interest in Mexico’s
longer-term government bonds rose sharply in 2884he local market started to realize
the benefits from ongoing reform efforts to eststbla credible benchmark yield curve,
improve transparency, and promote liquidity in timarket. Similarly, in Malaysia,

foreign investor interest in the local markets hasn higher with the government taking
new initiatives to make investments into local netskeasier and more attractive, and to

improve the market infrastructure (Cha, 2002).

2.4.5 Low professional advisory services

In very profession there is need for professionatelines for effective operation and

working. Now in Kenya this is the fundamental cbalie as there are few if any
investment professionals to guide the country wallthe trends and objective decision
making about investment. Mostly people operate witstinct and chance decision

models in the choice for the investment to go Tdre knowledge and appraisal skills by
the investors are the main reason why the developarkets have many individual

investors in the corporate bonds. For the castefUS, Households' corporate bond
holdings have increased by a factor of 12X overghst two decades. In contrast, the
share held by banks was either flat or declinimmfr1980 until 1999, although it has
been in a rising trend since 2000 (&tral, 2002).

According to a survey by the IMF, (2005), 90% ohtddunds in the US are owned by
individuals. This means that, as of end-2008, yearlquarter of US corporate bonds
outstanding were held by either households or iddals, based on adding together the
household share of 14% and the 90% of the mutuad fshare of 11% owned by
households, which is 10%, for a total share of 2#%the US, 40-50% of the mutual
funds bought and held by households and individaes done so through defined
contribution (DC) pension plans, which have plagechajor role in encouraging greater
ownership of mutual funds by households and indiaid in the US. This is knowledge
and advisory services driven trend about investing wealth growing by individual
investors (IMF, 2005). And that role has not onbeb evident in quantitative terms.

From the perspective of the fiduciary responsipiiit those managing the pension plans,
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the thinking is that the requirement to offer enygles an ample choice of investments,
namely a continuous range of products across thesaisk-return spectrum, has also
helped to raise awareness of corporate bond furtts. same scenario is required in the
Kenyan context for diversity about investing esplgiby the individuals. The case is
true to banking as most Kenyan think mostly abaurtking their excess income per their
current expenditure than thinking of investing. Theceptability of a security is
determined through thorough fundamental analydiesé& skills and experiences is what
most developing countries need to avail informainfermation to the public. This shall
facilitate objective investing by the public (IMEQO5; Rakkestadt al, 2004).

2.4.6 Poor regulatory environment

A reliable regulatory framework is critical for iilEng investor confidence. Regulations
in securities markets are normally justified by amenore of the following objectives: (i)
fair and equal treatment of investors (investortgtion); (i) market integrity; and (iii)
containment of systemic risk. The experience froowvaaced economies shows that
regulatory policies have played a role in the depelent of corporate bond markets, by
either encouraging or inhibiting the developmenthese markets (Schinasi and Smith,
1998). Generally, while regulations governing teguance of securities should ensure a
level playing field for all, they should not intere with the terms of issuance.

The regulatory process must also be efficient: mtatikning is of the utmost importance
to both issuers and investors in securities maylggise any regulatory delay would be
tantamount to prohibitive regulation. In Germargy, ihstance, the legal requirements for
a private sector bond issue has historically madedption more expensive than raising
funds through a bank loan. The permission processtime consuming and impeded the
ability of corporate to issue when market condsgiomere favorable. Although the
regulatory burden was reduced during the 1990s hnofiche deutsche mark corporate
bond market had already been established in Lon8anilar rigidities in regulatory
policy in France appear to have had similar reg&ekshit, 2000).

In Mexico, the authorities are working on improvitige regulatory framework for the

repo and securities lending markets in order toariakonsistent with international best
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practice. In August 2003, a new regulation, whidguires the use of standard
contracts—and enabled both corporate bonds tcaldedrand foreign investors to finance
their positions in the repo market—was implemenféde repo regulation will soon

complement the new regulation for securities legdirhis progress in regulatory reform
appears to have provided a much needed boost tootperate debt market (Rakshit,
2000).

Many countries still maintain tight regulation ovasset allocations by institutional
investors to prevent excessive risk taking, bug thay be a double-edged sword (Roldos,
2004). In Mexico, factors such as the restrictiand limits placed on pension funds, the
lack of high-quality corporates (only about 10 llo¢alue chips” are considered
investible), the risk aversion of local investoasid the shortage of interested players,
have hindered liquidity in the secondary corpoidbt market. As a result, the general
portfolio composition in the pension industry cunttg consists of around 85 percent in
federal government bonds. That said, states andcipatities, which were previously
reliant on development banks for financing, haveo dbeen active in the local bond
market; this has added breadth to the market amuomed the transparency of their
operations, thus improving the credibility of, amderest in, these securities (Roldos,
2004).

In Brazil, tight regulatory requirements have preeel investors other than local buy-and
hold pension and mutual funds from participatingvaty in the market, thus limiting

demand for corporate issues. In Chile and otherketsy regulatory restrictions that
prevent banks from doing repos with corporate baads represent an obstacle for the
development of a liquid secondary market. The cagobond market in Colombia

remains very small, partly due to the lack of dedchéor lower-rated debt from pension
funds. Although pension funds in Colombia are, hedry, able to invest in securities
rated A-minus or above, in practice they tend tune a AAA rating, especially for big

issues. As a result, local corporate that are nafAated have been reluctant to issue
new securities locally. In Malaysia, life insurancempanies, which are important

players in fixed-income markets, cannot invest nthea 15 percent of their portfolio in
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unsecured bonds and loans and may invest onlyginlyhrated corporate bonds (Sand,
2000).

In most mature markets, there are few restrictomdoreign investment in local bond
markets. This openness, together with establishadkeh infrastructure and governance
have seen foreign participation rates in local debtkets increase significantly in the
past decade. For example, the most recent sunaysstnat 46 percent of long-term U.S.
treasury securities and 16 percent of outstandaorgacate debt securities were held by
foreigners as at June 2003 (Alwoehal, 2004). These shares have doubled in the past
10 years.

In Poland, a number of regulatory and cost obstaclake private placements the only
cost efficient way to issue corporate bonds (Ral@®@94a). For example, a prospectus
has to be issued for each bond issue, ruling ouiunmeterm note programs, and
prospective issuers must wait a long time for ghyeraval of the authorities, in addition to
paying high fees for issuances. Similarly, the cofspublic issuance in Hong Kong
Special Administrative Region is estimated to bar foames that of a private placement.
In contrast, Malaysia’s Securities Commission idtrced a series of measures to
streamline the capital raising process, which hesnized the time and work required in
the issuance process and lowered the cost of lsmudnce to below that of bank loans.
Not surprisingly, bond issuance has dominated Ban#ing as a source of funding in
Malaysia since 1997 (Moody'’s, 2002).

Kenya's legal environment on investment is stilthe infancy state and this clearly gives
a message that market liberation i.e. having prdegal free playing grounds shall

facilitate transparency and build confidence in timneestment industry. Asian markets
still have some challenges but the growth of tkapital markets demonstrate that legal
frameworks are fundamental in the expected sucnfetbe development of the corporate

bond debt as a source of financing for developriidobdy’s, 2002).

In conclusion, there are major gaps about the catpobond development in Kenya
compared with the developed markets. This cleaivai@ts this research to be done as a

way to unearth the basis as to why the corporatel lnebt is lowly used as a source of
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financing for corporations. Practically looking tite availability and accessibility to
information, market size, debt size in the Kenyamrkat, regulatory and legal
environment, and professional advisory serviceslahfty out rightly shows that it's
wanting. Therefore this research should be undentak as to unravel the ways that shall

act as the foundation for developing the corpobateds market in Kenya.

25 Conclusion

Corporations raise substantial financing in thedoamarkets. A better understanding of
the liquidity of these markets may help corporatiatentify ways to lower their costs of
capital. We examine secondary trading costs in d¢bgporate bond market using
improved methods and more comprehensive data #udierestudies. We find that bond
price transparency lowers transaction costs. Thdsltional bond transparency may
lower corporate costs of capital. Corporate bomehdaction costs are much lower for

institutional-sized transactions.

The strongest arguments against transparency id mamkets involve concerns about an
increase in the difficulty of dealers to manageemwory, especially in higher credit risk
bonds. However, the management of inventory probl&measier in the debt markets
than in the equity markets, both because creditisismaller in the former than the latter
and because credit risk can be hedged in the ematkets. Accordingly, given the great
liquidity observed in the relatively more transpdrequity markets and our empirical
results, we believe that it would be extremely kelly that increased bond market

transparency would lower liquidity.
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CHAPTER THREE
RESEARCH METHODOLOGY

31 Introduction

The method to be employed in this inquiry is cen3inen location target population and
sampling technique described to guide the studyta Dmllection instruments and
procedure is stated and including how is to be mmgal, Classified and analyzed. The

casual relationship between bond issuance andidtattors is to be established.
3.2  Research design

This study was descriptive in nature and a censthad was used since the aim of this
study is to investigate the factors influencing de¥elopment of corporate bonds market
in Kenyan financial market. Descriptive researcltoading to Kothari (1990) is a
powerful form of quantitative analysis. This designpreferred because it enables the
researcher describe the area of research and mexyilai collected data in order to
investigate the differences and similarities witlr rame of reference within a given
period of time (time of research). In addition, thethod permits gathering of data from
the respondents in natural settings resultingdescription of the data, whether in words,
pictures, charts, or tables. Moreover, much ofdéta collected from the respondents was
guantitative in nature. On the other hand a cenmsube procedure of systematically
acquiring and recording information about the memlme items of a given population.
This design gave the researcher a comprehensiteiaf the variable relationship since

the method is the only means of accurately meagama giving statistical inferences.

3.3 Target population and samplesize

The population comprised of the 55 listed comparlisted in the Nairobi Stock
Exchange. Since the population of the study wasveoy large, the the study was a
census and thus the researcher focused on the \bpldation. This ensured that all

elements of the population are targeted and irdem@d and as such was highly
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representative of the Kenyan financial market. pbpulation of the study is given under

Appendix Il

3.4 Datacollection

The study used both the primary and secondary @aimary data consisted of a semi
structured questionnaire comprising of both opetledrand close-ended questions. Open
ended questions were addressing the essential misnqeocesses, and skills that go
beyond the specifics of instruction as well as ¢haseas that the researcher would wish
to get deeper explanation from the respondentsthAt same time, these questions
encouraged the respondents to give a full, meamlirgfswer using their own knowledge
and/or feelings on corporate bond market developnt@lose ended questions on this
study enabled the researcher to capture quicknrdton from the respondents as well as
those that are express in meaning and thus dideqpire explanations beyond what is
stated. These set of questions also assisted #earoder in saving time for data
collection. Secondary data was in form of literatweview sourced from the relevant
NSE database. The researcher targeted the top sraerag especially in the area of

accounts, operations or finance.

To ensure validity of the research instruments,gqhestionnaires were pre-tested among
5 listed companies. This confirmed if the questiaese well understood by the entire
group of respondents. The questionnaires were wegralepending on the outcome of
the pre-testing. For reliability, split-half teclynies were used at piloting to determine the
reliability of the questionnaire. This was used foe Likert type items. According to
Cohen, and Manion, (1989) split half technique Iage splitting the statement of the test
into two halves (odd and even items), then calmgathe Pearson’s correlation
coefficient (r) between the two halves of the t@$te Pearson Product Moment formula
was applied to establish the extent to which thetexds of the questionnaires were

consistent.
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3.5 DataAnalysis

Data collected from respondents was both quant#tand qualitative in nature. Data was
analyzed using descriptive statistics, which inelkidneasures of central tendency,
measures of variability and measures of frequemogrg others such as frequencies,
mean scores and the standard deviations. The diass@ng descriptive approach enable
meaningful description of a distribution of scocsmeasurements using a few indices or
statistics. Measures of central tendency were gikierexpected score or measure from a
group of scores in a study. Measures of variabglitgh as standard deviation, informs the
analyst about the distribution of scores aroundnttean of the distribution. Frequency

distribution shows a record of the number of tineescore or record appears. The
findings were then be presented using tables, pertg, and bar graphs for easier
interpretation. These served to portray both dpBee and pictorial impression of the

results. The percentages and means generatedesisa g0 portray the weight of each

response in fulfilling the objective of this studihe quantitative data was coded and

analyzed using SPSS package.

On the other hand, qualitative data was analyzéagusctor analysis. The method is
prefered because it allows for both quantitativel goalitative operations as well as
providing valuable historical/cultural insights oveme through analysis of texts. In
addition, content analysis enabled examinationext,twhich can alternate between
specific categories and relationships and alsasstatlly analyzes the coded form of the
text at the same time the method allowed resposdergxpress their feelings on certain

issues to a larger extent as compared to the daiwi analysis.
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CHAPTER FOUR

ANALYSISAND INTERPRETATION

41 Introduction

This chapter discusses the data analysis, findimgstpretation and presentation. The
objective of this study was to study strategieenbance the development of corporate
bonds in the country, where the data was analysatyanalytical tools, presented by
tables, pie charts and bar graphs and interpreitbdft@quencies and percentages. Likert-
type findings were further processed to yield megnnterpretation using mean and the

standard deviation. The researcher targeted managerccounts, operations or finance

with a response of 36 companies registered in Kenya

4.2  Demographicinformation

The demographic outlook of the target respondenss Wwased on gender of the
respondents, Age of the respondents, highest l@vEducation and length of time the

company has been in existence.

Table4.1: Gender of the respondents

Gender of therespondents

Freguency Per centage
Male 25 69.4
Female 11 30.6
Totals 36 100.0

Table 4.1 illustrates gender of the respondentgevimajority 69.4% of the respondents

were male while 30.6% were female. This indicaled most of the senior managers in

various departments were men.
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Figure4.1: Age of the respondents
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Regarding age of respondents most of the resposddn?% were between 36 to 45
years while 36.1 were above 45 years old 19.4% Wwetereen 25 to 35 years and 2.8

percent were below 25 Years. This shows that mastagers were over 36 years old.

Figure 4.2: Highest level of Education

Highest Level of Education
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The researcher wanted to know highest educatia tthe respondents where majority
(59%) were graduates, 33% had masters and 8% wkreehs. This shows that that most
of the managers were highly educated as graduatemsasters level of education as they
were specialized in their respective departments.
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Table4.2: Length of timethe company has been in existence

How long has the company has been in existence

Frequency Per centage
Less than 5 years 2 5.6
Between 5 and 10 years 6 16.7
Between 10 and 20 years 12 33.3
Between 20 and 30 years 9 25.0
Over 30 years 7 19.4
Totals 36 100.0

In addition the researcher was interested to krnwsvléngth of time the company has
been in existence where 33.3% between 10 to 2G y®dr 25% were between 20 to 30
years old, 19.4% were over 30 years old while 16Wwéte between 5 to 10 years old.
This indicates that most companies were over 1@syald with a majority between 10 to

20 years, which shows that that the companies atleestablished and had been trading

in the stock exchange.

4.3  General Findings

Table 4.3: Segments/section in which company islisted on the NSE

Segment/section in which company islisted on the NSE
Frequency Per centage
Agricultural segment 7 194
Commercial and services 12 33.3
Finance and investment 6 16.7
Industrial and Allied 7 19.4
Alternative investment 4 11.1
Total 36 100.0

Table 4.3 illustrates segments or sections the eomp were listed on in the Nairobi
stock exchange where 33.3% were registered in coaiaheand service, 19.4% were

registered in the industrial and allied, 19.4% wemgistered in the Agricultural segment,
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while 16.7% were registered in finance and investmevhich shows that most
respondents were in the commercial and servicdasrsegricultural and industrial and

allied sector.

Table 4.4: Whether the company hasissued any debt instruments

Has your company issued any debt instruments
Freguency Per centage
Yes 17 52.8
No 19 47.2
Totals 36 100

Regarding whether the company has issued any ai&ibiments majority (52.8%) agreed
that they had issued debt instrument while 47.2gilsed that they had not issued any
debt instrument. This shows that most companiedetraith bond and other debt

instruments.

Table4.5: Type of debt instrumentsissued by the company

Type of debt instrumentsissued by the company

Fregquency Per centage
Convertible bonds 10 27.8
Zero-coupon bonds 4 11.1
Floating rate bonds 6 16.7
Variable/adjustable bonds 6 16.7
Callable bonds 6 16.7
Step up bonds 3 8.3
Step down bonds 1 2.8
Totals 36 100.0

The researcher was interested to know the typeett chstruments issued by the
company where 27.8% issued convertible bonds, 16s&ted Floating rate bonds,
16.7% issued Variable/adjustable bonds, 16.7% dbdDallable bonds while 11.1%
issued Zero-coupon bonds, while 8.3% issued stefppamus, which shows the most
companies trade with bond and other debt instrusnent
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Figure 4.3: Whether the company has raised long term debt through bonds in the
last fiveyears

Furthermore the researcher was interested to knoether the company has raised long
term debt through bonds in the last five years wimajority (69%) agreed that they had
raised long term debt through bonds in the last figars while 31% disagreed that they
had raised long term debt through bonds in thefiastyears. This indicated that most

companies raised long term debt through bondsaridha period of five years

Figure 4.4: Number of times the company has raised Debt capital in the last five
years

Number of times the company has raised Debt capital in the
last five years
45.0
400 - 389
350 -
300 1 25.0 25.0
250 -
200 -
15:00 11.1
10.0
=
Once Twice Thrice More than three times
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Regarding the number of times the company hasdddsdbt capital in the last five years
38.9% said that they had raised debt capital twicine last five years while 25 % had
raised debt capital thrice in the last five ye@ff6 had raised debt capital once in the last
five years which shows that most respondents haddalebt capital twice in the last five
years, This was indication of growth as debt feiag through corporate bonds may be

one of the financing options that are going to beetbped (Roldos, 2004) in the future.

Table 4.6. Whether the measures are being implemented in order to improve the
liquidity of secondary markets

Whether the measures are beingimplemented in order to improve the liquidity of
secondary markets

Strongly | Mildly | Neu | Mildly | Strongl | Me | Std.
M easur es disagree | disagree | tral | agree | yagree | an | Dev
Extending the yield curve 5.6 11.2 4p 22.4 19. 3405
Setting up issuance calendars
to improve transparency 2.8 14 39.2 252 19 3.5 1
Increasing the disclosure of
information on public debt
issuance and statistics - 11.2 33.6) 364 19.6 3.7 09
Holding regular meetings with
dealers, institutional investors
and rating agencies 8.4 22.4 33.6 19/6 168 3.2 |12
Introducing a system of
primary dealers 8.4 14 308 25.2 22.4 3.4 1.2
Establishing repurchase (repo)
market 5.6 11.2 33.6 308 19.6 3.5 1)05

Table 4.6 illustrates the extent whether resporglagteed with certain statement where
strongly disagree had one point, disagree had tuatg neutral had three points, mildly
agree had 4 points, strongly agree had 5 pointsmRhe findings respondents mildly
agreed with the measures that increasing the disidoof information on public debt
issuance and statistics measures, Establishingategee (repo) market and Setting up

issuance calendars to improve transparency witlean of 3.7, 3.5 and 3.5 respectively.
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While respondents were neutral on measures likeodoting a system of primary
dealers, extending the yield curve, Holding reguteetings with dealers, institutional
investors and rating agencies with a mean of 34, and 3,2 respectively this shows
that respondents agreed that increasing the digelosf information on public debt
issuance and statistics, and Establishing repaeci{eepo) market and Setting up
issuance calendars to improve transparency wersuresabeing implemented in order to

improve the liquidity of secondary markets.

Table4.7: Whether the company raised itslong-term debt finance

Whether the company raised itslong-term debt finance
Frequency Per centage
Open market (NSE) 21 58.3
Private placement 15 41.7
Totals 36 100

Table 4.7 illustrates whether the company raisedlong-term debt finance where
majority 58.3% indicated that they had raised lterga debt finance in the open market
(NSE) while 41.7% had raised long-term debt finameeprivate placement. This

indicated the wide usage of open market (NSE) logpamies.

Figure4.5: Whether thereisa Regulatory framework in Kenya

Whether there is a Regulatory frame work in Kenya

‘
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Regarding whether there is a regulatory frame worKenya majority 58% disagreed
with the statement that there was a regulatory éravork in Kenya while 42% agreed
that there was no regulatory frame work in Kenys $hows that most respondents
disagree that there is a regulatory frame work anya as advisory services are not
available thus posing a critical challenge to infation availability (Bazet al 1999;
IOSCO, 2002).

Table 4.8: The extent the Respondents agreed with the following statements

The extent to which therespondents agreed with the following statements

Mildly Mildl | Stron
Strongly | disagre | Neu y gly Std.d
disagree e tral | agree | agree | Mean ev
The law treats all investors fairly and
equally 11.2 14 36.4 224 16.8 3.22 1.16
The integrity of the bond market has
improved due to improved regulationg 2.8 14 33.6|] 25.2 25.6) 3.6( 1.08

The regulatory framework has enabled
the control of systematic risk in the
market 3 5.6 28 36.4 28 3.84 0.9¢

There is a longer lad between handover
and complete payment which raises the
risk of non-delivery of payment and
therefore an impediment to the

corporate bonds market development 8.4 1142 33.6 .8 30 16.8 3.39| 1.097

Lack of enforcement of rules to

guarantee the protection of rights and
claims through the life of the contract
or in case of its dissolution is a major
hindrance to corporate bonds market
development in Kenya 8.4 22.4 39|12 19|6 11.2 3.05R063

Table 4.8 illustrates the extent whether resporslagteed with certain statement where
strongly disagree had one point, disagree had tuatg) neutral had three points, mildly
agree had 4 points, strongly agree had 5 pointsnRhe findings the managers mildly
agreed that regulatory framework had enabled thdral of systematic risk in the
market, and the integrity of the bond market hagroved due to improved regulations
with a mean of 3.8 and 3.6 respectively while resjgmts were neutral on if there is a
longer lad between handover and complete paymelchwhises the risk of non-delivery
of payment and therefore an impediment to the gatpdoonds market development, The
law treats all investors fairly and equally andafly lack of enforcement of rules to

guarantee the protection of rights and claims thinotlne life of the contract or in case of
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its dissolution is a major hindrance to corporateds market development in Kenya
with a mean of 3.4, 3.2 and 3.1 respectively. ®hisws that respondents agreed that
regulatory framework enabled the control of systitnask in the market, and the
integrity of the bond market had improved due tproved regulations

Figure 4.6: Stock Market is Attractive enough for issuing debt finance

Stock Miarket is Attractive Enough for issuing debt finance

In addition the researcher was interested to kndwthaer the stock market is attractive
enough for issuing debt finance, where majorityp&greed with the that stock market
is attractive enough for issuing debt finance wHil®6 disagreed that stock market is
attractive enough for issuing debt finance astiated by figure 4.6. This indicates that

most of the companies were in favor of the stockketato issue debt finance.

Table 4.8: How significantly factors influences the attractiveness of the corporate

bondsin the Kenyan financial markets

How factorsinfluencesthe attractiveness of the cor porate bondsin the Kenyan financial
markets

Very Signifi | Indiff Not Insigni | Me | Std.
Factors significant | cant erent | significant | ficant | an | dev
Under development of
the stock market 11.2 14 28 36.4 11.p 3.3 1112
Liquidity problems 19.6 33.6 25.2 14 2.8 2.3 12
Crowding out of issues
and investors 20 33.6 36.4 11.2 - 2.4 0)89
Low professional
advisory services 5.6 25.2 30. 22.4 16,8 3.2 112
Poor regulatory
environment 5.6 16.8 28 33.6 16.§ 3.4 1,07
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Regarding how factors influence the attractivered@sthie corporate bonds in the Kenyan
financial markets. Crowding out of issues and itwes Liquidity problems, were

significant with a mean of 2.4, 2.3 respectivelyilehrespondents were indifferent on
Poor regulatory environment factor, Under develeptrof the stock market factor, Low
professional advisory services factor, with a mef8.41, 3.25, and 3.22 respectively as
shown in table 4.9. This shows that crowding outissilues and investors Liquidity

problems were significant in attracting of the aogie bonds in the Kenyan financial

markets.

44  Factor Analysis

Table4.9: Total Variance Explained for Analysis on measures

Comp Initial Eigen values Rotation Sums of Squared Loadingg
onent| Total (% of Varianc{Cumulative % Total |% of VariancdCumulative 9
1 3.645 60.757 60.757 3.098 51.628 51.629
2 1.051 17.527 78.273 1.599 26.646 78.273
3 .687 11.458 89.73]

4 A73 7.891 97.627

5 .081 1.355 98.979

6 .061 1.024 100.00(

Extraction Method: Principal Component Analysis.

From the table above there are two factors reptegen8% of the variables. Factor one
alone represents 51.6% which is a very large ptapgrhence it means it is contributing
the largest explanation of the variance withinthaables. The Eigen value is also grater
than three which is also an indicator of how imaottit explains the variance. The
variables with an Eigen value of less than one weteconsidered because their
contribution to the explanation of variance witkine variables is low and can be
considered to be redundant compared to the othierblas. More explanation on how the
factors come about can be found in the Scree ploibwhich is a diagrammatic

representation.
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Scree Plot

Eigenvalue
i

T T T T
4 2 3 E

th]
o

Component Number

The Scree plot above shows the level at whichdhb®fs are chosen. The variables that
are at the level where the graph becomes less steepvens out were not chosen. This
is because these variables are considered to erpsrtant in explaining variances as
seen above (Eigen values).

Table 4.10: Rotated Component Matrix of measures

Component
1 2
Extending the yield curve 837 479
Issuance calendars to improve transparency 811 -23]
Disclosure of information on public debt/statistics .807 513
Regular meetings with stake holders .654 .042
Introducing a system of primary dealers .030 915
Establishing REPO .813 462

Extraction Method: Principal Component Analysisot®ion Method: Varimax with Kaiser
Normalization. Rotation converged in 3 iterations.

Factor one; availability of information has fiveriables extending the yield curve,
issuance of calendars, disclosure of informatiorpwoilic debt, meetings of stakeholders
and establishing repurchase market. Factor twatisducing a system of primary dealers

which is the only variable in that factor.
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Table4.11: Total Variance Explained on extent of agreement

Compd Initial Eigen values Rotation Sums of Squared Loadings
nent Total | % of Variancd Cumulative % Total | % of Variancgd Cumulative %
1 1.358 27.157 27.157 1.346 26.921 26.92]
2 1.319 26.386€ 53.534 1.33] 26.6171 53.53§
3 1.010 20.19] 73.729
4 .680 13.596 87.325
5 .634 12.674 100.00(

Extraction Method: Principal Component Analysis.

From the table above there are three factors demith a contribution to explanation of
variance of 53.5% cumulative percentage. AlthoughEigen value gives the factors as

three, that is factors that have an Eigen valuatgrethan one, only two factors are

derived to ensure a better analysis and interpoetaf the outcome.

Scree Plot

1.4

1.2

1.07

Eigenvalue

0.8

T
2 3

Component Number
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The Scree plot above shows the level at whichdhtofs are chosen. The variables that
are at the level where the graph becomes very stegpnot chosen. Hence the Eigen
Value is not used to determine the number of fachmd the two values above the steep
slope are chosen.

Table 4.12: Rotated Component Matrix on extent of agreement

Component
1 2

No discrimination of investors by Law -.001 418
Integrity of bond MKT improves due to regulation .169 .786
Regulatory framework has enabled the control of .756 -.048
systematic risk in the market

Longer lag leads to impediment of bond MKT -.564 .610
development

Lack of enforcement of rules is an hindrance .654 .405

Extraction Method: Principal Component Analysisot&®ion Method: Varimax with Kaiser
Normalization Rotation converged in 3 iterations.

Factor one; Regulation has two variables; regwatmamework at 75.6% and lack of
enforcement of rules at 65.4%. Factor two; improgemof bond market has three
variables; no discrimination of investors by law 4it.8%, integrity of bond market
improves due to regulation 78.6% and shorter lag tieads to no impediments of bond
market development 61%.

Table4.13 Total Variance Explained on influence on the bond market

Compo Initial Eigen values Rotation Sums of Squared Loadings
nent Total | % of Variance| Cumulative %| Total % of Variance| Cumulative %
1 2.384 47.714 47.714 1.984 39.644 39.644
2 1.466 29.315 77.03] 1.869 37.387 77.03]
3 975 19.499 96.53(

4 122 2.438 98.964

5 .052 1.032 100.00(

Extraction Method: Principal Component Analysis.
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From the table below there are two factors repitasgi’ 7% of the variables. Factor one
alone represents 47.7% cumulative percentage whiahvery large proportion; hence it
means it is contributing the largest explanationthef variance within the variables. The
Eigen value is also grater than two which is alsandicator of how important it explains
the variance. The variables with an Eigen valudes$ than one were not considered
because their contribution to the explanation afaree within the variables is low and

can be considered to be redundant compared tdhke ariables.

Scree Plot

2.0

Eigenvalue

0.0

T T
1 2 3

N
L

Component Number

The Scree plot above shows the level at whichdhtofs are chosen. The variables that
are above the elbow were chosen. This is becaese thariables are considered to be
less important in explaining variances as seenaligigen values).

Table 4.14 Rotated Component Matrix on influence on the bond mar ket

Component
1 2
Under development of stock MKT .031 -.267
Liquidity problems .983 .01d
Crowding out of Issues and Investors 977 137
Low Professional advisory services .204 .940
Poor Regulatory Environment .136 .948

Extraction Method: Principal Component Analysistd&ion Method: Varimax with Kaiser

Normalization. Rotation converged in 3 iterations.
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Factor one; Liquidity has two variables; liquidiiyoblems and crowding out of issues
and investors hence both factor tend to bring bet fact that there is low investor
confidence in the corporate bond market. Factor, inemdequate knowledge; due to low
professional advisory services and poor regulasryironment. The first variable is

ignored because its contribution to either factorary low.
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CHAPTER FIVE
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

51  Summary and Findings

This study sought to investigate the factors infltieg the development of corporate
bonds markets in Kenya. Regarding gender of thporefents majority 69.4% of the
respondents were male while 30.6% were female. idegpage of respondents most of
the respondents 41.7% were between 36 to 45 yeaits 86.1% were above 45 years
old. Majority (59%) of the respondents were gradsaB3% had masters. The length of
time the company has been in existence where 388 been in existence between 10
to 20 years, 25% were between 20 to 30 years @di% were over 30 years old.
Majority (52.8%) agreed that they had issued destrument while 47.2 disagreed that
they had not issued any debt instrument. |Regartipg of debt instruments 27.8%
issued convertible bonds, 16.7% issued Floatinge rdonds, 16.7% issued
Variable/adjustable bonds, 16.7% issued Callablelbo

Regarding the number of times the company hasdd&edbt capital in the last five years
38.9% said that they had raised debt capital twidbe last five years while 25 % had
raised debt capital thrice in the last five ye@&96 had raised debt capital once in the last
five years. The extent whether respondents agretddtie following statement where
strongly disagree had one point, disagree had tuatg neutral had three points, mildly
agree had 4 points, strongly agree had 5 points.

Majority 58.3% indicated that they had raised Idegn debt finance in the open market
(NSE) while 41.7% had raised long-term debt financerivate placement. Majority
58% with the statement that there was a regulafi@iype work in Kenya while 42%
disagreed that there was no regulatory frame woHenya.

Managers mildly agreed that regulatory framewor#t Baabled the control of systematic

risk in the market, and the integrity of the bondrket had improved due to improved
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regulations with a mean of 3.8 and 3.6 respectivilgjority (53%) agreed that stock
market is attractive enough for issuing debt firranchile 47% disagreed that stock
market is attractive enough for issuing debt firmariRegarding attractiveness of corporate
bonds crowding out of issues and investors Liguigitoblems, were significant with a
mean of 2.4, 2.3 respectively while respondentsewadifferent on Poor regulatory
environment factor, under development of the stoekket factor, and Low professional

advisory services factor with a mean of 3.41, 3&2fsl 3.22 respectively

5.2 Conclusion

Based on the findings, companies listed in NSE fdoe corporate bond market
development challenge through inadequate disclos@irenformation on public debt
issuance and statistics measures. The companies aufficiently dealt with
establishing repurchase (repo) market as well timgeip issuance calendars to improve
transparency. At the same time there is scarcelatgy frame work in Kenya as
advisory services are not available thus posingritical challenge to information

availability.

Law in Kenya in addition do not treat all investdairly and equally while inadequacy in
enforcement of rules to guarantee the protectiongbits and claims through the life of
the contract or in case of its dissolution is aan&jindrance to corporate bonds market
development in Kenya. Moreover, crowding out ofues and investors liquidity

problems are also major impediments to developmicbrporate bond market

From the study it is clear that, regulatory framewoenable the control of systematic
risk in the market, and the integrity of the bondrket had improved due to improved
regulations. Most of the companies were in favouthe stock market to issue debt
finance while crowding out of issues and investticglidity problems were significant in
attracting corporate bonds in the Kenyan finaneiatkets.
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5.3 Recommendations

Financial market is a mechanism that allows peaplduy and sell (trade) financial
securities (such as stocks and bonds), commod{sesh as precious metals or
agricultural goods), and other tangible items olugaat low transaction costs and at
prices that reflect the efficient-market hypothesorporate bonds are particularly
effective means of capital advancement in many aatpns. Towards this end and

based on the findings, the researcher recommeatis th

Companies listed in NSE should embark on creatimgreness to the public on what are

corporate bonds and how they are beneficial tonestor.

Regulatory frame work in Kenya as advisory serviskeuld be enhanced to mitigate
critical challenge to information availability

Regulatory bodies should formulate policies to affeely enable, disclosure of
information on public debt issuance and statistiosasures, establishing repurchase
(repo) market and Setting up issuance calendamnpoove transparency. In addition,
regulatory framework should enable the controlysttematic risk in the market, and the

integrity of the bond market had improved due tproved regulations

Companies issue corporate bonds to raise fundsafeariety of purposes, such as
building a new plant, purchasing equipment, or gngwthe business. While corporate
bonds are not well developed in Kenya companiesidhme cautious when raising debt

equity from the market as it has been stagnant.

Companies should take advantage of corporate hiarttie long term as they will be the
source of diffusing stresses on the banking sdoyadiversifying credit risks across the
economy, Diffusing foreign exchange, interest ratel refunding risk, Supplying long-
term funds for long-term investment needs, Supplyong-term investment products for
long-term investors, Lowering funding costs by awog a liquidity premium providing
products with flexibility to meet the specific neeaf investors and borrowers, allocating

capital more efficiently, and reducing relianceforeign funds.

45



54  Suggestionsfor further studies

The study also suggested areas for further study:

There is need to carry the same study in othes drthe country to find out whether the

same results will be obtained.

A study research should be carried on individudlustries in the market to find out the

effects of raising long term capital through boads other means of raising capital.

A study research should be carried out on otheurgexs traded by companies in the
NSE.

46



REFERENCES

Alexander, Gordon, Amy Edwards, and Michael F&@00, The determinants of trading
volume of high-yield corporate bondgurnal of Financial Market8, 177-204.

Alworth, Julian S. And Claudio E. V. Borio, (2004 Commercial Paper Markets: A
Survey,” BIS Economic Papers No. 37 (Basle: Bank {faoternational
Settlements).

Asian Development Bank (2002) Bond Market Developimnia East Asia: Issues and
Challenges, Regional Economic Monitoring Unit, ManPhilippines.

Ball R, A Robin and J S Wu (2003): Incentives verstandards: properties of accounting
income in 4 East Asian countrie3purnal of Accounting and Economjc36,
pp235-70.

Baz, J., D. Mendez-Vives, D. Munves, V. Naik andPdress (1999Dynamics of Swap
Spreads: A Cross-Country Studyehman Brothers, International Fixed Income
Research.

Bhattacharya U, H Daouk and M Welker (2003))hé world price of earnings opacity”,
Accounting Reviewpp 641-78.

Bhaumik, S.K., S. Bose and D. Coondoo (2003) “TimeeEing Indian Bond Market:
Evolution, Problems and Prospectdgurnal of Global Financial.

Calmes, Christian, 2004Regulatory Changes and Financial Structure: Thes€eaof
Canada,” Working Paper 2004-26, Bank of Canada.

Campbell, John Y. and Glen B. Taksler (200&guity Volatility and Corporate
Bangkok, Thailand, Junel3, 2002.

Capulong, Ma. Virginita, David Edwardfavid Webb and Juzhong Zhuang, 2000
Corporate Governance and Finance in East Asia, i{MafAsian Development
Bank).

Cha, Hyeon-Jin, 200ZAnalysis of the Sluggish Development of the Seapniarket
for Korean Government Bonds, and Some Propos@ispublished; Seoul: The
Bank of Korea, Financial Markets Department, May).

Chen, L., Lesmond, D.A., Wei, J. (2007), "Corporgitdd spreads and bond liquidity",
Journal of FinanceVol. 62 pp.119-49.

Cornell, B., Shapiro, A.C. (1987), "Corporate staieers and corporate finance",
Financial Managemen¥/ol. 16 pp.5-14.

47



EMEAP, (2002), “Payment Systems in EMEAP Economi@sailable via the internet:
http://www.emeap.org/redbook2/redbook.pdf.

Faff, R., Nguyen, H. (2002), "On the determinantsderivative usage by Australian
companies"Australian Journal of Managemenfol. 27 No.1, pp.1-24.

Fan, J P Hand T J Wong (2002): “Corporate ownprstiucture and informativeness of
accounting earnings in East Asidgurnal of Accounting and Economjasl 33,
pp 401-25.

Fite, D., Pfleiderer, P. (1995), "Should firms wezivatives to manage risk?", in Beaver,
W., Parker, G. (EdfRisk Management: Problems and SolutjolkGraw-Hill,
New York, NY, pp.61-76.

Freeman, R.E. (1984%trategic Management: A Stakeholder Approaerentice-Hall,
Englewood Cliffs, NJ.

Gakuru W.K. (2004) The Relationship between StoekuRhs & Bond Returns In The
NSE. Unpublished MBA Thesis, University of Nairobi.

Greenbaum, S, Thakor, A. (1995)ontemporary Financial IntermediatiprDryden
Press, New York, NY, pp.48-128.

Harris, Lawrence, and Michael Piwowar, 2006, Seaoyndrading costs in the municipal
bond marketJournal of Financdorthcoming.

Herring, R.J. and N. Chatusripitak (2000)he Case of the Missing Market: The Bond
Market and Why it Matters for Financial DevelopnierADB Institute Working
Paper 11, ADB, Tokyo.

Herring, Richard J. and N. Chatusripitak (2000he Case of the Missing Market: The
Bond Market and Why It Matters for Financial Deyaioent”, ADB Institute
Working Paper Series No. 11, July 2000.

IMF, (2005),Global Financial Stability ReporéWorld Economic and Financial Surveys,
(Washington, forthcoming, April).

IOSCO (2002),“The Development of Corporate Bond Markets in EnreggMarket
Countries”, The Emerging Markets Committee of the InternatidDeganization
of Securities Commissions, May, 2002.

IOSCO, (2004), Transparency of Corporate Bond Mark&eport of the Technical
Committee of the International Organization of S&ms Commissions, May.

Jin, Ngiam Kee and L. Loh (2002Developing a Viable Corporate Bond Market: The
Singapore Experience” Economics and Finance No. 2 (2002), Institute of
Southeast Asian Studies.

48



Judge, A. (2006), "Why and how UK firms hedgEYropean Journal of Finan¢é&/ol.
12 No.3, pp.407-41.

Klimczak, K.M. (2005), "Corporate risk managemerdnfi stakeholders' perspective",
Proceedings of TRANS'0SGH, Warsaw, pp.371-80.

Maditinos, D., Sevic, Z., Theriou, N. (2007), "Irsters' behavior in the athens stock
exchange"Studies in Economics and Finand&l. 24 No.1, pp.32-50.

Mathieson, Donald J. and Jorge E. Roldos, (2004)cal Securities and Derivatives
Markets in Emerging Markets: Selected Policy Issueéa Emerging Local
Securities and Derivatives Markets, World Econorard Financial Surveys
(Washington: International Monetary Fund).

Mayers, D., Smith, C.W. (1987), "Corporate insuenand the underinvestment
problem"”, The Journal of Risk and Insurandgol. 54 No.1, pp.45-54.

Micu, M, E Remolona and P Wooldridge (2004)fthe price impact of rating
announcements: evidence from the credit defaulpswarket”, BIS Quarterly

Mihaljek, Dubravko, Michela Scatigna and Agustinllafi (2002) “Recent Trends in
Bond Markets,” in The Development of Bond MarketsEmerging Economies,
BIS Paper No. 11, (Basel: Bank for InternationatiSments).

Mirshekary, S., Saudagarah, S. (2005), "Perceptenmd characteristics of financial
information users in developing countries: evidericem Iran”, Journal of
International Accounting, Auditing and Taxatjorol. 14 pp.33-54.

Misati, R.N., 2007, “Liberalization, Stock Market elzelopment and Investment
Efficiency in Africa,” paper presented at the CSA&Bnference, University of
Oxford March 18-20.

Moody’s Investor Service, (2002YMalaysia’s Debt Capital Markets Assume New
Importance,” Special Comments (New York, March) National Sa®siClearing
Corporation 1997, Emerging Markets: Developing €@eae and Settlement
Systems.

NSE Handbook, 2008/2009, Nairobi: Government Printe

Okoola C.A. (2006), An Investigation Into The Adtliavestment Performance Of Bonds
Listed At The NSE. Unpublished MBA Thesis, Univéyaf Nairobi

Pedrosa, M., Roll, R. (1998), "Systematic risk amporate bond credit spreadsgurnal
of Fixed IncomgVol. 8 No.3, pp.7-26.

Rakkestad, K.J. and Hein, H.B. (2004) Long-termdhemark rates in the Norwegian
bond market, Economic Bulletin, Vol.4.

49



Rakshit, M. (2000), Crisis and Recovery 1997-9% Ra$a RevisitedMoney & Finance
No 12.

Reszat K., Beate M, (2003), “Japan’s Financial M#sk The Lost Decade,” Hamburg
Institute of International Economics Discussion étdgo. 231.

Roldos E, (2004), “Pension Reform, Investment Regins, and Capital Markets,” IMF
Policy Discussion Paper PDP/04/4, (Washingtonri@gonal Monetary Fund).

Roldos E., Jorge E., (2004a), “Emerging Local Bdvidrkets,” in Emerging Local
Securities and Derivatives Markets, World Econorard Financial Surveys
(Washington: International Monetary Fund).

Samuelson, P.A, Nordhaus, W.D (198&gonomics McGraw-Hill, New York, NY,
pp.233.

Sand, (2000): Modelling the Swap Spread: Eviddnme Norwegian Capital Markets.
M.Sc. Dissertation, Dep. of Economics, UniversityOslo.

Schinasi, Garry J. and R. Todd Smith, (1998)jxed-Income Markets in the United
States, Europe, and Japan: Some Lessons for Engekfgmkets,” IMF Working
Paper No. WP/98/173, (Washington: International btary Fund).

Smith, C.W., Stulz, R.M. (1985), "The determinaotdirms' hedging policies"Journal
of Finance and Quantitative Analysiol. 20 No.4, pp.391-405.

Tufano, P. (1996), "Who manages risk? An empireamination of risk management
practices in the gold mining industryThe Journal of FinangeVol. 51 No.4,
pp.1097-137

van Landschoot, A. (2007), "Determinants of euromtestructure of credit spreads”,
National Bank of Belgium, Brussels, working paper,

Vuong Quan Hoang (1997a) “A question of leveragégtnam Investment

Williamson, O.E. (1987),The Economic Institutions of Capitalism: Firms, Meis,
Rational ContractingThe Free Press, New York, NY.

Williamson, O.E. (1998), "The institutions of gowance", AEA Papers and
ProceedingsVol. 88 No.2, pp.75-9.

Zervos S., (2004);The Transactions Costs of Primary Market Issuantée Case of
Brazil, Chile and Mexico,”"Whither Latin American Capital Markets?, LAC
Regional Study (Washington: World Bank).

50



APPENDICES

Appendix |: Letter of Introduction
To whom it may concern

| am a Masters of Administration (MBA) student ohildersity of Nairobi and currently
conducting a survey research for a Finance proggzrding the corporate bond issuance
in the Kenyan Financial markets. My request is gk wou to fill in this questionnaire
attached here completely and honestly so that ¥ assist me in the analyzing the
findings thereafter to reflect a true picture c# gituation in the market. | wish to promise
that this information will only be used for the pose stated and no other. Should you
wish to access my findings, then place a requestitmg and it shall be made available

to you.

| shall appreciate it very much if you do it as s@s possible and return it to me by the

mail reply or inform me to collect.
Thanks,

Yours truly,

Alex Maloba,
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Appendix I1: Questionnaire 2) Job

title

SECTION A: Demographic

Information

1) Name of the company

3) What is your age?

Below 25 [ ] 36-45

25-35 [ ] Above 45

4) What is your highest level of education?

A’ Level [ ] O’ Level
Graduate [ ] Primary level
Masters [ ]

5) How long has the company been in existence?

Less than 5 years [ ] Between 20 and 30 years

Between 5 and 10 years [ ] Over 30 years

Between 10 and 20 years [ ]

6) In what segment/section is your company listedh@enNSE?

Agricultural segment [ ] Industrial and Allied
Commercial and services [ ] Alternative investment
Finance and investment [ ]
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SECTION B: General Information
7) Has your company issued any debt instruments?
Yes [ ] No [ ]

8) If yes, which debt instruments has your company&d8

Convertible bonds [ ] Callable bonds [ ]
Zero-coupon bonds [ ] Step up bonds [ ]
Floating rate bonds [ ] Step down bonds [ ]

Variable/adjustable bonds [ ]

Others (specify)

9) Has the company raised long term debt through bontie past 5 years?
Yes [ ] No [ ]
If yes, how many times has debt capital been rdiséue 5 years? Check one
Once [ ] Thrice [ ]
Twice [ ] More than three times [ ]

10)Do you agree that the measures in the table betevb@ing implemented in order to
improve the liquidity of secondary markets?

v" 1 means strongly disagree v" 4 means mildly agree
v' 2 means mildly disagree v" 5 means strongly agree

v 3 means neutral
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Measure 1 2 13 4

Extending the yield curve

Setting up issuance calendars to improve transpgaren

Increasing the disclosure of information on puldiebt issuance and
statistics

Holding regular meetings with dealers, institutioimaestors and rating
agencies

Introducing a system of primary dealers

Establishing repurchase (repo) market

11)Where does the company raise its long-term debhtia? Check one
I.  Open market (NSE)
ii.  Private placement
iii.  Other, specify & main

Reason

12)Do you agree that there is a reliable regulataaynfwork in Kenya has instilled more

investor confidence?
Yes [ ] No [ 1]
13)Please explain the extent to which you agree wighfollowing statements:

1 means strongly disagree v' 5 means strongly agree
2 means mildly disagree

v
v
v' 3 means neutral
v

4 means mildly agree
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Measure 1 213 4 5

The law treats all investors fairly and equally

The integrity of the bond market has improved doeimproved
regulations

The regulatory framework has enabled the contraystematic risk in
the market

There is a longer lad between handover and compkyenent which
raises the risk of non-delivery of payment and ¢fee an impedimen
to the corporate bonds market development

—

Lack of enforcement of rules to guarantee the ptmte of rights and
claims through the life of the contract or in cadets dissolution is a
major hindrance to corporate bonds market developmeKenya

14)Do you think the stock market is attractive enough issuing long-term debt

finance? Tick one,
i. Yes
il No
(D)IF NO, Why? EXPlain ... e e e e e e e e e e e e e

15)Please, indicate by a tickV)( how significantly each of the following factors

influences the attractiveness of the corporate amthe Kenyan financial markets.

FACTOR Very Significant | Indifferent | not Insignificant
significant significant

Under development
of the stock market
Liquidity problems
Crowding out of
issues and
investors

Low professiona
advisory services
Poor regulatory
environment
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16)In your opinion, what can be done to attract mamgpaorate bonds to the stock market

in Kenya?

Thanksfor your cooperation
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Appendix I11: CompaniesListed in NSE

MAIN INVESTMENTS MARKET SEGMENT (MIMS)

AGRICULTURAL
Unilever Tea (K) Ltd.
Rea Vipingo Ltd.

Sasini Tea & Coffee Ltd.
Kakuzi Ltd.

COMMERCIAL & SERVICES

Car & General Ltd.

Cmc Holdings

Hutchings Biemer Ltd (Currently Suspended)
Kenya Airways

Marshalls E.A. Ltd.

Nation Media Group

Tps (Serena) Ltd.

Uchumi Supermarkets Ltd.

FINANCE AND INVESTMENT
Barclays Bank of Kenya Ltd.

Cfc Bank Ltd.

Diamond Trust Bank Of Kenya Ltd.
Housing Finance Company Of Kenya Ltd.
Icdc Investment Company Ltd.
Jubilee Insurance Co. Ltd

Kenya Commercial Bank Ltd.

National Bank Of Kenya Ltd.

National Industrial Credit Bank Ltd.
Pan Africa Insurance Holdings Co. Ltd
Standard Chartered Bank Ltd.

INDUSTRIAL AND ALLIED
Athi River Mining

Boc Kenya Ltd.

Bamburi Cement Ltd.

British American Tobacco Kenya Ltd.
Carbacid Investments Ltd.
Crown Berger (K) Ltd.
Olympia Capital Holdings Ltd.
E.A. Cables

E.A Portland Cement Co. Ltd.
E.A. Breweries Ltd.

Sameer Africa Ltd.
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Kenya Power & Lighting Co. Ltd.
Kenya Oil Ltd.

Mumias Sugar Company

Total Kenya Ltd.

Unga Group Ltd.

ALTERNATIVE INVESTMENTS MARKETS SEGMENT (AIMYS)
A. Baumann And Company Ltd.

Citytrust Ltd.

Eaagads Ltd

Express Kenya Ltd.

Williamson Tea Kenya Ltd

Kapchorua Tea Co. Ltd.

Kenya Orchards

Limuru Tea Co. Ltd.

Standard Newspapers Ltd.
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Appendix v: Factor Analysis
Factor Analysis on measures to improve the liquidity of
secondary markets

Communalities

Initial
Extending the yield curve 1.00¢
Issuance calendars to improve transparency 1.00d
Disclosure of information on public debt/statistics 1.00¢
Regular meetings with stake holders 1.00d
Introducing a system of primary dealers 1.00¢
Establishing REPO 1.00¢
Extraction Method: Principal Component Analysis.
Total Variance Explained
Compd Initial Eigen values Rotation Sums of Squared Loadingg
nent Total |% of Variancd Cumulative %4 Total |% of Variancd Cumulative %
1 3.645 60.752 60.752 3.094 51.628 51.62¢8
2 1.051% 17.523 78.273 1.599 26.64¢6 78.273
3 .687 11.459 89.731
4 AT73 7.891 97.622
5 .081 1.355 98.978
6 .061 1.027 100.00(
Extraction Method: Principal Component Analysis.
Scree Plot

Component Number

60



Rotated Component Matrix

Component
1 2
Extending the yield curve .837 479
Issuance calendars to improve transparency .811 -.231
Disclosure of information on public debt/statistic .807 513
Regular meetings with stake holders .654 .042
Introducing a system of primary dealers .030 915
Establishing REPO .813 462

Extraction Method: Principal Component Analysisot&®ion Method: Varimax with Kaiser
Normalization. Rotation converged in 3 iterations.

Component Transformation Matrix

Component 1 2
1 .888 459
2 -.459 .889

Extraction Method: Principal Component AnalysiRotation Method: Varimax with Kaiser
Normalization.

Factor Analysis on extent of agreement with the measures using
Eigen values

Communalities

Initial
No discrimination of investors by Law 1.00¢
Integrity of bond MKT improves due to regulation 1.00¢
Regulatory framework has enabled the control ofesgatic risk in 1.00d
the market
Longer lad leads to impediment of bond MKT develepin 1.00¢
Lack of enforcement of rules is an hindrance 1.00(

Extraction Method: Principal Component Analysis.
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Total Variance Explained

Comp Initial Eigen values Rotation Sums of Squared Loading$
onent| Total |% of Varianc{Cumulative % Total |% of Variancd Cumulative 9
1 1.358 27.152 27.152 1.3172 26.24¢ 26.24¢
2 1.31¢ 26.38¢ 53.538 1.300 25.995 52.241
3 1.010 20.191 73.724 1.074 21.48¢ 73.724
4 .68( 13.59¢ 87.325
5 .634 12.675 100.00(
Extraction Method: Principal Component Analysis.
Scree Plot
! - Compone?‘nt Number : °
Rotated Component Matrix
Component
1 2 3
No discrimination of investors by Law -.002 -.009 945
Integrity of bond MKT improves due to -.27(Q .790 125
regulation
Regulatory framework has enabled theg 749 214 287
control of systematic risk in the market
Longer lad leads to impediment of bon -.765 .184 .265
MKT development
Lack of enforcement of rules is an .305 72 -.110
hindrance
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Extraction Method: Principal Component Analysisot&®ion Method: Varimax with Kaiser

Normalization. Rotation converged in 5 iterations.

Component Transformation Matrix

Component 1 2 3

1 469 .846 .252
2 -.854 .363 373
3 223 -.389 .894

Extraction Method: Principal Component AnalysiRotation Method: Varimax with Kaiser

Normalization.

Factor Analysis on extent of agreement with measures using 2

factors

Communalities

Initial

No discrimination of investors by Law
Integrity of bond MKT improves due to regulation

the market
Longer lad leads to impediment of bond MKT develepin

Lack of enforcement of rules is an hindrance

Regulatory framework has enabled the control ofesgatic risk in

1.00(
1.00(
1.00(

1.00(
1.00¢

Extraction Method: Principal Component Analysis.

Total Variance Explained

Initial Eigen values Rotation Sums of Squared Loadingls

Comp % of
onent| Total Variance |Cumulative 9 Total

% of
Variance

Cumulative ¢

1.35§ 27.152 27.152 1.344
1.319 26.384 53.53§ 1.331]
1.014 20.191 73.728
.680 13.59¢ 87.325
.634 12.675 100.00(

a b~ W N P

26.921
26.617

26.921
53.53¢

Extraction Method: Principal Component Analysis.
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Scree Plot

1.4

1.2

Eigenvalue
:
1

0.8

0.6™

T T T T T
1 2 3 a 5
Component Number

Rotated Component Matrix

Component
1 2

No discrimination of investors by Law -.001 418
Integrity of bond MKT improves due to regulatig 169 .786
Regulatory framework has enabled the control .756 -.04§
systematic risk in the market

Longer lad leads to impediment of bond MKT -.564 .610
development

Lack of enforcement of rules is an hindrance .654 4085

Extraction Method: Principal Component Analysisot&ion Method: Varimax with Kaiser
Normalization. Rotation converged in 3 iterations.

Component Transformation Matrix

Component 1 2
1 .836 .549
2 -.549 .836

Extraction Method: Principal Component AnalysiRotation Method: Varimax with Kaiser
Normalization.
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Factor Analysis on factors influencing the corporate bond market

Communalities

Initial

Underdevelopment of stock MKT

Liquidity problems
Crowding out of Issues and Investors

Low Professional advisory services
Poor Regulatory Environment

1.00¢

1.00(
1.00(

1.00(
1.00(

Extraction Method: Principal Component Analysis.

Total Variance Explained

Initial Eigen values Rotation Sums of Squared Loadingls

Comp % of % of
onent| Total Variance |Cumulative 4 Total Variance |Cumulative ¢
1 2.384 47.716 47.716 1.987 39.644 39.644
2 1.464 29.315 77.031 1.869 37.387 77.031]
3 .975 19.494 96.53(
4 122 2.439 98.968
5 .052 1.037 100.00(
Extraction Method: Principal Component Analysis.

Scree Plot

T
3

N

Component Number
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Rotated Component Matrix

Component
1 2
Underdevelopment of stock MKT .031 -.267
Liquidity problems .983 .01d
Crowding out of Issues and Investors 977 137
Low Professional advisory services .204 .940
Poor Regulatory Environment .136 .948

Extraction Method: Principal Component Analysisot&ion Method: Varimax with
Kaiser Normalization. Rotation converged in 3 itienas.

Component Transformation Matrix

Component 1 2
1 749 .662
2 .662 -.749

Extraction Method: Principal Component AnalysiRotation Method: Varimax with Kaiser
Normalization.
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