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ABSTRACT

The capital markets are expected to play a pivotéd in the attainment of Kenya’s
development blueprint ‘vision 2030.’ It is, theregp essential that obstacles to the attainment
of a fair and efficient market are examined andtedoout. This study investigates the
limitations of the Capital Markets Act in combatimgider trading. It also examines whether

reforms would promote a fair and efficient capitadrket.

The study makes use of existing literature as vaslldecided cases to investigate the
inadequacies in the formulation of and provisions inside information, material price-
sensitive information, publication of informatigmpssession of information and disclosure of
information in the Capital Markets Act. This littmee draws out key learnings from other
jurisdictions and analyses how legislation in deped economies treats challenges to the
enforcement of insider trading laws. The doctriaablysis is triangulated with results of a

survey of practical experiences of legal practiienin applying the Capital Markets Act.

The findings affirm the existence of conceptuafidifities in determining the elements of the
crime of insider trading. As a consequence, itaactuded that the present formulation of
insider trading law is inadequate. The study, tfuees makes suggestions for reforms to the

provisions on insider trading in the Capital MaskAtt.
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ABBREVIATIONS

CMA: Capital Markets Authority.

FSB: Financial Services Board.

NSE: Nairobi Securities Exchange.

viii



LIST OF STATUTES:

1. Capital Markets Authority Act, Chapter 485A, Lawisk@nya.

2. Companies Act, Chapter 486, Laws of Kenya.

LIST OF CASES:

1. Republic v Bernard Mwangi KibayiNairobi CMCC 1337 of 2008.

2. Republic v Terrence DavidspNairobi CMCC 1338 of 2008.



LIST OF FIGURES:

Figure 1: Alleged information processing channahie Uchumi cases .............ccccccevueee. 43..
Figure 2: The Term ‘Information’ under the ACL...........ccciiiiiiiiii e 69
Figure 3: Materiality of INfOrmation ..........ccccoiiiiiiii i 71
LIST OF TABLES:
Table 1: Distribution of respondents by OCCUPALION..............uvvvrriiiiiiiieeeeeeee e ceeeeee e, 66
Table 2: Distribution of respondents by years qfeFIeNnCe .............ueuveiiiiieneeeeeeeeeeeeeennnns 67
Table 3: Distribution of respondents by their ag@toto prohibition ...............cceeeiiiiiieeees 67
Table 4: Distribution of respondents by opinioniovestor confidence...........ccccccceeeeenn.n. 68



DEFINITION OF TERMS:

A capital market is a financial market in which financial asset$rma maturity term of more

than one year are traded. It consists of both thegoy market where newly issued securities
are distributed among investors, and the seconaarnkets where already existent securities
are traded. While a bond market handles the buying and seliihgebt securities, a stock

market typically handles the buying and sellingcoimpany stocks and other securities.
Companies, financial institutions or governmensauigsbonds as a means of borrowing long-
term funds. They are normally issued for a fixesnber of periods and are repayable on

maturity.

An efficient market is one in which prices fully reflect all availabl@ormation on a stock
market, and all market participants are privy te thformation; therefore no investor has an

advantage in predicting the return on stock.

Information asymmetry refers to the information imbalance between fim@nservice
providers and the investors they deal with. An epl@mis corporate officers, company
directors and persons in similar positions who gahehave access to information that may

not be available to all investors. Those personth wiasy and or prior access to this

! Capital Markets Authority website.
<http://www.cma.or.ke/index.php?=option=com_docmtask=cat_view&gid=22&itemid=30> Accessed 30
June 2010.

2'S. M. Bainbridge, ‘An Overview of Insider Tradigw and Policy: An Introduction to the Insider Tiragl
Research Handbook’ [2012o. 12-15 UCLA School of Law, Law-EconResearch P&mzies1-37, 26 <
SSRN: http://ssrn.com/abstract=2141457> Accesse¥Ddbctober 2012.
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information may profit from it before public reless Public policy-making bodies have

attempted to alleviate this phenomenon by promgisuch trading activities of insiders.

The terminsider is generally used to describe people who by vidiutheir relationship with

the company have privileged access to informatlmruathe company and its affairs that are
not generally known to the public or securities ke&f This information may be used by a
person either to buy securities at their currerepbefore the information becomes public and
causes prices to rise, or to sell securities at therent price before the price falls when that

information becomes public.

Insider trading refers to buying, selling and dealing in shared aacurities of a listed
company by insiders such as directors, officersmainagement team, employees of the
company or any other connected persons such amejdionsultants, lawyers, analysts who

possess material inside information which is natilable to the investing publf.

Investor protection refers to the protection accorded to shareholdes creditors by the

legal system. Investors obtain certain rights avgrs when they finance firms, for instance
the right to receive certain corporate informatiédl. non-controlling investors need their
interests and rights protected if they are to réep justified benefits of their investment.

Outside investors face the risk that returns oir theestments will never materialize. This is

% George .E. O, Akingunola R.O, and Oseni J.E, ‘Tifuence of Information Asymmetry on Initial Publi
Offers in the Nigerian Stock Market’ [2012] (9Riternational Researctdournal of Finance and Economi8g-
42, 34. < http//www.internationalresearchjourndtathceandeconomics.com> Accessed 12 October 2012.

*N. Walter, ‘Prioritizing Enforcement in Insiderdding’, (2012) (30) Zale Law and Policy Review21-530,
522. < SSRN: http://ssrn.com/abstract=2140867> s&ee on 30 October 2012.

® V. Sharma, ‘Prohibition on Insider Trading: A Thigss Law?’(Law School Research Paper No. 996,
University of London-Centre for Commercial Law Segl2009) 5. < SSRN: http//ssrn.com/abstract=140882
Accessed 19 January 2010.
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because of the possibility of expropriation by th@naging and controlling shareholders,

often referred to as the “insider’.”

Participants in the capital markets include investors: bothvitiial and corporate, issuers,
stockbrokers and investment banks and the markeiatr. An issuer is a publicly traded
company, one that raises money by issuing its otwoks Stockbrokers are intermediary
institutions that assist investors to trade shatdbe stock exchange, while investment banks
are also investment intermediaries, but with a wig@ndate that includes authority to buy

shares in their own name.

Securities regulation as used in this paper refers to the creation byemunent, state
authorities and self-regulatory organizations ¢ésustandards and controls that aim to shape
or prohibit certain behaviour, decision-making anansactions in financial markets and

institutions.

® N. Walter, ‘Prioritizing Enforcement in Insider &ding’, (2012) (30) 2vale Law and Policy Review21-530,
521, 522. < SSRN: http://ssrn.com/abstract=21408&essed on 30 October 2012.
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1. CHAPTER ONE: A BROAD OVERVIEW AND LAYOUT OF RESEARC H

“I realise the important role of the capital masket accelerating the raising of capital to finamoeestment
in key areas such as infrastructure to help pr&jealya to middle income status by year 2030t. Kungu
Gatabaki, newly appointed chairman of the Capitafidts Authority.

Kenya's new long term development blue-print ‘Kenyigion 2030’ aims to create a

globally competitive and prosperous country withigh quality of life by the year 2030. A

key sector under this development blueprint is dreation of a vibrant financial sector
which is to be achieved through the deepeningnaricial markets by raising institutional
capital and tapping international sources of capifhis deepening of financial markets
has generally been found to promote economic dpwaat and it is also the case that
well-functioning capital markets are known to irase economic efficiency, investment

and growttr

Indeed, the importance of capital markets to amesty should not be underestimated
since capital markets provide a mechanism by whigsinesses obtain equity capital and
long term loans from the public. These markets ensm efficient transfer of monetary
resources from those who save money towards thbsenged capital. Also, from the
investors’ perspective, joint stock companies ftaté fast, safe and simple way of transfer
of property through the sale and purchase of sharéise stock market. Thus, the stock

market facilitates investment in financial assétsaddition, it provides a gateway into

" Nation Reporter, ‘Vision 2030 to Guide New CMA @hausiness News, Daily Natigiairobi 16 June
2011), 33.

& Government of Kenya&enya Vision 203(Ministry of Planning and National Development, tobi 2007)
76.

°R. Ngugi et al, ‘Capital Market, Financial Deepenind Economic Growth in Kenya’ (Conference Paper)
1. < Stable URL: http://www.csae.ox.ac.uk/confeesiz009-EDiA/papers/513-Isaya.pdixccessed 12
February 2010.
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Kenya for global and foreign portfolio investorshiah is critical in supplementing the low

domestic saving ratit’.

It is noteworthy that our development blueprint ogmises that a strong regulatory
framework promotes public investor confidence, emea market integrity and is
conducive for companies and financial markets tcobe internationally competitive.
This is in keeping with the public interest theofyregulation which states that regulatory
frameworks ensure market abuse such as insidéngrades not thrivé? Insider trading,
which is the focus of this study, is generally pbaed because it favours few insiders

with advantageous information while denying the samthe public.

The public interest theory of regulation referredabove also posits that legal reform is
deemed necessary where such abuses are not cdntdime is because they would
otherwise undermine public investor confidence, kefr integrity and global
competitiveness. It is in consonance with this vieat many countries that have adopted

insider trading legislation, including Kenya, conte to reform these legislation.

In the case of Kenya, the Capital Markets Act esgslse prohibits insider trading and
establishes this practice as a criminal offencespde this prohibition, there have been
very few prosecutions and none of these have beecessful partly due to challenges

faced in the prosecution process. It is within thamtext that this study investigates the

10 | pid.

1 Government of KenyaKenya Vision 203(Ministry of Planning and National Development, i
2007) 76.

12R. A. Posner, ‘Theories of Economic Regulatiord74] 5(2)The Bell Journal of Economics and
Management Scien@85-358, 335. < Stable URL: http://www.jstor.otglde/3003113Accessed 3
January 2011.
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challenges in the prosecution of the offence ofdmistrading and examines whether

reforms would as a result promote a fair and effiticapital market.

Due to resource constraints, the focus of thisystsitharrowed to challenges arising out of
the legal provisions on insider trading. It is, lewmer, acknowledged that although the
legal framework is of immense importance, the dgwelent of a vibrant capital market

requires a lot more than an adequate legal frameftor
1.1. Background to the Study

Dealing in shares and stocks in Kenya started & 1B20’'s as a sideline business
conducted by accountants, auctioneers, estate sageut lawyers? The Nairobi Stock

Exchange, the country’s only securities exchangas westablished in 1954 through
registration as a voluntary association of stockérs under the Societies Act and was
subsequently incorporated as a company limited tiyrantee® As is the case with a

number of other securities exchanges around th&lwitie Nairobi Stock Exchange was a
mutual exchange owned by its members who acquueld siembership by owning seats
on the exchange. At the dawn of independence, igctivthe exchange slumped due to
the uncertainty of trading conditions in a newldependent Kenya. After independence,
however, Kenya achieved sustained economic gromthtlaere were a number of highly
oversubscribed public issues of shares. Sharespfatiewith the inflation resulting from

the oil crisis in 1972.

13 3. Gakeri, ‘Enhancing Securities Markets in SubaBan Africa: An Overview of the Legal and
Institutional Arrangements in Kenya’' [2011] 9 (bernationalJournal of Humanities and Social Sciences
134-169, 136< http//www.ijhssnet.com/journals/vol91Special Issue_July2011/18.p.d.f> Accessed 32 Jul
2012,

14 Nairobi Securities Exchange Website< www.nse.ce Aecessed 20 November 2012.

5 J. McFie, High Quality Financial Reporting: The Case of thaifdbi Stock Exchange{Lambert
Academic Publishing, Germany 2010) 90.
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Over the years, concerns have raised about inatleqogoorate governance standards and
poor performance as an exchange and more spelsifiedarding the ownership and
directorship structure where a significant numbkthe directors of the Nairobi Stock
Exchange are stock brokers and ownership was peggerhding privileges® This
pointed to inherent conflict of interest betweere tbwners, the members and the

management.

As is the trend in exchanges worldwide, it was psgal that demutualization would
restructure the governance at the Nairobi StockhBmge'’ By separating ownership
rights from trading rights, board appointments wdolle by the shareholders of the
exchange rather than by appointment on the basiseafibership to the exchange. It was,
therefore, hoped that that the resultant board dvbala representative board comprised of
individuals who have the knowledge, capacity, sketkperience and expertise to take
decisions that are in the best interest of thekséxchange, relevant stakeholders and the
market as a whole and not merely for the benefithefindividual interests groups and

member companies which the directors might fee} these the obligation to represent.

The demutualization process commenced in 2005 anguly 2011, the Nairobi Stock
Exchange Limited changed its name to the NairolouBtes Exchange Limited thereby
reflecting the evolution into a full service seti@s exchangé® In September 2011 the

Nairobi Securities Exchange, as part of the denfigatoon efforts, converted from a

8 VIPsight Archives Africa — Kenya
<http://vipsight.eu/index.php?option=com_conten&wiarticle&id=22&Itemid=68&lang=en> Accessed
on 20 November 2012.

" The Finance Act 2010 which came into force on dand, 2011 contained amendments to the Capital
Markets Act and in particular, Section 20 of thepital Markets Act (Cap. 485A) was amended to predid
that a securities exchange licensed under thelfaild be incorporated as a company limited by share

8 This supports trading, clearing and settlementeqfiities, debt, derivatives and other associated
instruments.
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company limited by guarantee to a company limitgd shares and adopted a new
Memorandum and Articles of Association reflectitg tchangé® The impact of these

efforts remains to be realized.

With regard to its regulatory framework, the Rudgsl Regulations of the Nairobi Stock
Exchange were published in 1954, reprinted with radmeents in 1981 and subsequently
revised. The Exchange published its listing marnnaR002. The ‘Continuing Listing

Obligations applicable to all Market Segments’ ogjuces the Fifth Schedule of The
Capital Markets (Securities) (Public Offers, Ligtiand Disclosures) Regulations 2002,

drawn up by the Capital Markets Authority, andtited as sucff.

The Nairobi Securities Exchange (NSE) is a selfs&gry organization and is the
secondary market and the sole licensed tradingaggehin the country. It is supervised by
the Capital Markets Authority (CMA). All applicats for listing at the stock exchange

must be approved by the CMA, and are subject to R8IEs and Regulations.

Meanwhile, the Capital Markets Act and subsidiagislation governing takeovers and
mergers, collective investment schemes, foreigrestors, and guidelines on corporate
governance makes up the core regulatory framewarkdpital markets and securities in
Kenya. The Capital Markets Authority Act was progated in 1988 It established a
capital markets and securities regulatory body, Glagital Markets Authority (CMA),

which was set up in the same year. Subsequentlyuip 2000, the Capital Markets

19 Nairobi Securities Exchange Website <http://ww\.ne.ke/media-center/press-release.html?start=120>
Accessed 20 November 2012.

20 |hid.

2L J. McFie, High Quality Financial Reporting: The Case of thaifdbi Stock Exchange{Lambert
Academic Publishing, Germany 2010) 91.
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Authority Act was amended to include new provisianganding the powers of the

authority?? It was renamed the Capital Markets Act.

The systematic development of Kenya’s capital marlead securities can be traced back
to a government decision in 1980 to cut back ondperations of the public enterprise
sector in order to broaden the base of ownershipeahance capital market development.
In 1984, the International Finance Corporation gredCentral Bank of Kenya conducted a
study on the “Development of Money and Capital Maskn Kenya.” This study became a
blueprint for structural reforms in the financialarkets. It recommended the need to
develop capital markets in order to facilitate Idegm capitaf® Further, the government
indicated its commitment in facilitating growth tbfe capital market reform in late 1980s,

which saw the introduction of institutional and ipglreforms*

The Capital Markets Act establishes the Capital Kdtr Authority as the statutory
regulator, with the objective of promoting, regirigtand facilitating the development of
an orderly, fair and efficient market in Ken{faAnother objective of the Capital Markets
Authority is the protection of investor intereshst instance through the prohibition and
criminalisation of insider tradin®. This is because investors need protection givah th

they are often faced with the possibility of invegttheir money in entities which expose

22 3. Gakeri, ‘Enhancing Securities Markets in SubaBan Africa: An Overview of the Legal and
Institutional Arrangements in Kenya’ [2011] 9 (hjernationalJournal of Humanities and Social Sciences
134-169, 142< http//www.ijhssnet.com/journals/vol91Special Issue_July2011/18.p.d.f> Accessed 32 Jul
2012

2 R. Ngugi et al, ‘Capital Market, Financial Deepenand Economic Growth in Kenya’ (Conference Paper)
3. < Stable URL: http://www.csae.ox.ac.uk/confeesi2009-EDiA/papers/513-Isaya.pd#xccessed 12
February 2010.

24 See Government of Keny&gssional Paper Nol of 1986 on Economic Managefoefenewed Growth
(Ministry of Planning and National Development, id&ii 1986).

5 Capital Markets Act preamble.

%6 Capital Markets Act s 11(d).
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their investment to unnecessary risks, mismanagemetack of accountability thereby

imposing agency costs on theth.

The Capital Markets Act is the law governing insittading in Kenya. This Act prohibits
insider trading, stipulates the statutory defenaed sets out the sanctions for insider
trading. It makes the CMA responsible for thenisi@g, regulation and supervision of all
capital markets participants.The Act also disseminates rules and regulatiors ian

empowered to carry out enforcement and sanctions.

In the enforcement of existing laws, the court&anya have recognised that the rationale
behind the prohibition of insider trading is th@motion of market integrity by enhancing
an orderly and fair operation of the markéThis was highlighted during the country’s
first trials for insider trading in which Bernardwangi Kibaru and Terrence Davidson
were unsuccessfully prosecuted. These formed this b concern over the adequacy of

existing insider trading legislation in Ken¥a.

This study will make use of the challenges in thespcution of the two cases to
investigate the limitations of the Capital Markétst in combating insider trading in

Kenya with a view to charting a path for reform.

27 K. Mwaura, ‘The Failure of Corporate Governance State Owned Enterprises and the Need for
Restructured Governance in Fully and Partially &raed Enterprises: The Case of Kenya.” [2007]34)
Fordham International Law Journ&4-75, 40.

<http//ir.lawnet.fordham.edu/ilj> Accessed 5 Jayuz010.

8 The Capital Markets Authority also supervisesNagrobi Securities Exchange (NSE).
29 Republic versus Bernard Mwangi Kibahairobi CMCC 1337 of 2008.

%0 p. Wanyama, ‘Kenya: Why Law on Insider Trading deé&Jrgent Overhaul,Business Daily (Nairobi)
(Nairobi 29 November 2010). < http://www.properylya.com/news/1391618-cobrand!- > accessed
11 June 2010.
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1.2. Research Problem

Kenya aspires to create a vibrant and globally atitipe financial sector by deepening its
financial markets. The achievement of this goah@yever, threatened by the existence of
market abuses such as insider trading, which am@vknto render capital markets

unattractive to potential investors and which megdlto the loss of existing investors.

Although the Capital Markets Act prohibits an ireidrom trading while in possession of
information which is non-public and price-sensititteis prohibition is plagued by several
challenges. These arise due to ambiguity in theddation of the set of facts that must be
proven beyond reasonable doubt in order to coravidefendant for the crime of insider
trading. These facts are that the defendant waimsader; that the defendant transacted
while in possession of inside information and tie information in question was price-

sensitive and had not been disclosed to the public.

Currently, the existence of this set of facts isyveifficult to prove mainly due to the
conceptual cloudiness with which the offence ofdastrading is formulated. The concept
of price-sensitive information is plagued with vagess and ambiguity and there are no
objective criteria for determining whether a cogterentity can be said to be in possession
of information, as well as for determining whetloemot this information is public. These
conceptual obscurities raise evidentiary diffiaatifor the prosecution and enable accused
persons to easily raise doubts as to the existehaay element of the crime in order to

obtain an acquittal.

A likely consequence of this situation is the ptemae of insider trading and consequently
a lowered investor confidence in our capital magketnce operating as a drawback to the

achievement of the aspirations set out in the natidevelopment blueprint.
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In a nutshell, this study examines the extent thviveaknesses in the provisions relating

to insider trading in the Capital Markets Act hintlee prosecution of this offence.

1.3. Literature Review

The literature review commences with the discussiomvhy insider trading is viewed as a
problem in this paper. It then examines literameenforcement of insider trading law and
notes the paucity of relevant literature on thaficial market in Kenya. It thus moves on
to learnings from other jurisdictions and analysew literature on insider trading in other
developed markets treats challenges to the enfatof insider trading laws. Finally, it

narrows down on the knowledge gap which is thedaafithe paper.

To begin with, a considerable amount of seminalkadrave been published around the
academic debate on insider trading. Several argtsmare presented against insider
trading; the most common of which is that insideding is ‘unfair.” This is because
insiders obtain access to and are able to obtaifit from information to which other
market participants lack accéslsSecondIy, insider trading hampers the company’'s
potential to attract more investors because thdipuiay begin to perceive the financial
markets as scanié. They then lose faith in the stock market and diedb put their
savings elsewhere, making firms unable to raisdtalafhrough stock issues. Thirdly,
insider trading damages investor confidence inrtegrity of the financial markets where

a fiduciary duty or other relationship of trust &%i because this trust is breached when an

% see for example E.M.Cinar ‘The Issue of Insideading in Law and Economics: Lessons for Emerging
Markets in the World’ [1999] 19 (4) Journal of Bosss Ethics 345-353, 346.
<http//www.jstor.org/stable/25074103>Accessed on Rdy 2009; J. Hartmann, ‘Insider Trading: An
Economic and Legal Problem.” <http://www.gonzagaii/pdf/volumel/Hartmann/Hartmann.pdf>
Accessed 5 August 2010; H. McVea, ‘What's wronghwitsider dealing?’ [1995] 15(3)egal Studie890-
414. <http://onlinelibrary.wiley.com/doi/10.1111/f48-121X.1995.tb00527.x> Accessed 1 August 2010.

%2 See D.W. Carlton. and D.R. Fischel, “The Regataif Insider Trading”, (May 1983) 35 (Stanford
Law Review857-895. <Stable URL: http://www.jstor.org/stath228706> Accessed 29 July 2009.
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insider trades in the securities of the compangthas corporate confidential information
for personal gaiff® Fourthly, it is argued that insider trading delaye flow of
information since a manager who wants to profitrfrimformation must withhold it from
colleagues until after his stock transactiofisSuch delay of transmission of information
within the firm potentially hampers decision-makiagd the taking of corporate action in
the firm thereby causing injury to the firm. Thisaynfurther injure the firm’s reputation
when it becomes widely known as an ‘insider’s firfifthly, insider trading is likely to
lead to a conflict of interests between a firm #&sdnanagers, as insider managers tend to

work for their own interests and not that of thetfior shareholders.

On the other hand, there are economists and lebalas who contend that laws making
insider trading illegal should be revok&dThese include Henry Manne, Milton Friedman,
Thomas Sowell, Daniel Fischel and Frank H. EastethrThey hold the view that insider

trading based on information which is material and-public benefits investors in general
by more quickly introducing new information intoetimarket. Other arguments are that
insider trading is the most appropriate form of pemsation package in terms of financial
benefits arising from trade in securities, ther@bgviding incentives for managers. This

policy debate is rehashed by later auttibrs.

33 See E.M.Cinar ‘The Issue of Insider Trading imLand Economics: Lessons for Emerging Markets in
the World' [1999] 19 (4Journal of Business Ethi&415-353, 347.
<http//www.jstor.org/stable/25074103>Accessed od@¥% 2009.

3 See H. McVea, ‘What's Wrong with Insider Dealing?995] 15(3) Legal Studies390-414,405.
<http://onlinelibrary.wiley.com/doi/10.1111/j.17481X.1995.tb00527.x> Accessed 1 August 2010.

% See for example H. G. Manne, ‘The Case for Insifrading.” (March 2003)The Wall Street Journal
Online 1-3.<http://people.wku.edu/indudeep.chhachhi/3&8f19hout/Instr0303.pdf> Accessed 1 August
2010; D.W. Carlton. and D.R. Fischel, ‘The Regolaf Insider Trading’ (May 1983) 35 (Stanford Law
Review857-895, 857. <Stable URL: http://www.jstor.orglsie/1228706> Accessed 29 July 2009.

% 5. M. Bainbridge, ‘An Overview of Insider Tradidgaw and Policy: An Introduction to the Insider
Trading Research Handbook’ [2018p. 12-15 UCLA School of Law, Law-EconResearch P8&ggiesl-
37, 24-34< SSRN: http://ssrn.com/abstract=2141457> AcceegegD October 2012.
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It is noteworthy that there is practically no enuat evidence indicating that insider
trading is the most efficient and accurate formcofmpensatiori’ Indeed, despite the
foregoing academic debate, all major economies Hageslation prohibiting insider

trading and these are supported by varying poliagkgrounds. For example, insider
trading has been criminalised in the United Kingdonpart so that there is no inequality
of bargaining power between one party who has engitbrmation which the other party
could not have, and also so as to preserve a pemepf market integrity among

investors®®

Thus, this widespread legislation is in keepindwiite general view that allowing insiders
to trade at the expense of uninformed outsidersniliimes investor confidence and hurts
the integrity of the capital markets. It is for $kkereasons that this paper takes the position

that insider trading should indeed be prohibited.

In the local context, literature on various aspegftcapital markets in Kenya includes
research on the role of the legal and institutiofraimework in securities markets
governance and investor protection, the need fghn fuality disclosure and the adequacy

of regulation of capital market intermediarf&s.

37 See Professor Bainbridge_in Diamond v. Oream@ag N.E. 2910, 912 (N.Y.C.A) [1969].

3 A. Hudson, ‘Criminal Offences in the Law of Fin@hin The Law of FinancéSweet and Mawell, London
2009) 301.

39 see for example J. Gakeri, ‘Enhancing Securlileskets in Sub-Saharan Africa: An Overview of the
Legal and Institutional Arrangements in Kenya’ [2D1(9) InternationalJournal of Humanities and Social
Scienced34-169< http//www.ijhssnet.com/journals/vol_1_9e8pl Issue_July2011/18.p.d.f> Accessed 12
July 2012.J.B. McFie,High Quality Financial Reporting: The Case of thaifdbi Stock Exchange’
(Lambert Academic Publishing, Germany 2010); L.WatMi, ‘The Investor and Capital Market
Intermediaries: Is the Investor Adequately Prow2ti LM Thesis, University of Nairobi School of Law
2008).
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Among these studies is Jacob Gakeri’s exploratibrthe role of legal norms in the

enhancement of securities markets in Keffylle postulates that appropriate legal and
institutional frameworks are necessary for seasitmarkets to thrive and deepen. He
highlights that the legal framework must facilitéte proper functioning of the securities

markets by ensuring that relevant disclosure reguénts are complied with.

Gakeri further argues that whereas developingdigi®ns can learn from legal regimes of
jurisdictions with deep and vibrant securities neask such laws should not be replicated
without testing their appropriateness. He asséuds$ ftules and institutions that function
well in one country may not be appropriate in arotiecause of the absence of supportive
norms and corresponding institutions. This facterrécognised in this paper while
gathering strengths of insider trading legislation various jurisdictions for their
comparative value. These strengths provide a pahtreference for proposing
improvements to Kenya'’s law only where weaknessemps have been identified. In this

way, Kenya's legal framework is brought in line hvitevelopments globally.

One of the weaknesses an emerging economy is likedxperience lies in the quality of
information and its disclosuf@.In relation to this, James Mc Fie investigatesrtieaning
of high quality financial reporting and examinesdalibsure in annual reports of forty seven

companies listed on the Nairobi Stock Exchangeew i§ it can be described as “high

40 J. Gakeri, ‘Enhancing Securities Markets in Suba®ah Africa: An Overview of the Legal and
Institutional Arrangements in Kenya’ [2011] 1(®XernationalJournal of Humanities and Social Sciences
134-169, 136< http//www.ijhssnet.com/journals/vol91Special Issue_July2011/18.p.d.f> Accessed 32 Jul
2012.

“1 E.O. George, R.O Akingunola and J.E Oseni, ‘THeiémce of Information Asymmetry on Initial Public
Offers in the Nigerian Stock Market’' [2012] (9Riternational Researcllournal of Finance and Economics
32-42, 33. < http//www.internationalresearchjouoffsthanceandeconomics.com> Accessed 12 October
2012.
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quality.” > He finds that the use of International FinanciapBrting Standards is a vital
factor in assisting companies move towards higHityudisclosure. His book is relevant
because he provides unique insight into the Capitatkets Authority regulations and
Nairobi Securities Exchange requirements on discbsand assesses them in light of
international standard3.he present study will analyse Kenya's formulatafnthe legal
provisions on insider trading and in that processeas the adequacy of existing disclosure

requirements to Kenya’'s markets.

Whereas literature on Kenya’'s capital markets Iension enforcement of the law,
countries with developed markets appear to haveemstrdies and publications on the
enforcement ogxisting insider trading laws explaining challenglesy have faced with
regard to the elements of the offence of insidaditrg and how these were overcome.
These works also point to varying approaches inaghy@ication and enforcement of the
law on insider trading from which Kenya can draekihg into account the underlying

variations and differences.

How does literature on insider trading in develometnomies treat challenges to the
enforcement of insider trading laws? Howard Chitamcritically assesses the South
African Securities Services Act. This Act came imndffect in February 2005 and

consolidated the law relating to the regulation @odtrol of exchanges and securities
trading such as the Stock Exchanges Control Aet,Rimancial Services Board Act, the
Financial Markets Control Act and the Custody ardimnistration of Securities AGE

He notes that the new Act was aimed at introducigquate and more effective

2.J. McFie, High Quality Financial Reporting: The Case of thaifdbi Stock Exchange{Lambert
Academic Publishing, Germany 2010).

43 H. Chitimira, ‘The Regulation of Insider Trading $outh Africa: A Roadmap for Effective, Competitive
and Adequate Regulatory Statutory Framework’ (LLMesis, School of Law at University of Fort Hare
2008) 73. <http://hdl.handle.net/10353/230> AccdsxE October 2011.
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legislation to free the South African financial ketis and companies from illicit practices

such as insider trading. Although some amendmamdsnaw offences for market abuse

practices were introduced by the Securities Sesviset, Chitimira observes that many

deficiencies in the Insider Trading Act of 1998 Awtre simply carried over into the New

Act. He therefore seeks to investigate and expbsset deficiencies for purposes of

recommending practical measures that may be takessolve the insider trading problem

in South Africa. While Chitimira highlights the strgths and weaknesses of the new Act,
he explains that the new Act retains many weaksesthe previous Act with little or no

changes to them.

With regard to insider information, Chitimira notdsat the South African Act presents
knowledge on the part on the insider that he hasléninformation as a prerequisite for
liability without requiring that the defendant bleosvn to have deliberately exploited the
inside information in concluding the illicit tramtion?* Although the regulators would
have to prove that the defendant was aware thanfoisnation was inside information, he
observes that this removes the overwhelming eviantdifficulties which would
otherwise be placed on regulators to prove thati#diendant had deliberately exploited the

inside informatiorf?

Further, the Securities Act retains the criteridoéoused in determining what information
qualifies as ‘inside information*® The first criterion is that the information ougbt be

specific or precise. Therefore, market transactimased on vague or general information,

44 south African Securities Services Act s 73 and 77.

5 H. Chitimira, ‘The Regulation of Insider Trading $outh Africa: A Roadmap for Effective, Competitiv
and Adequate Regulatory Statutory Framework’ (LLMesis, School of Law at University of Fort Hare
2008) 78. <http://hdl.handle.net/10353/230> Accdss©ctober 2011.

“6 South African Securities Services Act s 74. Sgeaked Insider Trading Act s 3.
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rumours, suspicion, conjecture, speculation or doatton thereof do not fall within the

purview of the Act.

The second criterion is that information must be& efon-public nature in order to ground
liability; the Act provides ample guidance to asksis making the determination that
information has been stripped of its non-publicrebter. Any information is regarded as
having been made public when it is published iroed@nce with the rules of the relevant
regulated market to inform investors and their ads8; when contained in public records
maintained by the relevant statutory regulator; nvitecan be readily acquired by those
likely to deal in securities; or is derived fromfarmation which has been made public.
Information may be regarded as having been madkcpeNen if it can only be acquired

by persons exercising diligence, or expertise oobgervation; it is communicated to a
section of the public and not to the public at éang is communicated only on payment of
a fee or it is only published outside the republitus, prompt disclosures of new
developments by insiders may significantly reduesrtexposure to liability for the use of
such information in their market transactions. Thied criterion is that the information

must have been obtained by a person while occupiagstatus of insider. The fourth
criterion is that the information ought to be materinformation that is likely to have a

material effect on the price or value of any sa@sior financial instrument.

Amongst the flaws Chitimira identifies, and thatédevant to this study, is the absence of
mandatory disclosure requirements for the reportiigtransactions consummated by
insiders. He also notes that the Securities Sesvigg does not establish an affirmative

duty of disclosure for companies or institutionsittitome into possession of material
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price-sensitive informatiorf” Such requirements make trading by the insidersitiemof
public record thereby deterring insiders from deglin non-public material information.
Such reporting is likely to enhance market efficiprbecause it enlarges the pool of
information from which market analysts can dravparforming their tasks. He notes that
a mandatory dutyon insiders would ensure that non-public price-gimes inside
information is disclosed in such a way that allketeolders are given equal access to
relevant information and at the same time to mimenthe possibility of any unfair

advantage to a few selected persons.

Chitimira’s assessment of the South African legad astitutional framework in light of
international developments is a source of usefulichmarks for studying Kenyan
legislation especially on inside information, ar@hspublic information. The applicability
of these benchmarks to Kenya’s situation will baraked in this work. This study will
also assess the extent and adequacy of existinglatay disclosure requirements in

Kenya.

Another author, Vaibav Sharma, studies the Indecusties market and considers why
there is a poor enforcement rate there despitextstence of regulation prohibiting insider
trading®® He opines that India needs to bring its securitiegket to the level of the
security markets of United States (U.S) and thaddinKingdom (U.K). These being the
two largest financial markets of the world, they @t as a guide to the emerging market

of India. Although he examines insider tradingnirthe time of first regulation against it

" H. Chitimira, ‘The Regulation of Insider Trading $outh Africa: A Roadmap for Effective, Competitiv
and Adequate Regulatory Statutory Framework’ (LLKESis, School of Law at University of Fort Hare
2008) 79, 102.  <http://hdl.handle.net/10353/23Bceessed 21 October 2011.

“8 /. Sharma, ‘Prohibition on Insider Trading: A Thless Law?’(Law School Research Paper No. 996,
University of London-Centre for Commercial Law Segl2009) 8.
<SSRN:http//ssrn.com/abstract=1400824> Accesselhf@ary 2010.
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in the United States, United Kingdom and India agiluhe present time, he fails to show
how the drafting of the Indian Law has contributeghoor enforcement. He is likewise not
very specific on why the provisions in the old UEwW make it difficult to secure

convictions.

Among Sharma’s proposals for improving India’s eoément regime is the reduction of
disclosure time to one day and that disclosure Ishieeimade to both the exchange as well
as the regulator as opposed to the exchange oelglde suggests the increase in criminal
penalties to make them more punitive and deterasnivell as the introduction of civil
penalties based on the profits made or loss avpaked done in the United States. While
he studies the gap between the enactment and enfent of insider trading law in the
Indian context, this paper studies it in the Kengamtext. The present study will also

investigate the relevance and applicability ofgnsposals to the Kenyan context.

Sharma explains enforcement gaps by the legisldtis®ory of countries; that for the
United States, the main idea behind the laws wgsduide a deterrent effect in society
and so it was thus expected that no more than arfeider traders would be caught. For
the United Kingdom, enforcement was quite low urditent years because insiders were
treated as criminals, giving the prosecution a fidawrden of proof which was difficult to
discharge. This rendered enforcement costly. Heestather factors contributing to the
low enforcement as legislation which was drafteduich a way as to make enforcement
well-nigh impossible with the burden of proof beimgappropriately placed and the
standard of proof being too high; agencies chawgéd administering the law also lacked

the desire, enthusiasm, resources or expertisefoooe the law.

Edward Swan and John Virgo in their more recentkwobserve that the failure of a

number of high profile criminal trials exposed weekses in the UK insider trading laws
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arising from reliance on criminal penalties whichre difficult to prove'® The difficulties

in proof arose from the use of concepts that wéfeult to define such as “price-affected
securities”. Indeed the entire criminal prosecufioocess is considered cumbersome, time
consuming, and obtaining a conviction requirespiraof of themensrea constituting the
offence beyond reasonable doubt. The authors hatettis gap in protection was filled by
the introduction of express market abuse prohib&iccommonly referred to as ‘the civil
offence of market abuse’ as well as UK’s implemgataof the European Union Market
Abuse and Insider Trading Directive which requiradoption of common regulatory
provisions by all European Union (EU) member Stated cooperation between those
states to prevent market abuse from being initizteone state and impacting on others.
These included steps to make markets more tramgparech as requiring the reporting of
suspicious transactions, disclosing inside inforamatind disclosing insider trades in an

issuers’ financial instruments among other requésts.

Swan and Virgo observe that under UK’s Financialvies and Markets Act (FSMA),
information is considered precise if it is speciénough to enable a conclusion to be
drawn as to the possible effect of circumstancas ekist or may reasonably be expected
to come to existenc8. With regard to publicity, information is said tce lgenerally
available when it has been disclosed in accordaittethe rules of the prescribed market;
is contained in records open to public inspectioncan be accessed publicly via the

internet or can be obtained by research or analysis

49 E. Swan and J.Virgavlarket AbuseRegulation(Oxford University Press, London 2010) 6.
*0 Financial Services and Markets Act s 118 ¢ (5).

*1 Financial Services and Markets Act s 118c¢ (8) @)d
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It is admitted that financial crimes are generalifficult to prove®® The recognition of
these practical problems has sometimes resultedudicial leniency enabling the
prosecution to secure convictions without meetisgbiurden of proof on all necessary
elements of the cas@As part of the lessons drawn from other jurisdiesi, this paper will

examine the response of the courts to these clgakein Kenya.

From the foregoing, this paper identifies a knowkedap in the paucity of academic work
on the challenges faced in the prosecution of ffence of insider trading in the Kenyan
context. In order to complement existing literatarel analysis of the legal framework on
insider trading in Kenya, primary data will be soed through questionnaires and follow-

up interviews with key informants at the Capitalrikigts Authority and legal practitioners.
1.4. Theoretical Framework

Within the ordinary business context, taking adaga of the less informed position of
other parties is common and in the absence of pmssentation or fraud is rarely
prohibited. This is especially where such informatis acquired through diligence and

zeal.

2 See generally N. Dorn, ‘The Metamorphosis of Iasidirading in the Face of Regulatory Enforcement’
[2011], 19 (1) Journal of Financial Regulation and Complianc&5 - 84, 76, 81.
<http://dx.doi.org/10.1108/13581981111106185 > Aseel on 23 October 2012; Carvajal Ana and Elliott
Jennifer, ‘The Challenge of Enforcement in SecesitMarkets: Mission Impossible?’ [2009] V@B/168
IMF Working Paper, 1-37 < SSRN: _http://ssrn.com/abstract=14575921 November 2012; K.
Langenbucher, ‘The ‘Use or Possession’ Debate Regtis-Spector Photo Group and Insider Trading in
Europe’ [2010] 5 (16)Capital Markets Law Journa52-470, 457. < http://cmlj.oxfordjournals.org/ >
Accessed 20 November 2012.

3 See generally K. Langenbucher, ‘The ‘Use or PaisesDebate Revisited—Spector Photo Group and
Insider Trading in Europe’ [2010] 5 (16)Capital Markets Law Journal 452-470. <
http://cmlj.oxfordjournals.org/ > Accessed 20 NovEn2012.
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However, it is a principle of common law that iflaector or other officer of a company
makes use of confidential information acquired asm@sequence of his office for his own
personal gain, he thereby breaches his fiduciaty ttm the company and is liable to
account to the company for any profit m&d&his obligation not to profit from a position

of trust is a manifestation of the obligation toomlva conflict arising between duty and
one’s personal interest. A difficulty arises in bBpg such conflict of duty and interests to
insider trading especially in cases where the ersid buying shares from outsiders to

whom he owes no fiduciary duty.

The rationale for the criminalisation of insidemding is centred on the debate between the
two broad schools of thought on insider trading. tBe one hand, that insider trading
enhances market efficiency and on the other haatliths a demonstration of a lack of
market integrity. The main reason for criminalieatis to deter insiders from obtaining an
unfair advantage of inside information and earrpngfits from the lack of knowledge of
the outsiders> This problem is created when there is asymmetrorination, that is,
managers and other insiders know more about thermucondition and future prospects
and problems of the firm than outside investorse Trisiders can exploit this information
at the expense of investafsThe concern is with such information being accliiby

virtue of the insider's position with the companywdawhere such information is

¥ SeeGreen and Clara Pty Ltd v Bestobell Industries By (1982) 1 ACLC 1.

% See A. Hudson, ‘Criminal Offences in the Law ohddice’ inThe Law of FinancéSweet and Mawell,
London 2009) 326.

6 E.O George, R.O Akingunola, and J.E Oseni, ‘THeiémce of Information Asymmetry on Initial Public
Offers in the Nigerian Stock Market’' [2012] (9Riternational Researcllournal of Finance and Economics
32-42, 34. < http//www.internationalresearchjouoffsthanceandeconomics.com> Accessed 12 October
2012.
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unavailable to an outsider no matter what degrealitijence or zeal the outsider

possesses.

Thus, parties are held responsible for insideritigadecause of acquiring information in a
fiduciary capacity, knowing it was intended forapany, purpose and not for trading for
personal gain. In addition, they may be held resfm@ because of misappropriating
information belonging to the issuing company, wieetbr not that individual is a corporate

insider®’

Market regulation could be approached from diffeqgerspectives. This is in light of the
theories that have been advanced to explain govarhnegulation of the economy. The
two main theories of market regulation are the lmuimterest’ theory and the ‘economic
theory.” Richard Posner, a proponent of the pubiierest theory, holds the view that
regulation issupplied in response to the demand of the publictlie correction of
inefficient or inequitablenarket practice§ff This theory encompasses the idea that people
need protection from businestbuses and market failures. The regulatory body is,
therefore, considered to represent the intereshefieneralsociety in which it operates

rather than the private interests of the regulators

On the other hand, according to George Stigledmemic theory, the original purposes of
a regulatory program are thwarted through the &ffaf the interest group because
regulatory agencies over time come to be dominbyetthe industries they regulate. Thus,

the regulator fails to act in the interest of thengral society and focuses only on the

" N. Walter, ‘Prioritizing Enforcement in Insiderading’, (2012) (30) Xale Law and Policy Review21-
530, 522. < SSRN: http://ssrn.com/abstract=21408&xessed on 30 October 2012.

% R. A. Posner, ‘Theories of Economic Regulation’ 74P 5(2) The Bell Journal of Economics and
Management Scienc835-358, 335. < Stable URL: http://www.jstor.otglde/3003113>Accessed 3
January 2011.
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interest group that has captured it. Such integestips include insiders such as market
professionals and corporate managers at the expeinshtareholders and the public
generally. This theory insists with the politicaientists that economic regulation serves
the private interests of politically effective gpmu Considering that insiders form the
minority group and cannot be said to have capttiedegulatory process with regard to

insider trading, Stigler’s theory is not considesggmplicable in this study.

The theoretical framework within which the problemmder study is explored is the public
interest theory of regulation. Under this theoayy$ are promulgated to serve the interests
of the general public, and where such interestsnateserved, the laws ought to be

reformed.

The public interest theory assumes that marketexremely fragile and likely to operate
very inequitably if left alone, resulting in marKeilures. Thus the occurrence of a market
failure justifies governmental intervention by way regulation because of the grave
consequences such failure is likely to have on@m@mny. Examples of market failures
include risks posed by information asymmetry, systeinstability, market manipulation
and misconduct as well as anticompetitive behavisuch as abuse of monopolfés.
Whereas competition is healthy and highly encowtdgecause of its positive effects on
product quality and price, regulatory interventisrdeemed opportune where competition
is suppressed through creation of cartels, restnaif entry or exit into the market among
others. As such, this regulation ameliorates maidittres for the benefit of broader civil

society and is necessary only to the extent to lwhicorrects the targeted market failure.

9 E.O George, R.O Akingunola and J.E Oseni, ‘Théutrfce of Information Asymmetry on Initial Public
Offers in the Nigerian Stock Market’' [2012] (9Riternational Researcllournal of Finance and Economics
32-42, 33, 34. < http//lwww.internationalresearchjaloffinanceandeconomics.com> Accessed 12 October
2012,
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The public interest theory embraces the correaifomarket failures as the main criterion
against which regulatory outcomes are to be asgessdight of this, theorists call for
regulatory reform rather than deregulation thenawealing their basic commitment to the

position that regulatory failures are not inevieafi

Whereas it is argued that the theory suffers frdack of supporting empirical evidence as
well as from significant conceptual vaguenessnjioys some modest support from the fact
that regulators sometimes act to further genetarasts; a phenomenon which might not

be completely explained by competitor theoftes.

The public interest theory is adopted in this wbdcause securities regulation is viewed
as having been put in place as a response to miaikates, more specifically, market

abuses stemming from information asymmetry. Asaalyestated, this asymmetry arises
when insiders obtain and make use of informatiowhéch general investors do not have
access. The public interest view holds that gawemts regulate securities to facilitate the
efficient functioning of security markets by amedibng market failures, for the benefit of

broader civil society. In securities, the publiteirest would be served if the market system

allocated information in a socially efficient manne

In the case of Kenya, the Capital Markets Act aeatffences which are part of the way in
which the capital market is regulated. These offerform part of criminal law and so the
enforcement process entails criminal proceedifigss is the requirement with criminal

offences, a formal prosecution is commenced. Thend@ant must then be proved to have

% 3. p. Croley, ‘Theories of Regulation: Incorpomgtthe Administrative Process’ [1998] 98(@plumbia
Law Reviewi-168, 70. < Stable URL: http://www.jstor.org/d&th123396>Accessed 7 January 2011.

®1 See for example George Stigler's economic theory.

52 A. Hudson, ‘Criminal Offences in the Law of Finahdn The Law of Finance(Sweet and Mawell,
London 2009) 293.
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committed the offence with a ‘criminal intent.” Foer, the offence must be proved by
evidence which establishes the defendant’s guiltobe reasonable doubt. This high

standard must be met if a criminal offence is tplmved.

The application of the public interest theory ofukation in this work also takes into
account that the legal system in Kenya is basetherEnglish common law system. The
reason for this is historical, that Kenya was poasgly a colony of Great Britain. As such,
principles of English law and English legal consepte generally applicable under the
Kenyan legal systefff. In addition, many of the statutes have been dtaftased on
existing English statutes. Thus, although markéura justifies regulatory intervention
under the public interest theory of economic retjoia Kenya'’s law is likely to have been
drafted based on market failure experience in thiged Kingdom and elsewhe?&Indeed

it is observed that regulatory modernization in Saaran Africa has historically not
been a reaction to crises but is typically a bydpat of piecemeal reform and replication

of developments in other jurisdictioffs.

Thus, the effectiveness of regulatory interventitnough difficult to measure, is gauged
in this paper by the experience of other jurisdiasi in applying similar provisions, the
extent to which the elements of the crime of insitading can be proved in order to

sustain a conviction, as well as the experiencésgai practitioners.

%3 This fact is evidenced by the Judicature Act (G&lp, Laws of Kenya), which sets out the sourddaw
applicable in Kenya and requires the Kenyan cotartexercise their jurisdiction in conformity witlne
substance of common law, doctrines of equity aatusts of general application in force in Englamd897.
The application of the substance of English commasn and doctrines of equity is subject to any Kenya
statutes that override the common law or equitatidetrines, and is applicable only so far as the
circumstances in Kenya permit.

64 J. Gakeri, ‘Financial Services Regulatory Modeatian in East Africa: The Search for a New Paradigm
for Kenya' [2011] 1 (16)nternationalJournal of Humanities and Social Sciend€4-172, 161<
http//www.ijhssnet.com/journals/vol_1_9 SpecialkssJuly2011/18.p.d.f> Accessed 12 July 2012.

* Ibid.
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The general approach in this study is that thelehgés experienced in the prosecution of
the offence of insider trading have the effect adnpoting information asymmetry; the
mitigation of these challenges through effectivehbition of insider trading will as a
consequence ensure the flow of information to teeegal public. Thus, the purpose of
securities regulation as viewed from the lens ef plablic interest theory will have been

achieved.

1.5. Objectives

The objectives of this research are as follows:

1. To assess whether the legal provisions relatinimsade information’ and
‘material price sensitive information’ impede upthve prosecution of the offence
of insider trading.

2. To assess whether the legal provisions relatingublic information’ and
‘possession of information’ impede upon the prosieowf the offence of insider
trading.

3. To assess the adequacy of the legal provisionssatodure of information in

curbing the offence of insider trading.

1.6.Research Justification

Given the pivotal role that the capital markets expected to play in the attainment of
Kenya's development blueprint ‘vision 2030, it imperative that obstacles to the
attainment of a fair and efficient market are exaediand rooted out through legal reform.
In view of this, the concerns that there have be®ionvictions based on the existing law
on insider trading ostensibly due to challengeth@éapplication of the legal provisions in

the insider trading law ought to be studied andréievant law subjected to reform. It is
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therefore hoped that this study will add to the yood knowledge that will inform the

reforms in the existing securities legislation.

1.7.Hypothesis

The provisions in the Capital Markets Act relatitaginside information, material price-
sensitive information, publication of informatigmyssession of information and disclosure
of information are vaguely formulated and are tfaeedifficult to prove, thus hindering

the effective prosecution of the offence of insittading.

1.8.Research Questions

1. To what extent do the legal provisions on ‘insid®imation’ and ‘material price
sensitive information’ impede upon the prosecutidbthe offence of insider trading?

2. To what extent do the legal provisions on ‘pubtfiformation’ and ‘possession of
information’ impede upon the prosecution of thesaffe of insider trading?

3. To what extent are the legal provisions on disalesd information adequate in

curbing the offence of insider trading?

1.9. Methodology

This research is doctrinal and empirical in natWkhilst the doctrinal approach helps in
the analysis of legislative provisions, case lad Egal principles, the empirical approach
assists in the collection of data. This is conddicterough questionnaires that are
administered to key informants at the Capital M&sk&uthority and legal practitioners
because of their experience in application andreafoent of the Capital Markets Act.
Data sought from the informants includes their e}gmee with and perceptions about

challenges in the prosecution of the offence ofdmstrading; more specifically the
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provisions relating to the meaning of inside infatian, price-sensitive information,

material information, publication of informationpgsession of information by a body
corporate and disclosure of information. This isrthriangulated with the analysis. The
empirical approach provides a useful complemetiteadoctrinal approach and sheds light

on perceptions held by legal practitioners witharelto the legal provisions under study.

1.10. Chapter Breakdown

Chapter one provides a broad overview, literatengew, theoretical framework, layout

andmethodology of the research.

Chapter two analyses the legal provisions on imgid€ling in the Capital Markets Act and

makes use of case law to illustrate existing chghs to their enforcement.

Chapter three presents a survey of the shortconthggisting legislation as experienced
by legal practitioners in Kenya as well as theaws on the proposals for reform. It then

discusses the findings and draws conclusions.

Chapter four addresses the challenges posed bydoadies in the legal provisions
identified in the previous chapters. While drawilegsons from other jurisdictions, it

examines the extent to which proposed bills andlegigpns address these challenges.

Chapter five concludes and makes suggestions formein light of the study’s findings.

It, thereafter, sums up the study.
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2. CHAPTER TWO: INADEQUACIES IN THE LEGAL PROVISIONS

This chapter examines the formulation of the cdements of the offence of insider

trading and makes use of Kenyan cases to analysetlhese inadequacies present a
challenge to the prosecution of this offence. Bnsinvestigation of the inadequacies in the
legal provisions on insider trading. Thus, the aesk in this section contributes to the
overall study by examining whether the text of ld& on insider trading in Kenya creates
an environment in which the ideal of market efficig can be experienced through the

effective prohibition of insider trading.

As discussed previously, the Capital Markets Achgrits an insider from trading while in
possession of information which is non-public anitesensitivé® On this basis, the
elements of the insider trading offense can be samsed as the dealing in securities by a
person who is an insider; who possesses certaimiattion; the information is non-public;
and the information is also price-sensitive. Coesity that insider trading is a criminal
offence under the Act, the prosecution is expedtedorove these elements beyond

reasonable doubt in order to secure a convictiothf® offence.

As stated in the previous chapter, this study giWle emphasis to the application of the
provisions of the Capital Markets Act in the coyrgrfirst trials for insider trading, since
these cases demonstrate weaknesses in the aplichexisting law. The trials involving
Mr. Bernard Kibaru and Terence Davidson arose fatleged insider trading involving the

shares of a retail supermarket chain, Uchumi Lidyitehich is a public limited company

% Capital Markets Act s 32 A and 33.
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incorporated in 1975 under the Companies Acthe cases evolved from similar set of

facts and could actually be considered as one.

In brief, the facts are that Mr. Terrence Davidsdro was the Chief Executive Officer of
Kenya Commercial Bank, Uchumi’'s bankers, was aatwsebeing privy to information
on the financial status of the company when heuottd his stockbroker to sell Uchumi

Limited shares just a few days before the retgibsmarket chain collapsé&d.

A similar allegation was made against Mr. Bernaibdafu, who at the time was a senior
executive at Uchumi and who disposed of his sharése company just a few days before
it collapsecP® In its judgement, the court found for the deferidahighlighting that the

company’s information memorandum clearly showed tiwa company was making losses
and was technically insolvent and the losses wdeetaknown to the public. The alleged

information-processing channel in the Uchumi casdtustrated overleaf.

67 Chapter 486 of the Laws of Kenya. See <www.uchemni>: In early 2000s Uchumi started to experience
financial and operational difficulties occasionegl & sub-optimal expansion strategy coupled with kwea
internal control systems. This resulted in a markethdling of the Company’s resources which culatéd

in its inability to meet its obligations on an ol basis. Initial restructuring of Uchumi did rfotestall the
deteriorating performance of the Company. Evenyuatli May 2006, the Board of Directors resolvedttha
the Company ceases operations and in June 2006,Ctdmpany was placed under receivership.
Simultaneously, the Capital Markets Authority (CMAlspended the Company’s listing on the Nairobi
Securities Exchange (NSE). The company’s receiygrshs however lifted in 2010 after an upward tafn
affairs and the company was successfully re-ligieale Nairobi Securities Exchange in May 2011.

®8 Republic versus Terrence Davidsdfairobi CMCC 1338 of 2008.

%9 Republic versus Bernard Mwangi Kibaairobi CMCC 1337 of 2008.
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While making reference to these cases, it will bendnstrated that the concept of inside
information is plagued with vagueness and ambiganity that conceptual difficulties arise
in determining what information is non-public andicp-sensitive. It will also be
established that there are no objective criteriechvidetermine publication of information
as well as how information can be possessed bygoraie entity. Cumulatively, these
factors raise evidentiary difficulties for the peastion of the offense and enable accused

persons to utilise the existing loopholes to obtaiquittals.

2.1. Ambiguity in the Meaning of Inside Information

The Capital Markets Act prohibits insider tradimgenya’® The Act further prohibits the
use of unpublished price-sensitive information analscribes the dealing in securities by
insiders on the basis of unpublished price-seresitiformation’* Moreover, an insider is
prohibited from communicating such information @unselling or procuring others to
deal in securities on the basis of this informaffori\s a consequence, the Act discourages

conduct that may facilitate the practice of insittading and any activities related to it.

The definition of an insider is provided in the @apMarkets Act as follows:

“Any person who is or was connected with a companis deemed to have been
connected with a company and who is reasonably ate@eto have access, by
virtue of such connection, to unpublished informatiwhich, if made generally

available, would be likely to materially affect thece or value of the securities of

0 Section 33 of the Act is the operative provisioso far as prohibition of insider trading is comesl. This
section embodies the general rule, defences anschives harsh criminal sanctions for offenders. It
identifies the persons who must not deal in seiesriby virtue of their connection with a body cangite in
the preceding six months.

"I The Capital Markets Act in section 32A prohibhe wse of unpublished price-sensitive information.

2 Capital Markets Act s 33 (4).
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the company, or who has received or has had actessuch unpublished

information” "

From this definition, it is observable that the cept of information is central to the
prohibition of insider trading. An offence will gnbe committed when a person has inside
information which is used to deal in securitiess]ttherefore, surprising that the Act does
not give guidance with regard to the meaning dbiimation’. The term is susceptible to a
number of interpretations. It is a term that iscusea vacuous and broad manner, thereby
begging the question, what exactly is meant byténe ‘information’ under the Capital

Markets Act?

The literal interpretation of this term informatievould be open to include material that
could vary from the contents of a prospectus al wWay through to rumours and even
speculations. This possibility for open interpristatwould easily accord a defence to
insider traders if they were to claim that theynsacted their trade based on insider

information which was already available in the nedrik the form of speculation.

The evidence of this ambiguity is demonstrated Iy tase ofThe Republic versus
Bernard Mwangi Kibaruin which the accused was charged with the offencensifier
trading’® The prosecution alleged that that the accusedpwaspted to sell shares on the
basis of information he had obtained by virtue & osition in Uchumi Supermarkets.
This information, that the company was performimgnhy and that it continued to make
losses, was allegedly not generally available toghblic. In order to prove its case, the
prosecution called six witnesses. They testifieat tiefore the accused sold his shares, he

was the head of the buying and merchandising deeatt and had been attending the

3 Capital Markets Act s 2. See also s 32A and s 33.

"4 Republic versus Bernard Mwangi Kibaairobi CMCC 1337 of 2008.
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Uchumi board of directors meeting where the poafopmance of the company was
discussed. The accused was subsequently put aefeisce and the defence demonstrated
that Uchumi’s poor performance and the pulling afuts major shareholders was a matter

that had been publicized in the newspapers.

The court outlined the issue for determination &gthver or not the accused by virtue of
his position as an employee of Uchumi Supermarkats obtained, in the course of his
employment, information which was generally unafalé to the public and which
information he exploited in selling his sharesha tompany. Eventually, the accused was
acquitted on the ground that he had based theo$dies shares on information that had

been publicized in the newspapers.

The significance of this case is that for purpasfedetermining whether information is in
the public domain, a newspaper report is deemecepsable as information. A
fundamental objection to this view is that a nevpgwaeport could range from an official
corporate advertisement, to a criticism by a coimgetorporate entity, to a tabloid article
replete with the latest gossip or even to a wedeegched article from a credible source.
Whereas all these are probable contents of newspatieles, they are not of equal

reliability and credibility.

The problems of proof arising from the broad andueas meaning of the term
information are exacerbated by the need to eshaltiis information as the basis for the
prohibited transaction. This requirement is reftelcin section 32A of the Act which
makes reference to insider trading as trading an ‘basis’ of unpublished insider
information. It is arguable that the basis of adividual's decision is a mental element,
which can only be known to the transacting partg.stich, an external party may never

really be in a position to determine such a basless it is expressed orally or in writing
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by the decision-maker. Indeed, the mere existefidaformation in the public domain
does not necessarily mean that trade was conduoatéite basis of this public information.
Thus, unless there is a confession, it would applear the prosecution may find it

impossible to secure a conviction under section 82the Act.

From the foregoing, it should be sufficient for thesecution to demonstrate the mere
possession or knowledge of non-public information @ insider at the time of the
offending transaction in order to ground liabilityy order to secure convictions, there
would be need for an amendment of section 32Aepdace dealing in securities ‘on the
basis of ' with ‘while in the possession of’ or &wledge of ' of non-public information.
This is instead of the existing requirement that plhosecution must establish the basis of
the insider’'s decision to trade; which, as seenveps virtually impossible. Such an
amendment would also motivate the prompt disclosfiraaterial information by insiders

and corporation§

A final point in relation to insider information that the definition of an insider in section
33 implies a person-connection; meaning that whaltes a person an insider is not their
connection to information but their connection b@ ttompany. It creates a causal link
between employment in a body corporate and aciprisitf information’® Under this
approach, the prosecution would need to provettieticcused had been an insider, and
further, that information obtained in their conditi as insider was the basis of the
transaction in question. This creates an even moerous burden the prosecution to

discharge.

S South African Securities Services Act in secti@@sand 77 merely requires knowledge as a prereguisi
for liability. It does not require that the defentlabe shown to have deliberately exploited thediasi
information.

6 Capital Markets Act s 33(11).
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lllustrative of this is the case dhe Republic versus Bernard Mwangi Kibawhere the
prosecution had to prove th@ersorrconnection’ and did this by demonstrating that befo
Kibaru sold his shares, he was the head of thengugnd merchandising department and
had been attending the Uchumi board of directorstimg where the poor performance of

the company had been discussed.

It is noticeable that this link between employmena body corporate and acquisition of
information bears the underlying assumption thatepsensitive information is acquired
only in the course of employment. Thus, the comsiien that information was obtained
when “it was not in the ordinary course of busifiessuld avail an acceptable defence
under the Capital Markets Act. Again, such an apghobegs several unanswered
questions: What is the ordinary course of businés#?s limited to the ordinary hours of
work? Is this limited to communication between peswho have dealings resulting from
work-related relationships? Are there situationscWitould be considered borderline, for
instance information exchanged over a social ewendnink by colleagues? The
uncertainty created by these questions that arelealt with in the law could be used by
the defence to show that information was not olethim the ordinary course of business

and as such provide a loophole to escape liability.

2.2. Lack of Clarity in the Determination of Material Pr ice-Sensitive Information

Price-sensitive information generally means anfprination that relates directly or
indirectly to a listed company and which if pubbsh is likely to materially affect the

price of securities of such company.

This information that is unknown to the public ni@y used by a person who wants to buy

securities at their current price before the infation becomes public and causes prices to
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rise. For example, an insider with information abaupotential merger by can gain
advantage by buying shares in the company beferadivs of the merger becomes public,
which would ordinarily result in the share pricetb& company increasing. A person who
has the information and wants to sell securitigbeit current price before the information
becomes public and causes prices to fall couldviike use such information. An example
is a director selling shares in his company befoegative news about the company

reaches the public domain, after which the pricsuzh shares usually declines.

Although insiders are still free to participatetive financial markets, the transactions they
engage in are limited to those for which the infation has no price implications or for
which the information is public since a total banteading by insiders would constitute an
unjustifiable limitation to their freedom of econmmactivity. This is also the case in
developed markets where insider trading prohib&itvave undergone careful definition
and judicial interpretatioff. It is noteworthy that the Capital Markets (Sedesit (Public
Offers, listing and Disclosure) Regulations 200Zirdes material information as ‘any
information that may affect the price of an isssesecurities or influence investment
decisions. The regulations thereafter provide taofissuch information” This definition
and list is replicated in the Nairobi SecuritiescBange Management and Membership

rules’®

It is therefore a matter of significance that wlaasréhe Capital Markets Act in section 32A

makes reference to ‘unpublished price sensitiverim&tion’ and prohibits the use of

7'S.M. Bainbridge ‘An Overview of Insider TradingWwaand Policy: An Introduction to the Insider Traglin
Research Handbook’ [2012%]o. 12-15 UCLA School of Law, Law-Econ ResearcheP&griesl-37, 3.<
SSRN: http://ssrn.com/abstract=2141457> Accesse’DdDctober 2012.

8 See Regulation 2.

¥ Nairobi Securities Exchange Website <http://ww\.ne.ke/regulatory-framework/category/42-nairobi-
securities-exchange-nse.html > Accessed 21 OcRifet.
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unpublished insider information, arguments havenlraesed about vagueness in the use of
either term. The Act makes use of the terms ‘uniphbt price sensitive information’, and
unpublished insider information interchangeably amghin in section 33 expressly

prohibits the use of price-sensitive informationggysons connected to a body corporate.

A brief review of the case oThe Republic versus Terrence Davidson Alias Terry
Davidsonwill help explain the challenges in prosecuting tffence of insider trading
resulting from such ambiguity in the applicatiortioé terms publication and materiality of
information® The accused in this case was charged with twatscand four alternative
charges of insider tradirfg. The prosecution’s position was that the accusesithe Chief
Executive Officer and the Managing Director of Kangommercial Bank (KCB). KCB
were the bankers of Uchumi Supermarkets Ltd andrthi;m Uchumi transaction account
was held at KCB where all sale proceeds were barikiee charges against the accused
were premised on the contention that, as the Bhetutive Officer of KCB, he was in a
position to get price-sensitive information on Uchuhat was not generally available. It

was alleged that this information was the basiswupbich the accused sold his shares.

The defence demonstrated that Uchumi’s poor pedaoe and the pulling out of its major
shareholders was a matter that had been publicizede newspapers. In addition, the

defence was of the view, and the court concurrkdt financial information was not

8 Considering that Kenya relies on judicial precedem these are decisions of the magistrates’ cthese
judgments are not binding on other courts but drpessuasive value. A judgment by the High Court or
Court of Appeal would have been preferable as itild/set a precedent on insider trading case in Keny
The judgments are however useful for this studthag provide a practical indication of how existingider
trading provisions of law have generally been ustberd, interpreted and applied.

81 Republic versus Terrence Davidsddairobi CMCC 1338 of 2008.
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material information as it was not included in tiet provided in the Capital Markets

(Securities) (Public Offers, Listing and DisclosuiRegulations 2002.

In delivering its’ judgment, the court found thhetinformation availed to KCB regarding
Uchumi was financial in nature and that the finahdmprovement experienced by
Uchumi immediately after the rights issue was wivat anticipated in the information
memorandum of the rights issue that had been sgpb the public. Further, Uchumi’'s
poor performance and the pulling out of its majuargholders was a matter that had been
publicized in the newspapers and was, thereforeunavailable to others. The accused
was, therefore, acquitted on all charges. As dtresthe ambiguous definition of material
price-sensitive information, the issue in this cageame one of interpretation; whether or

not financial information is material or price-sgive.

Admittedly, it is important to have a clear defioit or criteria to determine ‘publication’
and ‘material information’ in order to impose camtaestrictions against the use of such
privileged or insider information for personal b&néefore such information becomes
available to the public market. Given that the dtad of proof in insider trading
prosecutionss beyond reasonable doubt, like in all criminaktexs, the absence of a clear
definition or criteria creates a loophole throughieh insider traders can escape liability.
This applies especially when they begin to chakenige nature of the information

involved and cast doubts as to its publication atamality.

This paper takes the approach that the decisioth@fcourt inThe Republic versus
Terrence Davidsonn finding that financial information is not matakiinformation, flies

in the face of the rules of statutory interpretatilhndeed, according to the literal rule of
interpretation, the words of a statute must berpméged according to their ordinary, literal

and grammatical sense as found in the dictionargtally, the Capital Markets
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(Securities) (Public Offers, listing and Disclosufeegulations 2002 defines material
information as ‘any information that may affect thece of an issuer's securities or
influence investment decisions. The regulationsretéer provide a list of such
information.®? Using the literal rule of interpretation, thet lrovided in the regulations
could not be deemed to be exhaustive especiallgusecthe provision states that such
material information “includes” the provided infoation®® The mere fact that the
financial information was not listed does not meamthe court in its wisdom would like
us to believe, that financial information is notteréal information. The final item on the
list which reads “or any other peculiar circumsesthat may prevail with respect to the
issuer or the relevant industry” is further indieatof the non-exhaustive nature of the list

provided.

Indeed, theejusdem generisule which applies to resolve the problem of givimeaning

to groups of words where one of the words is anduguor inherently unclear is

applicable here as well. On the whole, the rul¢éestéhat where "general words follow
enumerations of particular classes or persons mgsh the general words shall be
construed as applicable only to persons or thirfgghe same general nature or kind as

those enumerated*

82 See Regulation 2.

8 |n the case oFisher versusBell [1961] 1 QB 394, the defendant, a shopkeeper, pvasecuted for
displaying an illegal flick-knife for sale. Becauigds an offense to offer such an item for salelamthe
Restriction of Offensive Weapons Act (1951) he wansvicted. On appeal, however, it was held tiér

for sale has a technical meaning in law, and a shop windsplay is an Invitation to treat, not an offer in
contractual terms. The conviction was thereforesfad. In 1961 a further Act was passed making it an
offense to 'expose for the purpose of sale' ameffe weapon.

8 1n the case oPowell versusKemptonPark RaceCourse[1899], A.C 143, it was an offence to use a
“house, office, room or other place for betting'dathe defendant was operating from a place outdddms
court held that “other place” had to refer to otitoor places because the words in the list wedear
places and so he was not guilty.
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Applying the ejusdem generisule, the final item on the list which reads “aryaother

peculiar circumstances that may prevail with resp@the issuer or the relevant industry”
in the Capital Markets (Securities) (Public Offelisting and Disclosure) Regulations
2002 ought, therefore, to be understood in a pdaiccontext. It ought to be understood
in the context of any information that may affele tprice of an issuer's securities or
influence investment decisions. The foregoing arguits strongly support the position that

financial information definitely falls within thigider bracket.

2.3.Lack of Criteria to Define Publication of Informati on

As alluded to in the foregoing discussion, publaatis a critical factor in determining

whether or not a transaction is prohibited. Thesoeabehind this is that, unpublished
insider information may be utilised by a person wiamts to buy securities at their current
price before the information becomes public andseaprices to rise. On the other hand,
the information could be used by a person who wemsll securities at their current price

before the information becomes public and causes®to fall could likewise use it.

It is therefore important to note that the Caplitarkets Act is silent on when information
can properly be said to have been published. Teeat gxtent, this is an omission whose

consequences to the prosecution process shoultengiderestimated.

The impact of uncertainty in the meaning of puliformation is illustrated in the case of
The Republic versus Terrence Davidswehose facts have beendescribed abov®. As

discussed, the defence in that case ably demosstitsat Uchumi’s poor performance was
a matter that had been publicised in the newspafidssnoteworthy that the decision by

KCB to stop financing Uchumi was not public, andsvkaown to Davidson on account of

8 Republic versus Terrence Davidsdairobi CMCC 1338 of 2008.
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his position at the Bank. However, Davidson'’s tngdilespite his precise knowledge about
Uchumi’s true financial situation was not sufficidn sustain a conviction just because it
was shown that there was public knowledge aboutubhéls general poor financial

position.

Thus, whereas it was publicised in the newspagetsichumi was generally performing
poorly, the decision by KCB to stop financing Uchiumas not known to the public. The
ruling in this case seems to suggest that theipnsit Kenya with respect to publication
of information is that information that is partialhon-public is still considered public
information. It matters not that only some and abtinformation is not in the public
domain; and so long as only some of the informat®in the public domain then the
information is concluded to be in the public domaird any trade conducted on the basis

of such information will not qualify as insider diiag.

This case further provokes pertinent questions @®ws: Is mere publication in

newspapers sufficient publication? Should this jmalibn take a specific form?

As was noted in the caseDiie Republic versus Bernard Mwangi Kibathe accused was

acquitted on the ground that he had based theo$dies shares on information that had
been publicized in the newspapers. This ruling seémsuggest that for purposes of
determining whether information is in the publicntlin, a newspaper article suffices as

publication of information.

It is noteworthy that objections could be raisedHis view because newspapers vary in
terms of content, reliability, credibility amonghet differences. In addition, the

information could be published by the issuing comypar even speculators in which case
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reliability would vary depending on the source bé tarticle. It may, therefore, not be

entirely sufficient to term all newspaper artickesspublication.

From the foregoing discussion, it is clear thateh&re no objective criteria with which to
determine when information can be said to have Ipedrtished. As demonstrated above,
this becomes a problem of proof for the prosecudioth a loophole that can be explored by

accused persons to obtain acquittals.
2.4. Difficulties in Assessing Possession of Informatioby Corporate Bodies

An examination of the Capital Markets Act indicatbat Section 33 is the operative
provision in so far as prohibition of insider tragiis concerned. It identifies the persons
who must not deal in securities by virtue of th@nnection with a body corporate in the
preceding six months. These include an officehat body corporate or of a related body
corporate, a director, secretary, executive offioeemployee, receiver, receiver manager,
official manager or his deputy, or a trustee of lhoely corporat& The person could also
be a substantial shareholder in that body corpovaten a related body corporate; or

occupies a position that may reasonably be expeatgide him access to information.

The definition of an insider in the Act envisagesiaural person as well as a juristic
person in the form of a corporate enfifyThis is evidenced by the existence in the Capital
Markets Act of penalties for insider trading fortunal persons as well as for companies.
Again, sanctions for contravening the Act includee$ for corporate bodies and a fine

and/or imprisonment for natural persdfisin addition, the Act makes reference to

8 Capital Markets Act s 33 (9).
87 Capital Markets Act s 33.

8 Capital Markets Act s 33 (12).
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defences that corporate entities may rely on. Thie$ences are set out in section 33(5b),

section 33(7) and section 33(8) of the Capital M&skAct and are listed below.

The first provision is section 33(5)(b) which praidés a bearer of insider information from
communicating that information if he knows or haason to believe that the other person
will make use of the information to deal in or puoe another person to deal in those
securities. This avails a defence where the instdardemonstrate that they did not know
or have reason to believe the other person willenaze of the information to deal in the
securities. The second provision is section 33(hjch enables a body corporate to enter
into transactions at any time even if one of itdicefs is in possession of insider
information so long as the decision to transact e@ered by another person other than
the officer; there were arrangements to ensureitisaéder advise or information was not
communicated and that indeed the insider advisaformation was not communicated.
The third provision is section 33(8) which allowsdies corporate to trade in securities of
other bodies corporate based on insider informatibms is in instances where the
information is obtained in the course of duty agithown body corporate relating to

proposed dealing by their body corporate in theistes of the other body corporate.

The Capital Markets Act defines an insider as fefio

“Any person who is or was connected with a companis deemed to have been
connected with a company and who is reasonably ategeto have access, by
virtue of such connection, to unpublished informatwhich, if made generally
available, would be likely to materially affect thece or value of the securities of
the company, or who has received or has had actessuch unpublished

information”®°

8 Capital Markets Act s 2. See also section 32A3hd
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This definition could be applied to investment banés well as their employees,
underwriters, financial analysts, lawyers as well persons who come across insider

information in a casual or fortuitous manner froergmns connected to companies.

The foregoing discussion and definition raises miper of salient questions that are not
covered by the Act. When then, does a corporate bhedome an insider trader? How
does a corporate possess information? How doegdugrement for knowledge in section

33(5) (b) apply to corporate bodies?

A corporate body can become an insider becauseitssible for bodies corporate to trade
in securities of other bodies corporate. This bezpinsider trading when the transaction
is based on insider information. In instances whbe information has been obtained in
the course of duty at their own body corporatetiregato proposed dealing by their body
corporate in the securities of the other body ca® the Act provides a defence to the

offence of insider trading’

With regard to possession of information, a primamg superficial approach would be the
physical possession of information in the form bygical files, computers, and flash disks

etcetera by a corporate body.

Information may also be possessed in a non-tangdiee by individuals within the body
corporate because they know or are aware of tlenmation. Because the Act does not
state how a body corporate possesses informatit@rences would have to be drawn from

the law of agency and the Companies &ct.

% Capital Markets Act s 33(8).

1 The Companies Act, Chapter 486 of the Laws of Keny
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Corporate entities are run by natural persons, llystteose who make up the board of
directors. Since the board is responsible for tgtd-day management of a company, it
would, therefore, have to be inferred that whefermation is possessed by a majority of
the board or in the alternative by the directinghdnand will of the corporate, then that
corporate is deemed to possess the informationettie law of agency too, a company
can be said to possess information where the irdbom is in the possession of the
company’s agents who have authority to receivermétion on the company’s behalf.
Several inferences that have to be drawn aboveweadlybe an indicator that the insider
trading law with regard to corporate entities ig sofficiently laid down in the Act and

may become evidentiary hurdles during prosecution.

To sum up, whereas the Act foresees insiders asahgiersons as well juristic persons, its
focus lies more on natural persons. Thus, it falprovide for juristic persons, such as

corporate entities, and how they can be considesedsiders.

2.5.Gaps in Information Disclosure Requirements

The Capital Markets Act obliges all companies tfér securities for sale to the public to
publish an information memorandum in compliancehwiquirements prescribed by the
authority?® These disclosure requirements are to be fulfiietbre an issuer is permitted
to distribute its securities through the stock exae. A further requirement is the
continual disclosure of developments which may leasubstantial movement in the price
of its securities® This is because with the passage of time fromirital prospectus

distribution, the disclosure contained in the pextps becomes of decreasing

92 See also, Capital Market Listing and DisclosurgiRations 2002.

% The Capital Markets (Securities) (Public Offerdsting and Disclosures) Regulations, 2002, Fifth
Schedule.
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informational value to the investor. The issuerl wiéed to provide more relevant and
current information as long as securities contitmdoe available for sale in the public
market. These initial and continual disclosure nmements are binding to the issuing

companies and not to insiders generally or to thrscspecifically.

Mandatory disclosure requirement for insiders aregulatory feature which ensure that
transactions by insiders are a matter of publiongcThese have the effect of deterring
insiders from dealing in non-public material infaton. Of equal importance is the
affirmative duty of disclosure for companies ortingions that come into possession of
material, price-sensitive information. Such a dofy mandatory reporting and timely

disclosure would eliminate the very existence ofanal non-public information. It would

also enhance market efficiency as it would enlalge pool of information from which

market analysts can draw in the performance of thsks resulting in accurate pricing of
investment instruments. Such disclosure is relipdnuheavily by regulators in most
developed market¥. This is because it ensures that market participhave equal access

to information which will affect market price.

As indicated in the literature review, the presatidy seeks to analyse Kenya's
formulation of the legal provisions on insider fragl and inthat process assess the
relevance and applicability of mandatory disclosior&enya’s markets. It was also stated
that this study will assess the adequacy of promsion disclosure in Kenya. In light of

this, an examination of the Capital Markets Acte&lg that the duty to disclose is limited

% K. Langenbucher, ‘The ‘Use or Possession’ Debate dRedi—Spector Photo Group and Insider Trading
in Europe’ [2010] 5 (16)Capital Markets Law Journaf#t52-470, 463. < http://cmlj.oxfordjournals.org/ >
Accessed 20 November 2012.

59



to the company directors and the issuing companynstitution. It fails to extend to

insiders generally.

Admittedly, this is a significant gap since the emdion of such provisions to insiders
generally would have the effect of deterring inssdigom exploiting material non-public
information in their possession or even requiringjders with information to abstain from
trading. It would ensure that trade by insiderplaced on the public record and would
therefore promote market efficiency by ensuring fhréces reflect non-public information

as well.

Further, there is no denying that the prosecutionld have a lighter and less complicated
task in proving the breach of disclosure requireimi@s compared to proving the breach of
the existing insider trading rules. All things calesed then, these benefits would be lost

on our market if our legislation were to remairitas.

2.6. Conclusion

This chapter has demonstrated that inadequacitgiprovisions of existing law and its
enforcement can be identified from the applicatbthe law and existing literature to the
two insider trading cases that have been prosedutiédnya. These include lack of clarity
in the meaning and application of core elementshefcrime of insider trading such as
insider information, publication of information anghterial information in the Act. It has
also been shown that the absence of mandatorysdigel requirements for insiders places
the duty of curbing insider trading solely on tharket regulator. Effectively, the problem
in the Kenyan context appears to be inadequacig®idrafting of the statute coupled with
narrow interpretation of existing laws; these renidevell-nigh impossible to prove the

crime of insider trading beyond reasonable doulot emables insider traders escape the
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law by casting doubts in the prosecution cases, Itherefore, evident that the prohibition
of insider trading as presently formulated is irquolte and almost impossible to prosecute

effectively.
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3. CHAPTER THREE: DATA COLLECTION AND ANALYSIS

This chapter presents the research and analysbasfcomings of the Capital Markets
Act as experienced by legal practitioners in Keagavell as their views on the proposals
for reform. It begins with a discussion of the nuetblogy adopted in carrying out the
study. This includes the research design, targeulption of the study, sample and
sampling techniques, description of data collecam analysis tools. It then discusses

the findings and draws conclusions.

The research under this chapter contributes toottezall study by providing a mirror
against which actual practices can be reflecteadgsbthe hypothesis that the provisions in
the Capital Markets Act relating to insider tradarg vaguely formulated and are therefore

difficult to prove, thus hindering the effectiveogecution of the offence of insider trading.
3.1. Research Design: Population of the Study and Samply Procedure

The research design was an exploratory survey whisgchadopted in order to reach an in-
depth understanding of the experiences of legaltiicners. This involved gathering data
that would provide a description of views and elgares of persons who apply the
Capital Markets Act and more specifically, thosevsions that deal with insider trading.
The survey questionnaire was uploaded on cyberspadethe link distributed to key
informants in order to obtain primary data on tpelecation and enforcement of existing

legal provisions on insider tradifg.

The study population constituted legal practitienir law firms in Nairobi, those in the

Capital Markets Authority, the Nairobi SecuritiesxdBange, in-house counsel and

% < http/law-research.org > as at May 2012.
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academia. The study population was limited to Naiforns mainly because practise in

this area is concentrated in the capital.

The sample was purposive, with informants beinggsively selected from the Capital
Markets Authority, the Nairobi Securities Excharagel legal practitioners in specific law

firms in Nairobi that are known to engage in cdpitarkets practice.

The rationale for this purposive sampling was dewetl when the research instrument was
pre-tested on a variety of legal practitionersratieg the Law Society of Kenya Annual
General Meeting. A majority of the lawyers werelod view that the Capital Markets Act
and the law on insider trading is specialised avedaw.®® They suggested that the
guestionnaire should be administered only to spetafvyers and firms that dealt with

capital markets, since this is not a generalised af legal practice.

The lawyers making up the research population whezefore, identified through the law
firms listed as practising in the Capital Markeatdd in commonly used independent sites
that have international ranking system for law 8trithe main one used in this study was
the IFLR 1000 web listings for sourcing legal ccein¥hese were supplemented with the
listing of lawyers in the Capital Markets field HG.org Legal Directories as well as

Chambers Global, an international legal researampamy.

The Survey Instrument
The survey instrument used was a semi-structurezstmunnaire comprising nine (9)
guestions. The questions were designed to elidi da accordance with the research

question’’ The possible survey responses were presentedikaraichart, a psychometric

% The Law Society of Kenya Annual General Meetingswald on 26 March 2011 at the Intercontinental
Hotel.

%" See Appendix 3: Survey Questionnaire.
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scale commonly involved in research that employsstjannaires. It is the most widely

used approach to scaling responses in survey oes&ar

The questionnaire was uploaded on cyberspace amihigtered by the researcher via
email and the possibility was opened up for follopvinterviews with key informants at
the Capital Markets Authority and legal practitiomén law firms in order to obtain

primary data on the application and enforcemenéxasting legal provisions on insider

trading.

Validity and Reliability
The reliability of a research instrument conceimes éxtent to which the instrument yields
the same results on repeated trial, while validiggermines whether the research truly

measures that which it was intended to measurewrtiuthful the results are.

The researcher tried as much as possible to maitmésreliability and validity of data she
collected by ensuring data collection techniquestdgd relevant and correct information.
The techniques to ensure this included triangutatand pre-test/pilot study. The
researcher applied the triangulation method by ¢oimdp the doctrinal approach as well as

making use of questionnaires to complement theridattapproach.

For reliability, the researcher carried out a pgbidy where she pre-tested the instrument
before using it. This was in order to check forafmalary, language level and how well the
questions were understood. The researcher alsaimedt from asking leading questions.
The information obtained from pre-testing of thestinment was used to revise the

guestionnaire and gauge whether questions metbdjeetves of the study.

% Research Methods Knowledge Base Website < httpuissocialresearchmethods.net/kb/scallik.php>
Accessed 20 November 2010.
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Ethical Considerations

An application for research permit was made atNagional Council for Science and
Technology and the permit obtain€dThe permit was obtained during the preparation of
the doctrinal section of the paper and it expiredoke data collection stage. It was
renewed upon expiff’ An assurance was given to the subjects that arng de
information collected would be treated in the $&$t confidence, and would not be
directly referenced in oral or written reports. ivBcy was assured by the use of emails

directed specifically at the subjects. There wereneetings, observers or listeners.

Challenges Encountered In the Survey

Due to an apparent lack of time there was a ndileedisinclination on the part of
respondents towards survey questionnaires. Thandes had to send reminders by email
and phone call before the survey questionnaireg waly completed. Some respondents
promised to revert but failed to do so even af@ndg reminded. Thus the data collection
was conducted over a three month period, and dwem, inot all the identified subjects
responded to the survey. Some of the respondemsrierced internet down-time and

were only able to complete the questionnaire afeeral attempts.

3.2.Results of the Survey

The questionnaires were completed online and tha dtored in the database. After
collection, the data was reviewed for inconsistesi.clt was then organised and analysed.
The survey questionnaire themes were divided aralysed in relation to the main

research themes as follows:

% See Appendix 1.

10 see Appendix 2.
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Introduction: Personal Information and Approach to Insider Trading Legislation

The introductory section of the study sought t@lelith the respondent’s occupation and
the years of experience they had in engaging vathital markets law. It also sought to
find out the respondent’s views on prohibition mdider trading and whether they thought
this prohibition would enhance investor confiderioceKenya's Capital Markets. The
purpose of these questions was to gauge the respomdevel of experience as well as

their approach in applying the Capital Markets Act.

Table 1: Distribution of respondents by occupation

Occupation Number of Respondents Percentage
Law Firm 10 66.6%
Securities Exchange 1 6.6%
Capital Markets Authority 1 6.6%
Academic 1 6.6%
In-House Lawyer 2 13.3%

In terms of occupational distribution, majority (6%0) of the respondents were based in
law firms and 13.3% were in-house counsel. The nedes were from the Securities
Exchange, the Capital Markets Authority and acadermhus, data was obtained from a

variety of respondents, all engaging with the Gdpitarkets Act in varying capacities.
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Table 2: Distribution of respondents by years qfexience

Years of experience Number of Respondents Percentag
Below 2 years 2 13.3%
Between 2-9years 10 66.6%

10 years and above 3 20%

Regarding experience, the overwhelming majority re§pondents had considerable
experience in capital markets law. Those with elgoee ranging from two to nine years
comprised 66.6% of the sample. The respondents wwdr ten years of experience
accounted for 20% of the sample. Those under Xyeafaexperience comprised only 13%

of the sample.

Table 3: Distribution of respondents by their apgech to prohibition

Approach Number of Respondents Percentage
Insider Trading should be prohibited 15 100%
Insider Trading should NOT be prohibited 0 0%

The question on whether insider trading shouldhmusd not be prohibited sought to test
the acceptability of Prof Henry Manne’s argumenfedding insider trading. The
argument is that insider trading enhances markieiezfcy by ensuring speedy availability

of information into the market.
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All the respondents had a common approach to thbilgtion of insider trading. There
was resounding agreement that insider trading shbel prohibited. This approach was
consistent with that of several works referred ricthe literature review as well as the

approach taken by legislative trends worldwide.

Table 4: Distribution of respondents by opinioniowestor confidence

Opinion on investor confidence Respondents Percemga

Effective prohibition of insider trading will prone| 14 93%

investor confidence.

Effective prohibition of insider trading will NOTrpmote| 1 7%

investor confidence.

According to data elicited in this survey, the ovieelming majority of respondents were
of the view that effective prohibition of insideatling would indeed promote confidence
of investors in Kenya's capital markets. There wWesodd 7% that did not agree with this

opinion.

Inside Information: The Term ‘Information’ Under Th e Act

The study sought to find out the subject’s intetgsien and understanding of the term

information as used in the Act. The purpose of gusstion was to demonstrate the variety
of ways in which the term information can generdly understood. The responses are

represented in the graph overleaf.

Majority of the respondents were in agreement thater-press, office rumours and

tabloids could not be properly described as infaioma There was uncertainty about
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whether corporate advertisements in newspapersspaclulative television news reports

could be considered as information.

There was a notable strong agreement that both éalghanged over an evening drink or a
game of golf as well as news gathered from anotieenpany during an international

conference was indeed information.

Figure 2: The Term ‘Information’ under the Act

The Capital Markets Act makes use of the term information in several instances, The meaning is not provided, In your opinion,
if a person obtained knowledge relating to share prices in the sources balow, would you agree that this is information?

70,

rMumntber of responses{Perrcentage)

Hew Paper Tablaid Guiterpress  Officerumours  Speculstivety  Tales exchanged  International
news conference

Strangly Disagree  *Disagree  * Neutral  ®*Agree  ®3trongly Agree
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The respondent’s views are an indicator the gempenadeption of information varies and if
they were placed on a continuum, corporate adesnists in newspapers would lie on the
weaker end of the continuum while news gathereghimternational conference would lie
on the strongest end. The other accepted perceptibinformation would then fall at

various positions within the continuum.

Materiality of Information

Further, the study then sought to establish whethersubjects’ understanding of the
material information corresponds to the definitiprovided in the Capital Markets

regulations. The Capital Markets (Securities) (Ruliffers, listing and Disclosure)

Regulations 2002 defines material information asy ‘@formation that may affect the

price of an issuer’s securities or influence inwe=tt decisions’ and provides a list of such

information®! This list, however, does not include financiabimhation.

The purpose of this question was therefore to gauggher respondents viewed financial
information as material. For the avoidance of dpfibancial information was unpackaged

to read ‘information on assets and liabilities.’

All the respondents were of the view that the ussiaategories of information were
indeed material. These were the acquisition orddsssignificant contract, information on
assets and liabilities, a tender offer for anotbsuer’s securities, a significant new product
or discovery and a call of securities for redemptionly 8% thought the tender offer and

loss of significant contract were material.

%1 see Regulation 2.
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The responses are represented in the graph below:

Figure 3: Materiality of Information

From the list provided below, please indicate what you would consider as materal information that may affect prices of a company shares,
i

e
f="=

[oe ]
.

-
"=

1

M b e ofF mas o s e U arc e o e

The acquisation orloss of 2 Finandal infotmation ftender offer for ancther A significant new produd or #call of securties for
siqnificance cantradt isslers sequries giscoveny redernption

Sromoly Disagree  "Disagree  *Mewnal  Yhgee 9 Shrongly Ageee

There was consensus that information on assetfiahilities was material information. It
seems clear from this evidence that financial imtion is generally understood to be
material information. As anticipated, this positicontrasts with the view of the court in

Republic versus Terrence DavidsSh

102 5ee Nairobi CMCC 1338 of 2008.
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The Understanding of Prompt Disclosure
With regard to publication of information, the syusbught to find out what the subjects
considered as prompt disclosure. The purpose sfghéstion was to find out how much

the subjects appreciated the need for disclosuirdaimnation.

The overwhelming majority (54%) recommended disalesof price-sensitive information
within 24 hours. Those who recommended disclossresaon as the information was
received accounted for 38% of the respondents. By proposed disclosure of
information within 48 hours. These responses confihat the requirement of prompt

disclosure of information is generally consideraedraportant aspect of securities law.

General Assessment of Enforcement of the Act

Under the theme enforcement, the study soughhtbdut the subjects’ view or experience
on the factors that cause low enforcement of lpgavisions. It also required them to rate
the performance of the Capital Markets Authorityemnforcing the law. The purpose of this
question was to demonstrate public perceptionsrdegs levels of enforcement of the

Capital Markets Act by the regulatory body.

According to the data elicited in the survey, 85#4he respondents consider the capital
markets legislation as having been drafted in a thay makes enforcement impossible.
Those who regarded the standard of proof as bednghigh comprised 15% of the

respondents. Majority of (46%) the respondentsciagi a ‘low’ rate when it comes to the
Capital Market Authority’s desire and enthusiasnendorce the law. They also received a

low rating for expertise to enforce the law.

The vast majority of respondents showed little merice in the adequacy of insider

trading law. Almost half faulted the regulator'ssde, enthusiasm and expertise in
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enforcing the law. The criticism accorded to the lvas however, greater than that

apportioned to the market regulator.

3.3. Discussion

This discussion is centred on the main issuesnarigi the research paper. These are the
problem of ambiguity of the term information; theaming of materiality of information;
the meaning of publication of information; diffitiéls arising out of the possession of
information by corporate bodies and the disclosafranformation.They are discussed in
light of the two objectives of this research whiglre to examine the inadequacies of the
Capital Markets Act in addressing the elementshef affence of insider trading and to
determine whether legal reforms are needed in dodeurb insidetrading and to promote

a fair and efficient capital market.

The study commenced with a review of literaturechipresented a debate on whether or
not insider trading should be prohibit¥d.Guided by the reality that all major economies
have legislations prohibiting insider trading, tp@per consistently took the position that
insider trading ought to be prohibited. Furtherpap for the prohibition of insider trading
is now provided by overwhelming evidence from resfents. The prohibition is
supported because respondents consider that itdwwomote confidence of investors in
the capital markets. This response suggests thtele and academic theories should be

tested in light of realities in the capital market.

The first issue under discussion is the problemambiguity of the term information.

According to the respondents, corporate advertig&ni the newspapers, speculative

103 3. M. Bainbridge, ‘An Overview of Insider Tradingaw and Policy: An Introduction to the Insider
Trading Research Handbook’ [2018p. 12-15 UCLA School of Law, Law-EconResearch P8&ggiesl-
37, 24-34< SSRN: http://ssrn.com/abstract=2141457> AcceesesD October 2012.
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news reports, tales exchanged over an evening dninglame of golf as well as news
gathered in an international conference are alkiclemed information. However, gutter
press, office rumours and tabloids should not beéd as information. This position
gualifies previous arguments in this study, whidhacpd all these in one bundle as
information. The finding, however, corroborates #ngument that the term information is
not specific and can be understood in many diftereays. As previously noted,
‘information’ is a term that is used in a vacuousl droad manner in the Capital Markets
Act. It is therefore suggested that information shoué dtatutorily defined for the

avoidance of doubt.

The problems of proof arising from this broad usagfethe term information are
exacerbated by the Act's requirement to establsé information as the basis for the
prohibited transactiof* Further, the causal link established between eynpémt in a
body corporate and acquisition of information prése¢he assumption that price-sensitive
information is acquired only in the course of enyphent’®® This avails the defence that
information was obtained when *“it was not in thelinary course of business” and the
debate about what the ordinary course of businessnm It is proposed that the mere
possession of inside information during the condofctransactions should suffice to
ground liability, as opposed to the requiremengstablish the information as the basis of

the trade. Further, the consideration that inforomats inside information when it was

‘obtained in the ordinary course of business’ stl@lso be eliminated.

The definition of insider trading in the proposedislation, presents a shift from a person-

connection, to an information-connection which audtically reduces the market

104 Capital Markets Act s 32 A.

105 Capital Markets Act s 33(11).

74



regulator’s burden from proving both that a persoan insider and that the person dealt
with prohibited information to proving only that person dealt with prohibited

information.

In addition, three criteria which information musteet in order to qualify as inside
information is proposed. First, it must relate &stfgular securities or a particular issuer of
securities as opposed to securities generallysoers of securities generally. Second, the
information has not been made public and thirdt Were made public, it would have a
material effect on the price of any securities. §hilhe problem of vagueness would be

eradicated in this manner.

There is a need to eliminate reference to tradinghe ‘basis’ of unpublished insider
information, in order to relieve the market regafadf the burden of proving this mental
element. There is further need to disregard themaggon that price-sensitive information
is only acquired in the course of employment areteghy remove the defence currently
available under the Capital Markets Act that infation was obtained when “it was not in

the ordinary course of business.”

The second issue under discussion is with regardateriality of information. This paper
took the approach that the decision of the coufthia Republic versus Terrence Davidson,
in finding that financial information is not matakiinformation was erroneous. This
position is supported by the literal rule of intexgation which stipulates that the words of
a statute must be interpreted according to the&linary, literal and grammatical sense. It
was also stated earlier in this work that applyiing literal rule of interpretation, the list

provided in the regulations could not be deemebte@xhaustive especially because the
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provision states that such material informationcliles” the provided informatioii®
Consequently, the fact that the financial inforrmativas not on the list ought not to have
been interpreted as excluding financial informafimm the scope of material information.
It now seems clear from the evidence, from the eyyan materiality of information, that
market practitioners consider financial informatias material. An implication of this is
the acknowledgment that that there are indeed enablof interpretation of the existing
law. Judicial interpretation has read the word mialteénformation so narrowly as to
exclude financial information therefore providingnaeans of escaping liability and is

contrary to the spirit of the legislation. A broaderpretation is therefore proposed.

The third issue was on publication of informatidm.this regard it was indicated in the
previous chapters that the Capital Markets Act doasprovide objective criteria with
which to determine when information can be saitldee been published. This becomes a
problem of proof for the prosecution and a loophtblat can be explored by accused
persons to obtain acquittals. It was noted thaptioposed law provides an insight into the
meaning of information being ‘made publi®’. It is proposed that guidelines be
established to assist the industry in dealing witie problem of determining when

information can properly be said to have been ghblil.

The fourth issue under discussion is on the posses$ information by corporate bodies.
Whereas the Act foresees insiders as natural pe@®nvell as juristic persons, its focus

lies on natural persons. It therefore fails to mevfor legal persons such as corporate

1% |n the case ofisher versusBell [1961] 1 QB 394, the defendant, a shopkeeper, pvasecuted for
displaying an illegal flick-knife for sale. Becauikds an offense to offer such an item for salelamthe
Restriction of Offensive Weapons Act (1951) he wasvicted. On appeal, however, it was held tiér

for sale has a technical meaning in law, and a shop windsplay is an Invitation to treat, not an offer in
contractual terms. The conviction was thereforesfad. In 1961 a further Act was passed making it an
offense to 'expose for the purpose of sale' amsiie weapon.

197 Securities Industry Bill 2011 s 86.
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entities and how they can be considered as insidesssuch, the existing law on

corporations as insider traders remains largelgsiatl and neither do the proposed laws
tackle this aspect of insider trading. It is sudeésthat the gap in determining how
corporations can be considered insiders and how ttem be considered to have

knowledge or possession of information still netedise bridged.

The fifth and final issue is on disclosure of infation.The importance of disclosure as a
foundation for promoting investor confidence in tapital markets is underscored by the
results of the survey as well as literature andiiaents raised in the study. This reverses
the onus of proof so that the accused would beiregjto prove his compliance with the
disclosure requirements. It has been observed tiat Capital Markets Act lacks
mandatory disclosure requirements for the repomingansactions by insiders. It likewise
fails to create an affirmative duty of disclosuoe Eompanies or institutions that come into

possession of material price-sensitive information.

The obligation to disclose material changes or mewelopments which are not in the
public knowledge and which are necessary for thanitial appraisal of the issuer should
be strengthened. The regulations should also im@oskity on insiders to promptly

disclose their interests in securities of an isslrethe revision of the legal provisions, it is
proposed that the affirmative duty of prompt discie for companies and the reporting of

transactions by insiders should be stated in @edrunambiguous terms.

From the foregoing, it can be surmised that thereverwhelming evidence that the
provisions on insider trading in the capital maskdegislation are weak and this
contributes to poor enforcement of the law. Theoss®@ment process should be improved
through adequately resourcing and staffing the etargulator to conduct prosecutions.

Further, the proscribing of a variety of activitiefich serve to facilitate the practice of
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insider trading is likely to make the combat ofidles trading more effectivi®® Such
activities include market manipulation; false tregliand market rigging transactions;
fraudulently inducing trading in securities; usenwénipulative or deceptive devices; and
false or misleading statements inducing securiti@msactions. An overhaul of the
enforcement effort in relation to insider tradisgtherefore proposed. If insider trading is
to be curbed, it is necessary that the regulatentused and equipped to do so. There is
also a need to widen the scope of prohibited coandu®rder to incorporate market
manipulation, use of manipulative devices, isswhtalse statements and related activities

that threaten integrity of the capital market.

The Capital Markets Act has a criminal focus, whashdiscussed in this study, is difficult
to traverse. These challenges in criminal prosenubf financial offences make a
compelling case for an increased application o$texg civil and administrative avenues,
whose requirement of proof is on a balance of fiti@s and therefore lower than

criminal prosecution.

The results of the study thus support the argurtieitthe law as drafted is weak. Further,
it is admitted that there are enforcement problesssiting from this weakness and these
are complemented by an apparent poor desire arddaenthusiasm by the market

regulator to enforce the law.

3.4.Conclusion

This study has examined the elements of the offeicesider trading in the Capital
Markets Act. The results of the survey indicatet thi@ere is great support for the

prohibition of insider trading and that there andded inadequacies in the provisions on

198 £ Swan and J.Virgdviarket AbuseRegulation(Oxford University Press, London 2010) 6.
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insider trading as presented in the Capital Marketis The current survey finds that the
term information is perceived in different ways Ipyactitioners and that financial

information is indeed considered inside informatitihalso finds that there is need to
impose a time-frame within which price-sensitivdormation should be made public.

These results are consistent with the analysisask daw and comparative literature
conducted in the previous chapters in which thenelds of the offence of insider trading
in the Capital Markets Act were analysed in light existing case law to illustrate

challenges to their enforcement. The study theeefmncludes that the prohibition of
insider trading as presently formulated is inadéej@and almost impossible to prosecute
effectively. This presents a compelling case fdoma to ensure legal provisions that

make up the elements of insider trading are céatifi

79



4. CHAPTER FOUR: ADDRESSING INADEQUACIES IN THE LAW

While drawing on lessons from other jurisdictiottsis chapter examines proposed Bills
and Regulations in the capital markets and seestisector and discusses them with
respect to their sufficiency in mitigating the imagiacies in existing la¥® The research
in this section contributes to the overall studydxamining the suitability of proposed
legislation in resolving the challenges in prosewuinsidertrading and as a consequence
in promoting a fair and efficient capital marketque&ed for Kenya's economic

development.

Three Bills are identified among several proposaasidue to their connection with insider
trading and are examined with regard to their miovis relating to inside information,
material information, publication of informationpgsession of information by corporate

bodies and information disclosure requirements.

The three are the Capital Markets Authority Bill120Q which makes provision for the
establishment of the Capital Markets Authority & tregulator of the securities
industry'® the Securities Industry Bill 2011, which is deaftwith the stated purpose of
regulating the securities industry and providingestors with protection from business
abuses and market failures by proscribing insideding; and the Securities Industry

(Continuing Disclosure Obligations of Issuers) Ratans 2011, which proposes to

govern disclosure obligations of issuers.

199 Other proposed legislations are Capital Marketsharity (Advertising) Regulations 2011; Securities
Industry (Asset Backed Securities) Regulations 2@dcurities Industry (Collective Investment Scheme
Regulations 2011; Securities Industry (Internetding) Regulations 2011; Securities Industry (Talesy
Regulations 2011; Securities Industry (Offers af\Bities) Regulations 2011; Securities Industrycérsing

of Regulated Persons).

110 capital Markets Authority Bill 2011 s 4.
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4.1.Inside Information

In the previous chapters, it was observed that tdren information is core to the
prohibition of insider trading yet the Capital Matk Act does not give guidance with
regard to its meaning. Indeed the perception ofketapractitioners with regard to
information incorporates a wide range of concép&urther, the evidentiary burden on the
regulator is increased by the requirement to estalhis information as the basis for the
prohibited transaction. The third weakness that maed in relation to inside information
is that the definition of an insider in the Act ates a causal link between employment in a
body corporate and acquisition of information henhe prosecution would need to prove
both that the accused had been an insider andnfloamation obtained in their condition
as insider was the basis of the transaction intipres'” The dearth of a set of criteria to
qualify information as ‘inside information’ was alsalluded to as a shortcoming of
existing law on insider trading. Cumulatively, thegseaknesses create an onerous burden

for the prosecution to discharge.

As discussed in the literature review, these diffies are not new and have also been
experienced and mitigated in other jurisdictionsr Fistance, South Africa’s law sheds
light on the meaning of inside information becaitdays down criteria that ought to be
met in order for information to qualify as ‘insideformation’**® First, the information
ought to be specific or precise. Thus, market fatiens based on vague or general
information, rumours, suspicion, conjecture, spatoih or combination thereof do not fall

within the purview of the Act. Second, informatiomust be of a non-public nature in order

1 5ee Chapter 3.2 Inside Information: The term ‘tnfation’ Under the Act.
112 Capital Markets Act s 33(11).

113 3outh African Securities Services Act s 74.

81



to ground liability. The South African Securitiesrices Act provides ample guidance to
assist in making the determination that informati@s been stripped of its non-public
character. Any piece of data loses its ‘inside rimfation’ status upon its being made
public. Thus prompt disclosures of new developmegtesiders may significantly reduce

their exposure to liability for the use of suchomrhation in their market transactions.
Thirdly, the information must have been obtainedalyyerson while occupying the status
of insider. Fourthly, the information ought to baterial; information that is likely to have

a material effect on the price or value of any séies or financial instrument.

The UK’s Financial Services and Market's Act pragdan expanded definition of inside
information in relation to three different categ®i of securities. In summary the
information is inside if it is not generally avala, it relates directly or indirectly to the
security in question and would, if available, haveignificant effect on price. The Act
then goes ahead and defines the meaning of predisenation as information which
indicates circumstances that exist or may reasgrisbkexpected to come into existence or

is specific enough to enable a conclusion to bevadrd™

With regard to the person-connection approachs ibhservable that the position in the
United Kingdom does not require someone to be asider’ but only requires that
someone behaves inappropriately with regard tovaelke information not generally
available™ Thus, the prosecution does not shoulder the additi burden of

demonstrating that a person was an insider airttedf the relevant transaction.

14 Financial Services and Markets Act (2000) s 118(C)

15 Financial Services and Markets Act (2000) (Marketise) Regulations 2008, SI 2008/1439 s 118(4) and
118(8).
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These practices from other jurisdictions are to escwtent reflected in the Securities
Industry Bill 2011 which legislates on insider tiragl in sections 83 to 87. The BIll
defines an insider, the offence of insider tradingjde information and offers criteria for
what is to be considered as information that hasnbénade public.” Under these
provisions, the definition of an insider is simgiwen as ‘a person in possession of inside
information.**® The offence of insider trading is committed if ergon deals in listed
securities or their derivatives that are price-e#d in relation to the information in his
possessiofr:’ An insider commits the offence of insider tradieigher by disclosing
insider information to another person outside tegggmance of employment functions or
by encouraging another to deal in insider infororatknowing or having reason to believe

that the trading will take place®

With this new definition, there is a definite shiitom a person-connection, to an
information-connection. Such a shift automaticaiguces the market regulator’s burden
from proving both that a person is an insider dmat the person dealt with prohibited

information to proving only that a person dealthwirohibited information.

The Securities Industry Bill lays down three ciigewhich information must meet in order
to qualify as inside information. First, it mustate to particular securities or a particular
issuer of securities as opposed to securities giyeanr issuers of securities generally.
Second, the information has not been made publicthind, if it were made public, it
would have a material effect on the price of anguséies. The implication of this

provision is that inside information is no longem amorphous concept, but can be

116 securities Industry Bill 2011 s 83 (b).
117 securities Industry Bill 2011 s 84 (1).

118 securities Industry Bill 2011 s 84 (1) (a) and (b)
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identified using the criteria provided. The develfmmt of criteria to determine inside
information is comparable to other jurisdictionscls as South Africa, where the problem
of vagueness has been eradicated in this mannat.nbtwithstanding, the proposed laws
provide criteria for ‘inside information,’ but faib tackle the meaning of ‘information’ in

general. As such, the term information could di#l used in reference to unspecific or
imprecise collection of data, vague or general rimfgtion, rumours, and suspicion,
conjecture, speculation or combination thereofehgrproviding possibilities for casting

doubts on the prosecution case.

It is noteworthy, as an improvement of the prowvision the Act, that the Bill makes no
reference to insider trading as trading on thei®as unpublished insider information.
The market regulator is thereby relieved of therewelming evidentiary burden of
proving this mental element. For instance, hadptioposed legislation been applied in the
context of the Kibaru and Davidson cases, the prdsm would not have been had
pressed to establish the basis of the sale of shireould have sufficed to demonstrate
that the accused was in possession of inside ir#om and that their trade in shares was
conducted while in possession of that informatittrwould have been unnecessary to
attempt the insurmountable task of proving that tilaele was motivated by the inside

information.

This position was taken into account by Europeagulegors in the judgment of the
European Court of Justice in the Spector ¢&5at the heart of this Belgian case was the
question of whether one who trades while in posses¥ inside information is an ‘insider

trader or only those who trade with the intentiof exploiting their information

119 See European Court of Justice (ECJ) Case C-4&5p@8tor Photo Group NV, Chris van Raemdonck v
Commissie voor het Bank-, Financie-en Assurantiew@BFA) [2010] OJ 2010, C 51, 6-7.
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advantage. The court reasoned that an act of gadile being in possession of inside
information strongly suggests that the informatierbeing relied upon to some extent.
Thus regulators are entitled to prosecute whenpeesons trade while in possession of
inside information without a need to prove that thecision to trade was wholly or

partially based on inside informatidff.

In addition, the Bill eliminates the need for aklibetween employment in a body
corporate and acquisition of information, whichklipears the underlying assumption that
price-sensitive information is acquired only in tkeurse of employment. The Bill
therefore removes the possible defence that infoomavas obtained when “it was not in
the ordinary course of business,” which is avadabhder the Capital Markets Act. It
eradicates debate around the unanswered questiatiag to borderline cases of what the

ordinary course of business is and what it is not.

4 .2. Material Price-Sensitive Information

It was observed that the Capital Markets Act lad&Bnitional precision in relation to the
term ‘material price sensitive information’ suclatlambiguities and doubts can always be

raised in favour of the accus&d. A problem of narrow interpretation of existinguawas

120 :gpector Photo Group' is a listed company undelg@ Law. In order to implement a stock option
scheme, which Spector operated for its employtbescompany bought shares by way of a series efi op
market transactions. A total of 27,773 shares wenehased in five tranches. The last installmens wa
bought on 13 August 2003 at an average share pfi€®.97. Shortly afterwards, on 21 August 200&, th
company announced a possible takeover as weltsahélf-year results for that financial year, boftwhich
were perceived as positive news by the market.prlee per share subsequently rose to E12.50. Ltadér
year the Belgian financial services authority hildt the company and its director had violatedBhigian
insider trading rule. The authority pointed to thet that the last order was not only changed aaderice
limits and the number of shares were concernedalsotmade especially urgent, probably, so theraeg
ran, in order to avoid the acquisition of the lestallment of shares falling in the period of timben the
(anticipated) price increase following the annoumeet of a takeover was being expected to occuhby t
company’s executives. Spector challenged the detisirguing that the financial services authoriad h
failed to prove a causal link between the knowledfythe imminent positive news (soon to be disalioge
the public) and the transaction. Pursuant to Aetz34 of the EU-Treaty (now Article 267) the Betgi@ourt
referred this, among other | questions to the EeaopCourt of Justice (ECJ).

121 Republic versus Terrence Davidsdtairobi CMCC 1338 of 2008.
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also noted. There was consensus among marketipants in the survey that financial
information is material informatiotf? More specifically, it was argued in the previous
chapter that contrary to the ruling The Republic versus Terrence Davidstinancial
information is indeed material information espdgiathere it has an effect on the price of

an issuer’s securities or has an influence on invest decisions.

These difficulties in proof arising from the uskooncepts that were difficult to define
such as ‘price-affected securities’ were also nditgcuthors Swan and Virgo when they
observed that a number of high profile criminahlsiexposed weaknesses in the United
Kingdom’s insider trading laws arising from rel@non criminal penalties which were

difficult to prove.**

Drawing primarily from practices in other jurisdmts, one possibility of curing the
ambiguity in the meaning of material informatiortasdevelop regulation that qualifies the
definition of material information through supplgina list of such price sensitive
information®?* India has developed such a list and this listidek information relating to
periodical financial results of the company; inteddieclaration of dividend; issue of any
class of securities; any major expansion planxecwaion of new projects; amalgamation,
mergers or takeovers; disposal of whole or subisigpart of undertaking; any significant

change in policies or company operations.

In the context of Kenya, a ‘Listing Manual’ was fished by the Exchange in 2002. The
‘Continuing Listing Obligations applicable to alldvket Segments’ is a reproduction of

the Fifth Schedule of The Capital Markets (SeocesifiPublic Offers, Listing and

122 5ee Chapter 3.2 Materiality of Information.
123 E_swan and J.VirgdvlarketAbuseRegulation(Oxford University Press, London 2010) 6.

124 securities Exchange Board of India (Prohibitionnsfider Trading) Regulations 1992.
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Disclosures) Regulations 2002, drawn up by the @aMarkets Authority, and is stated
as such. Although such a list exists, the couR@publicversusTerrenceDavidsonread

financial information to mean information that wast material-?®

It is argued that contrary to the ruling in the e&epublic versus Terrence Davidson
financial information is indeed material informati@specially where it has an effect on
the price of an issuer's securities or has an émfie on investment decisioH§.This is
because the list is not exhaustive and having detiatheejusdemgenerisrule, the list
ought not to be interpreted in a restrictive armsetl manner. Indeed there was consensus
in the survey that financial information was maiemformation. It seems clear from this

evidence that financial information is generallydarstood to be material information.

While the Capital Markets Act makes use of the germmpublished price sensitive
information’, and ‘unpublished insider informatioimiterchangeably without providing a
definition of either, the Securities Industry Batvoids the use of both terms. Invariably,
the need for definitions is thereby eradicated. e HBill however provides as the third
criteria which information must meet in order toalifty as inside information; that if it

were made public, it would have ‘a material effent’the price of any securities.

From the foregoing, this paper takes the positiat the definition of material information
in the Capital Markets (Securities) (Public Offekssting and Disclosure) Regulations
2002 as any information that may affect the pri€emw issuer’s securities or influence

investment decisions as well as the list provideslifficient.

125 Nairobi CMCC 1338 of 2008.

128 securities Exchange Board of India (Prohibitiorinsider Trading) Regulations 1992.
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4.3. Publication of Information

The analysis of the case Bifie Republic versus Terrence Davidgothe previous chapter
provoked the question as to the meaning of puliticabf information. It was noted that
this was a gap in the Capital Markets Act sincésisilent on when information can
properly be said to have been published. This daisenplexities about whether it matters
if some and not all information is not in publicrdain and whether this publication must

take a specific form.

This challenge of ambiguity in the meaning of pablnformation has also been
experienced and solved in other jurisdictions, saglSouth Africa and United Kingdom.
As discussed in chapter one, public information lgen clarified in other jurisdictions by
the drafting of a guiding list of situations wheridrmation could properly be said to have
been publicized*?” Such lists provide guidance in the determinatbrvhether or not

information has been stripped of its non-publicrakter. Examples of guiding situations
include when such information is published in adeoce with the rules of the relevant
regulated market to inform investors and their adss; when it is contained in public
records maintained by the relevant statutory regulavhen it can be readily acquired by
those likely to deal in securities or is derivednfr information which has been made
public. Information may be regarded as having b@ewale public even if it can only be
acquired by persons exercising diligence, or eig®ertor by observation; it is

communicated to a section of the public and nahéopublic at large; it is communicated

only on payment of a fee or it is only publishedside the republic.

127 5outh African Insider Trading Act, s 3.
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Similarly, the UK’s Financial Services Authority $igpublished the Code of Market
Conduct (COMC) which identifies a number of factadsich the authority will take into

account in deciding whether information is gengrallailable. These include whether the
information has been disclosed to a prescribed etdhtough a Regulatory Information
Service; whether the information has been disclasegiccordance with the rules of the
prescribed market; whether the information is cowt@d in records open to public
inspection; and whether information can be accegsedlicly using expertise and

resources available at cd&s.

These solutions could provide benchmarks and ses\®est practices that may be adopted
in Kenya where it is found appropriate. It is calesed that the development of similar
guidance could strengthen Kenya’s law and makeoitenenforceable because this would

route out this definitional gap identified in tresgislation.

A response to the gap identified in the existing With regard to public information is
underscored in the Securities Industry Bill becamisgves insight into the meaning of
information being ‘made publi¢?® Under the Bill, public information includes
information acquired by the exercise of diligenceeppertise, information communicated
to a section of the public, information acquiredlyotby observation, information
communicated only on payment of a fee or publishelg outside Kenya. Information is
public if it is derived from public information, if can be readily acquired by those likely
to deal in any securities, if it is contained icorls that are open to the public or if it is
published in accordance with the rules of a seesriexchange. These criteria cure the

loophole identified in the previous chapter in whig conviction could not be sustained

128K Financial Services Authority Code of Market CantiMAR 1.2.12
<http://fsahandbook.info/FSA/html/handbook/MAR/1/2ecessed 20 October 2012

129 gecurities Industry Bill 2011 s 86.
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because part of the information was in public demainder the Bill, information is either

public or non-public, thereby leaving no room foegareas.

4.4. Possession and Knowledge of Information by a BodydEporate

Although the law anticipates the prosecution opooations for insider trading, Kenya has
not had any prosecutions involving corporationse Tct foresees insiders as human
persons as well as corporate entities, but focasesatural persons. As noted in the
previous chapter, it inadequately provides forgfici persons, such as corporate entities,
regarding how they can be considered as insiddns. groposed laws, likewise, lack

provisions governing the possession of insiderrmfition by a company and therefore

also fall short in this regard.

That notwithstanding, an attempt to deal with ooape liability is noticeable in the
Securities Industry Bill because it holds directicable where offences by companies are a
result of the consent, connivance or neglect ofdinectors™° It goes further than the
Capital Markets Act in so far as directors are madere accountable for offences
committed by their companies thus demanding a @res¢nse of responsibility and

accountability from them.

By and large, the existing law on corporationsresder traders remains largely untested

and neither do the proposed laws tackle this asgensider trading.

130 Capital Markets Authority Bill 2011 s 52.
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4.5. Mandatory Disclosure Requirements: Prompt Disclosue and Reporting of

Trade

It was pointed out in the previous chapters that@apital Markets Act lacks mandatory
disclosure requirements for the reporting of tratisas conducted by insiders as well as
for the prompt disclosure of insider informatiohhhs also been shown that the duty to
disclose has been limited specifically to issuingipanies and directors yet the definition

of insiders includes wider group of persons.

Studies indicate that substantive law on discloagrevell as the prohibition of all forms of
market abuse, among other factors, form the foimdatf strong securities law: In the
literature review, Sharma’s proposals for improvingia’s enforcement regime include
the reduction of disclosure time to one day and disclosure should be made to both the

exchange as well as the regulator as opposed &xtignge only:?

Edward Swan and John Virgo likewise note that gap in protection in the UK insider
trading laws was filled by steps to make marketserteansparent; such steps included
requiring the reporting of suspicious transactiodsclosing inside information and
disclosing insider trades in an issuing companygrfcial instruments among other

requirements.

In considering the deterrence of insider tradinmgulgh full disclosure it is also appropriate
to take into account the experience in the UniteteS. Section 16(a) of the Securities

Exchange Act 1934 requires that "every person whdirectly or indirectly the beneficial

131 E Swan and J.Virgdviarket AbuseRegulation(Oxford University Press, London 2010) 6.

132y, Sharma, ‘Prohibition on Insider Trading: A Thiess Law?'(Law School Research Paper No. 996,
University of London-Centre for Commercial Law Segl2009) 45.
< SSRN: http//ssrn.com/abstract=1400824> AccesSethfiuary 2010.
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owner of more than 10% of any class of any equetusty . . . or who is a director or an
officer of the issuer of such security shall file .. within 10 days after he becomes such
beneficial owner, director, or officer, a stateme&vith the Commission (and, if such
security is registered on a national securitiesharge, also with the exchange) of the
amount of all equity securities of such issuer dfich he is the beneficial owner and
within ten days after the close of each calendamtithereafter, if there has been a change
in such ownership during such month, shall filehwtie Commission (and if such security
is registered on a national securities exchangell sttso file with the exchange), a
statement indicating his ownership at the closthefcalendar month and such changes in

his ownership as have occurred during such calemdath."

Thus, not only is the insider obliged to file atstaent with the Securities Exchange
Commission indicating changes to his ownership iwigmy given month, the Government
Printing Office also publishes monthly reports ditg such changes in insider holdings
and "an active financial press follows and publéshetracts from the statements filed". In

this manner details of insider trading are givewide circulation.

This study considers these proposals both releamadtapplicable to the Kenyan context
because they would make the market more transptrergby reducing the likelihood of

the occurrence of insider trading.

The Securities Industry (Continuing Disclosure @ations of Issuers) Regulations 2011
attempts to fill the identified gap by establishiaggeneral obligation to disclose. The
obligation is to disclose material changes or newetbpments which are not in the public

knowledge and which are necessary for the finarapgiraisal of the issuer; that would
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affect the value or market price of securities onioh is necessary to avoid the

establishment of a false market in securitigs.

In addition, the regulations impose a duty on doec and substantial shareholders to
disclose their interests in securities of an issid@is interest is kept by the issuer in a
register, which is open to inspection by the pubiie of chargé>*Further, by creating an

affirmative duty of disclosure for companies ortitigions that come into possession of
material price-sensitive information, the Bill attpts to eliminate the very existence of
material non-public information. This should theyegnhance market efficiency through

accurate pricing of investment instruments.

The requirement for directors and substantial $twders to disclose their interests is
suitable for Kenya because they ensure that théeris trades become a matter of public
record. In this way, directors are deterred froralitlg in non-public material information.

This reporting is likely to enhance market effiagras it reduces information asymmetry

and widens the pool of information available toastors.

However, as noted earlier, the duty to disclosstiik confined to directors. It does not
encompass insiders entirely. In the decided casemd$tance, Kibaru was found to be an
insider without having been a direcfd?. Davidson was likewise an insider without

having been a director of the issuer comp&Hy.

133 The Securities Industry (Continuing Disclosure iGdtions of Issuers) Regulations 2011 r 4.
134 The Securities Industry (Continuing Disclosure idtions of Issuers) Regulations 2011 r 10 to r 16.
135 Republic versus Bernard Mwangi Kibamairobi CMCC 1337 of 2008.

1% Republic versus Terrence Davidsdtairobi CMCC 1338 of 2008.
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Further the bills provide for a disclosure time itinof five days**’ This is too long

compared to the twenty four hour period proposettiénsurvey by market participarits.
4.6. Traversing the Rigorous Standards of Criminal Liabiity

On the whole, there is an evident difficulty in ttediance on criminal prosecution to curb
insider trading. This is exemplified by the chaties experienced in Kenya as illustrated
in chapter two. As demonstrated in the literatw@aw, other jurisdictions share in this
experience and consider the entire criminal prag@ewumbersome and time consuming
partly because obtaining a conviction requiresgtaof of themensrea constituting the
offence beyond reasonable doubt. For this reakeg,Have sought various solutions to the
problem. An example is United Kingdom’s Financiar8ces Authority which has a
policy of pursuing criminal proceedings only whémere is enough evidence to provide a
realistic prospect of convicting the defendant artere a criminal prosecution is in the
public interest, considering the seriousness of dffence and the circumstances
surrounding it*° Such a policy is an admission of the inherentidiffies in criminal

prosecution of insider trading.

The discussion in this chapter shows that the megdegislations to some extent mitigate
the challenges identified in the Capital Marketst. Athey, however, also present new
requirements of proof that the prosecution musfilfuFurther, the Capital Markets

Authority Bill 2011 attempts to improve the enfoment process through empowering the

Authority to conduct its own prosecutions for offes under legislations administered by

137 The Securities Industry (Continuing Disclosure idtions of Issuers) Regulations 2011 r 10(3).
3% See Chapter 3.2 The Understanding of Prompt Disptos

139 E. Swan and J.VirgdVlarketAbuseRegulation(Oxford University Press, London 2010) 206.
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the Authority**® This is in contrast to the current position whenesecutions are
channelled to the office of the Attorney General,sgstem which may result in
prosecutions being conducted by persons who mamyhaee the market regulator’s

expertise to do so.

Given that enforcement is a problem in financidmes generally, criminal offences
compete for scarce police resources with other Begynmore serious crime$® As such,
breaches of securities laws are unlikely to be seepriority and it is worth considering
whether the market regulator is better placed twloot these prosecutions. Whether or not
they have the capacity is a point of contentiomstering that the prosecution in the
Davidson and Kibaru cases were conducted by aapgacsecutor appointed by the CMA
from private practice. Indeed, the survey on mankeictitioners indicated low public
perceptions regarding levels of and capacity fdorement of the Capital Markets Act by

the regulatory body.

Further, the draft reforms now acknowledge thatgtescribing of a variety of activities
that serve to facilitate the practice of insidexding make the combat of insider trading
more effective?*? The Securities Industry Bill 2011 does this by agling the scope of
investor protection by also proscribing other madauses that are not provided for in the

existing Act'*®* These include market manipulation; false tradimgl anarket rigging

140 Capital Markets Authority Bill 2011 s 50.

141 N. Dorn, ‘The Metamorphosis of Insider Tradingtie Face of Regulatory Enforcement’ [2011], 19 (1)
Journal of Financial Regulation and Compliantg — 84, 76.
<http://dx.doi.org/10.1108/13581981111106185 > Aseel on 23 October 2012.

142 penalty for the offence of insider trading incladeoth fine and imprisonment. However, the Bill goe
beyond the Act and also takes into account the maite or loss avoided and ensures that the finesatpis
higher than or equal to the gain made or loss @ebid

143 Securities Industry Bill 2011 s 88 to s 94.
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transactions; fraudulently inducing trading in s#&ges; use of manipulative or deceptive
devices; and false or misleading statements indusiturities transactions. This enhances
the integrity of the capital mark& It has also been noted that where the regulatory
framework effectively controls market abuses sushinsider dealing and unauthorised
disclosures, prospects for building investor andiscmner confidence are high, since

investors tend to target markets that protect thgainst risks*

Despite the foregoing, it would appear importancemsider other available avenues of
enhancing information asymmetry as provided inAleé This may suggest the selective
use of criminal prosecution, especially becausetoteterrent effect. It also makes a
compelling case for an increased application o$teng civil and administrative avenues,
whose requirement of proof is on a balance of fiti@s and therefore lower than

criminal prosecution.

The foregoing discussion shows that the legal gearents suggested in the proposed
legislation have been implemented in other jurisois. They appear practical within

Kenya’'s existing institutional arrangements andndt require the establishment of new
structures. It is, therefore, suggested that topgsals in the Bill would assist the market
regulator, to a certain extent, in lowering evidemnt difficulties occasioned by challenges

that currently exist in determining what informatiés inside information. In addition,

144 A, Hudson, ‘Criminal Offences in the Law of Finahdn The Law of FinancéSweet and Mawell,
London 2009) 294.

145 3. Gakeri, ‘Enhancing Securities Markets in Subs®an Africa: An Overview of the Legal and
Institutional Arrangements in Kenya’ [2011] 91(8}ernationalJournal of Humanities and Social Sciences
134-169, 136 < http//www.ijhssnet.com/journals/iol9 Special Issue_July2011/18.p.d.f> Accessed 12
July 2012.
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there is a need to address the other unresolved fla order to render the prosecution of

insider trading a less arduous task.
4.7.1solating the Flaws

The regulatory goal of the Securities Bill is sthtes the protection of investors and
connected purpose&'® On the other hand, the Capital Markets Act hagyial as the
development of a fair and efficient capital marketKenya'*'This variation implies a

transfer of focus from market efficiency to invespootection.

Although these regulatory goals are different, ttag very connected and in some
instances overlap’® The renewed focus on investors is perceptibléénprovisions of the
Bill. lllustrative of this is the spirited deterrem of market abuse and malpractit&sthe
up scaling of fines payable as sanctions and thargtlling of all fines towards an investor

protection fund®>® the introduction of an explicit right of actionrfdamage®" etc.

Market efficiency, on the other hand, prioritisaformation disclosure and elimination of
information asymmetry. In a@fficient market, prices fully reflect all availabinformation
on the stock market and key information is almoselfy available to all participants. It is

arguable that these measures eventually contributerds the protection of investors.

146 Securities Industry Bill 2011 Preamble.

147 Capital Markets Act Preamble.

18 Financial Assessment, A Handbd@ke World Bank and the International Monetary F@005) 141.
149 securities Industry Bill 2011 s 88 to s 94.

10 securities Industry Bill 2011 s 123 (i).

151 Securities Industry Bill 2011 s 93.
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Nevertheless, shortcomings attributable to a foousthe investor and not issuers are
noticeable in the proposed legislation. These belan absence of a corporate right of
recovery from insiders who make use of issuer mfdion. The provisions on prompt and
mandatory disclosure of information are also inadeg, A further shortcoming, albeit
unrelated, is the existence of gaps in regulatorpreement measures arising from an

under-resourced regulatory body.

» Legislative gaps in the provision on information ingeneral

As discussed previously, the proposed laws provitdge expansive criteria for the

meaning of ‘inside informatioft® However, there is no criterion applicable to the
meaning of the term ‘information’ in general. Thésbecause the term information could
be understood in a variety of ways as demonstrayethe respondents in the survey. It
could be taken to mean unspecific or impreciseectibn of data, vague or general
information, rumours, and suspicion, conjectur@csiation or combination thereof. Thus,
the concern about providing possibilities for aagtdoubts on the prosecution case still

holds true.

» Inadequacies in the provisions on corporations assiders and as issuers
With regard to corporations as insiders, it wasddhat the existing law on corporations
as insider traders remains largely untested. Thpgsed laws also fail to address how the
various provisions on insider trading can be ajppleecorporations. Related to this, is the

absence of a corporate right of action for issuers.

A consequence of the emphasis on the protectionvettors in the proposed laws is that

attention has been concentrated on the negativadingd insider trading on buyers and

12 gecurities Industry Bill 2011 s 83 and 84.
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sellers of stock while ignoring the corporationsl dhe shareholders who own thefs
such, issuer companies appear to have been léfinwiexplicit right of actiod®® Usually,
information belongs to the company that issues sibeurities. This information could
range from marketing plans to trade secrets anenpatWhile investors seek the most
profitable investments for their funds, companies information to increase the value of

their shares enabling them to acquire capital reassly.

It is arguable that the public interest would beved by giving all investors a fair chance
in the acquisition of publicly traded shares. Aremeént of unfairness arises when
employees and company insiders obtain benefitsateanot available to the company’s
shareholders as this beats the purpose of thethpse of the shares. This also perpetrates
the image of the issuer as an ‘insider's company.’
As a consequence, it is imperative that a statutorporate right of recovery for issuers
whose information has been illegally used and abuseconcluding transactions be
introduced.

* Prompt and Mandatory disclosure by insiders
Although the duty to disclose is provided for ire throposed legislation, it is confined to
directors and does not encompass insiders entifidlg. scope of duty to disclose is
considered narrow and inadequate taking into adcthenfact that insiders can include
managers, employees of a company and even provafeservices such as lawyers,

bankers and printing companies.

Further, the bills provide for a disclosure timmili of five days'®* It is posited that this

period is too long compared to the twenty four hqgueriod proposed by market

13 securities Industry Bill 2011 s 119.

154 The Securities Industry (Continuing Disclosure iGdions of Issuers) Regulations 2011 r 10(3).
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participants in the survey. This proposal is cdesiswith proposals in other jurisdictions

to have disclosure periods reduced to just onéday.

» Enforcement
The effectiveness and dynamism of the market régulem enforcement of existing

regulation was questioned in the previous discassmnsidering that the prosecution in
the Davidson and Kibaru cases were conducted Ipeeia prosecutor appointed by from
private practice. Market participants in the sunago doubted the regulator’'s capacity
and expertise to enforce the provisions of the uxsecrupulously®® Apart from showing

little confidence in the adequacy of insider tradlaw, the vast majority of respondents

faulted the regulator’s desire, enthusiasm andntispan enforcing the law.

Enforcement capacity is even more crucial now thetdraft reforms acknowledge that the
proscribing of a variety of activities that seneeféacilitate the practice of insider trading
make the combat of insider trading more effect’/eThis has been done by including
other market abuses that are not provided for énetkisting Act:>® These and other new
provisions widen the mandate of the enforcementybad create a greater need for
vigilance and surveillance. They thereby providdhallenge to which the market regulator

is called to rise.

155V, Sharma, ‘Prohibition on Insider Trading: A Thistss Law?’(Law School Research Paper No. 996,
University of London-Centre for Commercial Law Segl2009) 45.
< SSRN: http//ssrn.com/abstract=1400824> AccesSethfiuary 2010.

156 3. Gakeri, ‘Enhancing Securities Markets in Subs®an Africa: An Overview of the Legal and
Institutional Arrangements in Kenya’ [2011] 91(8}ernationalJournal of Humanities and Social Sciences
134-169, 143< http//www.ijhssnet.com/journals/vol91Special Issue_July2011/18.p.d.f> Accessed 32 Jul
2012.

157 penalty for the offence of insider trading incladeoth fine and imprisonment. However, the Bill goe
beyond the Act and also takes into account the maite or loss avoided and ensures that the finesatpis
higher than or equal to the gain made or loss @ebid

1%8 Securities Industry Bill 2011 s 88 to s 94.
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4.8. Conclusion

Proposed legislation drafted by the Capital Markaithority make a laudable attempt in
mitigating inadequacies in existing law. They erdwmlarity in the meaning of core
elements of the crime of insider trading such asdir information and publication of
information. They also establish mandatory disalestequirements. In several ways
therefore, the proposed laws better empower th&kehaegulator to ameliorate insider
trading, market abuses and failures in the Capitatkets in Kenya. However, some
shortcomings such as the ambiguity in the termrmédion and the legislative gaps in the

possession of insider information by juristic pesostill remain unaddressed.
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5. CHAPTER FIVE: CONCLUSION AND SUGGESTIONS FOR REFORM

This chapter seeks to summarise the study by lgigtitig the objectives and findings of
the study and to make suggestions for reform basethe findings of the research. It is
hoped that the findings and the suggestions will tdthe body of knowledge that will
inform the reforms in the existing securities Iéafion. This should in turn enable the
capital markets accelerate the raising of capatdirntance investment in key areas such as

infrastructure and help propel Kenya to middle mecstatus by year 2030.

5.1. Summary of Findings and Conclusion

The objectives of this research were to examinesgtent to which various provisions of
the Capital Markets Act impede the prosecutionhaf bffence of insider trading. The
findings would determine whether legal reformsra@eded in order to curb insideading

and to promote a fair and efficient capital market.

The literature, statute and case law having beangulated with the results of the survey
bring out a holistic view of the legal provisions msider trading in the Capital Markets
Act. Thus, the study’s main findings are that thevfsions of the Capital Markets Act

relating to insider trading are weak and thereftifécult to enforce. Currently there are

conceptual difficulties in determining the elemenftsthe crime of insider trading thus

enabling accused persons to utilise the existimpholes to obtain acquittals. That
notwithstanding, Kenya'’s capital market has theepval of being more vibrant and more
globally competitive. This potential is evidenced by thesim$ity of reforming existing

legislation governing the capital markets to effedlyy combat insider trading.

The hypothesis of this study was that the provisimnthe Capital Markets Act relating to

inside information, material price-sensitive infation, publication of information,
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possession of information and disclosure of infdiomaare vaguely formulated and are
therefore difficult to prove, thus hindering thefeetive prosecution of the offence of
insider trading. In light of the findings, it is meidered that the hypothesis has been

proved.

5.2. Suggestions for Reform

Relying on the previous discussion of literaturasec analysis and comments from the
market, there seems to be a compelling case formebf legislation on insider trading. To
a certain extent, the Bills and proposed Regulatidrafted by the Capital Markets

Authority make a laudable attempt in mitigating ®oaof the inadequacies in existing law.

On the question of information, the first proposathat information should be statutorily
defined for the avoidance of doubt. The secondisrtbat the mere possession of inside
information during the conduct of transactions stlosuffice to ground liability, as
opposed to the requirement to establish the infoamas the basis of the trade. The third
proposal is that the consideration that informatisninside information when it was

‘obtained in the ordinary course of business’ stidag eliminated.

With regard to publication of information, it isggested that guidelines be established in
order to assist the industry in dealing with thelyem of determining when information
can properly be said to have been published. Censglthat the proscribing of a variety
of activities that serve to facilitate the practiok insider trading make the combat of
insider trading more effective, it is also suggédteat the scope of prohibited conduct be
widened in order to incorporate conduct such asketananipulation, use of manipulative
devices, issuing of false statements and relatéditas that threaten integrity of the

capital market.
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Since the law does not currently provide for promgtd mandatory disclosure
requirements for insiders, it is proposed thatafiiemative duty of prompt disclosure and

the reporting of transactions be provided and aldadrto insiders generally.

Other suggestions that are not addressed in prdpegsslation are as follows:

Judicial interpretation has read the word matenfdrmation so narrowly as to exclude
financial information. Such an interpretation pies a means of escaping liability and is

contrary to the spirit of the legislation. A broad&erpretation is therefore proposed.

While the law clearly states that insider tradimg de undertaken by a corporation, it is
wanting when it comes to determining how corporaican be considered insiders and
how they can be considered to have knowledge argssson of information and how they
can exercise a corporate right of action for dammagdéus, the law appears to focus on
natural persons, and to this extent it is conttarthe spirit of the legislation. It should be

read, understood and interpreted with corporategsad mind.

There is a need to overhaul the enforcement effartlation to insider trading. If insider
trading is to be curbed, it is necessary that élggilator is robust, enthused and equipped to
do so. Problems of proof present considerable olesteand so long as this situation
prevails, alternative enforcement measures suativdsand administrative enforcement
measures need to be taken more seriously. Theeogat entailed in the criminal
prosecution of offences in the financial servicealm as outlined above also make a
compelling case for an increased application o$texg civil and administrative avenues,
whose requirement of proof is on a balance of biiti@s and therefore lower than

criminal prosecution.
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It is also recommended that further research bewtied into related areas such as the
adequacy of existing penalties and the effectiveré<ivil remedies in order to enhance

the overall effectiveness of insider trading leafisin.

5.3. Summing up

This study has examined the provisions of the @hpitarkets Act on insider trading in
light of key learnings from other jurisdictions akdnyan cases. It identified limitations in
the Capital Markets Act which operate as a drawhadke efficient and fair operation of
the market. If not addressed, these problemsttmeda prevent the Act from achieving its
purpose of ensuring a fair and efficient markete§enlimitations are in the formulation of
the elements that make up the crime of insideringadrhich create loopholes that make
the prosecution and combating of insider tradirffyodilt. The study has also examined the
suitability of proposed legislation and made thesecdor reform having obtaining
experiences of legal practitioners through a suriiéese proposals for reform, discussed
above, can to an extent effectively deal with timeithtions identified in the law. It is
hoped that the reforms will play a role in raisingestor confidence in Kenya's capital
markets and attract many investors. This will eaable capital markets contribute in a
major way to Kenya’'s Economic development and ® dchievement of the blueprint

vision 2030.
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APPENDIX 1: RESEARCH AUTHORIZATION

REPUBLIC OF KENYA

O

NATIONAL COUNCIL FOR SCIENCE AND TECHNOLOGY

Telegrams:“SCIENCETECH", Nairobi
Telephone: 254-020-241349, 2213102

254-020-310571,2213123. PO.Box 30623-00100
Fax:254-020-2213215, 318245, 318249 C‘VALR_OB"KENYA ,
Wh lyil ‘ebsjje: www.ncst.go.ke
o TPy ST gI1/12/1/55-011/359/5 0 Xpril, 7011
Date:
Our Ref:

Anne Emily Kotonya
Strathmore University
P. O. Box 59857 00200
NAIROBI

RE: RESEARCH AUTHORIZATION

Following your application for authority to carry out research on
“Assessing the effectiveness of Law in mitigating insider trading in
Kenya’s Capital Markets” I am pleased to inform you that you have
been authorized to undertake research in Nairobi District for a period
ending 31 December, 2011.

You are advised to report to the Chief Executive Officer, Capital
Markets Authority, the selected Judges/Magistrate(s), the Registrar
of the selected Courts in Nairobi District, the Private Prosecutor and
the selected Lawyers, the Chief Executive Officer, Nairobi Stock
Exchange before embarking on the research project.

On completion of the research, you are expected to submit one hard
copy and one soft copy of the research report/thesis to our office.

~
L}pﬁwaﬁ

P. N¢NYAKUNDI
FOR: SECRETARY/CEO

Copy to:
The Chief Executive Officer

Capital Market Authority
NAIROBI
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APPENDIX 2: RESEARCH AUTHORIZATION-RENEWAL
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You are advised to report to the Chief Executive Officer, Capital
Markets Authority, the Chief Justice and the Permanent Secretaries

of selected Ministries before embarking on the research project.

On completion of the research, you are expected to submit two hard
copies and one soft copy in pdf of the research report/thesis to our office.
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DR. M. K. RUGUTT, PhD 5

DEPUTY COUNCIL SECRETARY

Copy to:

The Chief Executive Officer
Capital Markets Authority
The Chief Justice

The Permanent Secretaries
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APPENDIX 3: SURVEY QUESTIONNAIRE

CAPITAL MARKETS: A SURVEY OF INSIDER TRADING LAW AN D ITS
ENFORCEMENT IN KENYA

| invite you to participate in a survey of capitafrkets sector.

The intent of this survey is to provide insightorihe legislation on insider trading and its
enforcement in Kenya. The results of this survely wiorm reform proposals to deepen
the capital market and as a consequence, contribuee creation of a vibrant globally
competitive financial sector. | guarantee that daya collected will be treated in strict

confidence and will not be directly referenced mnoaal or a written report.
General Information

1. What is your occupation?

B | work in a Law Firm

L | work at the Nairobi Stock exchange
L | work at the Capital Market Authority
L | am an Academic

e

| am an In-House Lawyer
2. Years of experience in Capital Markets Law / iration
E Below 2 Years

L Between 2 - 9 Years

L 10 years and above
Introduction

3. There is a debate among legal and economic asha$ to whether or not there should
be laws prohibiting insider trading.
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Which is your approach? Should insider trading todibited in Kenya?

= Yes

EjNo

4. Do you think investors will be more confidentdenya's Capital Market if the

prohibition of insider trading in Kenya is effected

[ Yes
E No

THEME 1: THE CAPITAL MARKETS ACT, Chapter 485A of t he Laws of Kenya

6. The Capital Markets Act makes use of the tenfiormation’ in several instances. The
meaning is not provided. In your opinion, if a merobtained knowledge relating to share

prices in the sources below, would you agree thiati$ information?

Strongly Strongly
_ DisagreeNeutral Agree
Disagree Agree
A corporate advertisement in a news
1. g L ©C E ©O C
paper
2. An article in a tabloid e = e C C
3. Gutter press e e [ C e
4. Office rumours e e = e e
5. A speculative television news report C e [ e e

5 Tales exchanged over an evening drink o

or a game of golf

@
!
@
@

News gathered from another compan
7. g Py C E [

during an international conference
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THEME 2: INSIDER TRADING

6. Insider trading can only take place when infdforais not publicized. Do you agree

with the following recommendations below with regj#ém disclosure of information?

Strongly Strongly
. DisagretNeutral Agree
Disagret Agree

Prompt disclosure of price-sensitive
P P C ©C E [

information by insiders should be mandatory

Transactions by insiders involving securities
instruments by their companies should be [ L = e C

made a matter of public record

7. What would you regard as prompt disclosure farmation by insiders?
o As soon as the information is received

L Within 24Hrs

2 Within 48Hrs

C Other
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8. From the list provided below, please indicateawiiou would consider as material

information that may affect prices of a companiiarss.

Strongly

DisagreeNeutral Agree

Disagree

The acquisition or loss of a
1o C ©
significant contract.
Information on assets, liabilities
and cash flows.

A significant new product or

3. e e
discovery

4. A call of securities for redemption £ &
A tender offer for another issuer's

5. e C

securities

THEME 3: ENFORCEMENT

O

e

Strongly
Agree

e

9. The capital Market Authority is empowering targaout investigation, enforcement and

sanctions under the Capital Markets Act. In yaenwexperience which factor causes low

enforcement of legal provisions?

E The legislation is drafted in such a way as to makercement well-nigh impossible

L The burden of proof is inappropriately placed

L The standard of proof is too high
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10. How would you rate Capital Markets Authoritytexms of the following;

Very High

Desire to enforce the law e
Enthusiasm to enforce the law =
Recourse to enforce the law e

e

Expertise to enforce the law

11. Any other comments/explanations

High
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C
e
e

Medium

=

=

O

O

Low

O 0O 0o no

Very Low
e

e
&
&
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