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Abstract

This study sought to examine the association between information
asymmetry and perceived stock market participation by medium firms.
A sectional survey and correlational analysis approach were employed
based on a sample of 118 business tax-payers with annual chargeable
incomes above Shs. 50m [USD 17,241] located within Kampala City,
the heart of commercial activities in the country. Findings indicate that
there is a positive and significant association between information
asymmetry and perceived stock market participation by medium firms.
Specifically, findings reveal that what matters is information quality.
Nonetheless, information quantity counts to a lesser extent. Paucity of
African literature made it difficult to corroborate the current study
findings. Nonetheless, this study contributes to the dearth of evidence
on stock market participation literature in Africa by investigating for
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the first time, the association between information asymmetry and
perceived stock market participation by medium firms in Uganda. There
is need for more research in the same area in developing countries to
test the robustness of the model. To the practitioners and policy makers,
this study suggests that the Ugandan Capital Market Authority should
make information about its operations more available so as to make it
highly familiar to the general public. This will go a long way in making
the stock market an alternative financing option, especially in this era
of rising costs of capital provided by other financial intermediaries.

Keywords: Information asymmetry, Information quality, Information quantity,

Stock market participation

Introduction

The stock exchange markets are a vital source of capital for organizations
(Alam, et. al., 2011; Jaswani, 2008; Zuravicky, 2005). They play a major
role in development of national economies (Bohnstedt, 2000). A review of
extant literature indicates that companies in countries with well-established
equity markets are less dependent on bank financing (Faris, 2010). Equity
markets also allow companies to rely more on equity and less on debt
thereby creating a less risky financial structure in the event of an economic
down turn. More still, Myers (1984) as well as Myers and Majluf (1984)
in their pecking order theory suggest that firms will initially rely on internally
generated funds, then turn to debt if additional funds are needed and finally,
they will issue equity to cover any remaining capital requirements. Overall,
amix of bank intermediated funds and stock markets can enhance growth
(Handa and Schwartz, 2001). However, local firms in Uganda face
challenges in obtaining long-term finance even as opportunities exist for
accessing cheap financial resources through the Uganda Securities Exchange
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(USE). The market size and activity at Uganda securities exchange are still
low (Rutega, 1999; Katto, 2012). According to Katto (2012), 14
companies are listed on the USE with market capitalization of United States
of America dollars (US $) 5.18 billion (bn) compared to Nairobi Securities
Exchange with 60 listed companies with market capitalization of US$
13.15bn. Even private firms that are privy to benefits of stock exchanges
also seem to have avoided the stock market as means for raising capital
(Sejjaaka, 2011). We ask then, ‘what could be the factors for low
participation on the stock market?’

Stock market participation involves issuance of new shares and raising
funds through the public stock market (Dariusz, 2008), which other scholars
refer to as going public (Jenkinson and Ljungqvist, 2001). It could also
apply to selling shares on the secondary market. Accordingly, companies
participating in stock markets are those publicly listed or quoted and traded
on the stock market. The extant literature suggests a number of reasons
that may explain stock exchange market participation. Previous studies
have associated stock market participation with information asymmetry
(Dolvin, Karen and Gerad, 2008). In studies conducted by Mugume
(2004), Sufi (2006), Nott (2003) and Griffins (2002), it is reported that
information asymmetry occurs when all relevant information is not known
to all parties in an undertaking, resulting to adverse selection and moral
hazard thereby making it difficult for private firms to access finance. It is
hypothesized that firms, which already appreciate operations of the stock
market are more likely to have more faith in operations of the market and
therefore, would have no problems in deciding whether or not to participate
in the stock market (Chemmanur, et al., 2010; Sejjaaka, 2011).
Nonetheless, we still do not know particular constructs of information
asymmetry that need to be emphasized on in order to improve stock market
participation.

Thus, the objective of this study was to investigate the association
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between elements of information asymmetry and perceived stock market
participation of firms in Uganda. This study contributes to existing literature
as follows: First, whilst there are a number of studies that have investigated
the link between information asymmetry and stock market participation
(for example, Hogan and Elaine, 2005; Dolvin, Karen and Gerad, 2008),
evidence produced has been provided from developed country perspective
with well-established stock markets. There is insufficient empirical evidence
on the same in developing countries such as Uganda. Second, previous
studies that have looked at the relationships fall short in providing details
on specific aspects of information asymmetry and their effect on stock
market participation. Third, previous studies have tended to focus on firms’
characteristics and individual characteristics to explain stock market
participation (Bekaert, et. al., 2001; Rajan and Zingale, 2003; Karolyi,
2004). Therefore, this study is an attempt to fill these gaps. Moreover, the
stock exchange market in Uganda is still very small, and so we believe
more studies in this area will help boost the volume of trade including
market capitalization. In relation, there is need to recommend policies for
improvement of financial sector in general, and specifically capital markets.
The rest of the paper is structured as follows: We continue with literature
review on the stock market participation and participation costs. This is
followed by methods employed in collecting and analyzing the data. The
penultimate section presents results as well as discussion and the final
section provides summary and conclusion.

Literature Review

Stock Market Participation Concept

Companies that participate in stock markets can be defined as those
accessing public equity markets. The capital market consists of primary
and secondary markets (Kofi, 1998). The primary market is one in which
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companies issue new securities on an exchange to raise capital in form of
initial public offerings. Primary markets are facilitated by underwriting
groups, which consist of investment banks that will set a beginning price
range for a given security and then oversee their sales directly to investors.
The secondary market is one in which shareholders can resell their shares
to other interested buyers on the stock exchange or over-the-counter
market. Most studies measure stock market participation in terms of market
capitalization and volume of trade (Adelegan, 2008; Rajan and Zingale,
2003; Karolyi, 2004).

Market capitalization is perhaps the most important criterion in assessing
the size of a capital market. Market capitalization equals to value of listed
shares divided by nominal Gross Domestic Product (GDP). The ratio has
been widely adopted in literature as a stable measure of stock market
participation for various reasons. According to Adelegan (2008), itis a
proxy of size of the stock market, which is positively correlated with the
ability to mobilize capital and diversify risk and presumed to include firms’
past retained profits and future growth prospects so that a higher ratio to
GDP signifies growth prospects and stock market development (Levine
and Zervos, 1998; Hargis, 1998; Moel, 2001; Bekaert, et. al., 2001;
Rajan and Zingale, 2003; Karolyi, 2004). The key weakness of this ratio
is that a high ratio solely driven by appreciated value of few firms with little
or no change in the amount of funds raised, and no change in the breadth
of the stock market may be interpreted as stock market efficiency. Growth
in market capitalization as a share of GDP is associated with an increase in
the number of listed firms (Adelegan, 2008).

The volume of trade, which also measures stock market participation
refers to the number of share traded. It has been commonly used as a
proxy of the breadth of the stock market (Cornrad, Hameed and Niden,
1994; Andrew and Jiang, 2006). The implication is that the larger the
volume of trade, the higher the participation rate.
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Information Asymmetry Concept

Information asymmetry describes the condition in which relevant information
i1s not known to all parties involved in an undertaking (Ekumah and Essel,
2003). Related to this, researchers like Nathan,Carolyn and Micheal (2012)
define information asymmetry as a condition in which one participant in an
exchange possesses more or better information than the other. Constantiu
(2001) adds that some information to the public provided is always
inadequate and untimely, and such conditions could lead to disastrous/
unfavorable decisions. According to Chiang and Venkatesh (1986), insiders
have access to the information, which is non-public and this privilege can
provide an advantage to insiders during trading. On the other hand, outsiders
(investors) have to rely on different sources to get the information about
possible moves and potentials of a company. In financial markets,
information asymmetry arises between borrowers and lenders because
borrowers generally know more about their projects than lenders do.
Information asymmetry entails absence of accurate, timely, complete,
quantity and quality information about the borrowers’ ability and willingness
to pay back the loan (Nott, 2003).

Information asymmetries arising from information differences and
conflicting incentives between entrepreneurs and savers can perhaps lead
to a breakdown in the functioning of the capital market (Akerlof, 1970).
All corporate investments create information asymmetries because managers
can continually observe changes in investment productivity on an individual
asset basis, whereas outsiders obtain only highly aggregated information
on investment productivity at discrete points of time (Aboody and Lev,
2000). Previous studies have suggested several solutions to the information
problem. Kreps (1990) argued that optimal contracts between
entrepreneurs and investors will provide incentives for full disclosure of
private information and thus, mitigate the misevaluation problem. Another
potential solution to the information asymmetry problem is regulation that
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requires managers to fully disclose their private information (Kothari, 2001).
However, the increased disclosure and compliance with the regulatory
framework that is imposed on listed companies entails substantial costs as
argued by Christoph and Dick (2007).

Information Quality and Quantity

According to O’Brien (1996), information is the degree of information
content, form and time characteristics that give it value to specific individuals
as well as users. Stiglitz and colleagues (2001) observed that information
asymmetry can be measured on the basis of information quality and quantity.
Information quality refers to relevant information that is associated with
high level of completeness, accuracy, correctness, and the impartiality with
which itis collected. Afzal, Roland and Al-Suqri (2009) add that the more
accurate the information, the higher the quality. Information is said to be of
good quality if it is reliable, timely, complete, fair and consistent, and
presented in clear as well as simple terms, relevant and understandable to
its users. Information quality can be enhanced through increased information
disclosure, because it avails more information to parties involved, which
further reduces on risks of information asymmetry.

Information quantity, on the other hand, refers to amount of information
available to a user for decision-making purposes. Previous studies on
decision-making process seem to agree and assert that provision of too
much information leads to poorer decisions than expected. Likewise, too
little information leads to poor decisions (Afzal, Roland and Al-Suqri, 2009;
Malhotra, 1982; Jarvenpaa, 1989). This means that for better decision-
making process, information needs to be adequate or sufficient. Or, simply
put, information has to be precise and concise. Afzal, Roland and Al-Suqri
(2009) argued that attributes of information, for example, quantity and
quality have an impact on the decision-making process. Therefore, the
nature of information can play an important role in making a choice.
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Information Asymmetry and Stock Market Participation

The implications of informational asymmetries are well documented in
economic and sociological literature. For instance, the study by Merton
(1987) asserts that acquisition of information and its dissemination
encompass a central activity in all areas of finance, and especially so in
capital markets. At the heart of the pecking order hypothesis (POH) there
is the asymmetry of information between the company’s management and
‘uninformed’ outside investors (Hutson and Elaine, 2005). This information
asymmetry implies that a new share issue will trigger a reduction in the
stock price because investors assume that managers will issue stock only
if they perceive it to be overvalued. The POH predicts that in order to
avoid this adverse signaling problem, managers will finance projects from
retained earnings where possible. Once internal sources of finance are
exhausted, managers will opt for debt in preference to equity financing.

Previous studies (for example, Chemmanur, et. al., 2010; Sejjaaka,
2011) pointed out that private firms facing less information asymmetry and
those with projects that are cheaper for outsiders to evaluate are more
likely to go public. Firms, which already appreciate operations of the stock
market are more likely to have more faith in operations of the market and
therefore, would have no problems in deciding whether or not to participate
in the stock market.

When managers anticipate an increase in the asymmetric information,
even though they have private information at present, they may choose to
issue equity. The goal is to determine the optimal sequence of securities as
a function of the size and dynamics of the asymmetric information advantage
that insiders of the firm have with respect to outside investors. When
managers know more about the mean expected returns, that leads to the
classical pecking order of using all internal funds first and if additional capital
is needed to be raised, debt should be issued. Equity should be issued
only as a last resort when the leverage is at a very high level at which the
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firm has exhausted its debt capacity. In fact, however, companies make a
sequence of financing decisions over time. It is clear that myopically,
following the pecking order rule, it is not going to be optimal for a big
proportion of firms.

Methodology

Research Design and Sample

This study utilized a correlational design based on a cross-sectional survey
and is confined to business taxpayers with chargeable incomes above 50
milion Uganda Shillings (URA, 2007). The choice of this group was based
on the assumption that such businesses have the potential to list on the
USE. A sample of 118 medium firms was drawn from ventures located in
Kampala (capital city of Uganda) using the Uganda Revenue Authority
tax- payers’ list (2013). Kampala region was chosen because it is the
commercial heartland where most of the business activities take place. In
addition, the business model in this region is predominantly small businesses
(Kazooba, 2006; UBOS, 2012). In particular, firms that were selected
were limited to agriculture, industry and service sectors. A multi-sector
sample was preferred because it controls for sector specifics that could
influence the extent of stock market participation across firms.

The participants were selected using simple random sampling technique.
Specifically, a sampling frame was obtained from URA of firms with
chargeable incomes above Shs.50 m in Kampala. A lottery method was
then employed, where numbers 1 to 164 were written on different small
pieces of paper, then placed in a box, and picked one by one without
replacement till the required 118 was achieved. At the end, the firms selected
to participate in this study were limited to those assigned to the selected
pieces of paper. The approach has been successfully applied by previous
scholars. The senior manager (unit of inquiry) was interviewed on behalf
of the firm.
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The field data were collected through a face-to-face approach and a
response rate of 91 percent was achieved. The data collection approach
was chosen because limited availability and efficiency of postal as well as
communication services in Uganda could not allow copies of the
questionnaire to be mailed, faxed or couriered to respondents without
causing selection bias.

Operationalization and Measurement of Variables

Information Asymmetry

Generated item questions were to capture quality and quantity of information
provided to enable accessing funds through the stock market exchange.
Consequently, this study measured information asymmetry in terms of
information quality and information quantity, using scaled developed and
tested by previous scholars (Afzal, Roland and Al-Suqri, 2008; Griffins,
2002; Nott, 2003).

Information quantity included items such as ‘availing detailed information
required to be listed on the USE,” ‘the stock exchange informing companies
about its operations,” ‘companies having adequate information about the
opportunities at the USE’” and ‘“The USE emphasizing on disclosure of the
company’s position in terms of financial status so as to be listed’.

The quality of information included items such as ‘companies ensuring
consistency in preparing financial statements,” the firms’ financial information
being neutral and free from errors,” ‘always presenting financial statements
in accordance with approved procedures,” ‘always presenting accurate
information,” ‘providing information adequate for listing on the stock market’
and ‘accountants knowing that financial information is relevant for the stock
market listing.” [Overall, Cronbach’s alpha coefficient for information
asymmetry =.71].
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Perceived Stock Market Participation

Generated item questions were to capture firms ‘go public/ trading shares.’
Since our sample consisted of firms not yet listed on the stock exchange
market, we measured stock market participation in terms of ‘perceived
participation.’ [Overall, Cronbach’s alpha coefficient for stock market
participation = .82].

Data Management and Analysis

Data analysis began with coding of the instruments. Then data were checked,
cleaned, coded and labelled using a quantitative analysis software package
(SPSS) adopted for Windows version 19. In the data cleaning process,
identified outliers using box and whisker plots that were due to entry errors
had to be removed and replaced with correct values. The Kolmogorov-
Smirnov and Shapiro-Wilks tests for normality of data and Levene’s tests
to homogeneity of variance revealed a normal distribution and thus; there
was no need for data transformation. The Pearson zero-order correlations
between the study variables were automatically obtained with either one
or five percent significance level. Multiple regressions were also computed
to establish predictive powers of independent variables on dependent
variables under study.

Results and Discussion

Sample characteristics - Results in Table 1 (Appendix) show that majority
of the respondents were males. The age distribution indicates that majority
belonged to 30 - 40 year age bracket, while the highest education level
attained by the majority was a bachelor degree. In terms of firms’
characteristics, Table 2 (Appendix) shows that majority of the firms
belonged to the service sector, had annual chargeable incomes of between
50 to 100 million shillings, employed between 10— 50 employees and had
been in existence for over 10 years.
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Correlation analysis - In order to achieve the study objectives, a
Pearson(r) correlation analysis was conducted. The results are presented
in Table 3.

Table 3: Correlation Results

Variables 1 2 3 4

Information quantity [1]

Information quality [2] 320%* 1
Information asymmetry [3] J180%* 842+ 1
Stock nrkt participation [4] ATS** 617+ 67T+ 1

*#%_ Correlation is significant at the 0.01 level (2-tailed)

The results showed that there is a significant positive relationship between
information asymmetry and perceived stock market participation (r=.677,
p<.01). This means that a positive change in information asymmetry is
associated with a positive change in perceived stock market participation.
Table 3 further shows that information quality has a higher correlation
(r=.617, p<.01) with stock market participation of medium firms when
compared to information quantity. This means that in Uganda, information
quality is more correlated to stock market participation than information
quantity, a piece of evidence, which has been insufficiently reported in
previous studies.

Regression analysis — we used an ordinary least square regression to

first, predict stock market participation using information asymmetry as a
global variable. Second, we regressed the constructs of information
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asymmetry on stock market participation for a more enriched position of
the explanatory power of the predictor variable.

Table 4: Regression Results

Unstandardized Standardized t Sig
Coefficients Coefficients
B Std. Brrar Beta
(Constant) 1.236 179 6901 000
Information asymmetry 573 061 677 9437 000
R=.677; R2 = 459; Adj R2 = .454; F Stat= 89.01; sig=.000, Durbin Watson = 1.943
Dependent variable = stock market participation ‘ | |

The following regression equation defines the model in Table 4.

OLS Model: PSMP =4 + 4 1A +4a

Where: PSMP = Perceived Stock Market Participation

a,-1s a constant

& IA~is the unstandardized B coefficient of information asymmetry
ais the error term

Results in Table 4 indicate that information asymmetry as a global variable
has an explanatory power of 45.4 percent of the variance in perceived
stock market participation of firms. The model also reveals a statistically
significant relationship between information asymmetry and perceived stock
market participation (F stat=89.01; p<.001).

Table 5 presents results of behavior of components of information
asymmetry. Results indicate that the two constructs (information quality
and information quantity) combined have an explanatory power of 45.6
percent, approximately 46 percent. Specifically, information quality explains
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more of the variance in perceived stock market participation (Beta .518;
p<.001) than information quantity. The model also reveals a statistically
significant relationship between constructs of information asymmetry
(information quality and information quantity) and perceived stock market
participation (F Stat=45.42; p<.001).

TableS: Regression Results of the Elements of Information Asymmetry

Unstandardized Standardized T Sig.
Coefficients Coefficients

B Std. Error Beta
(Constant) 1.273 181 7017 000
Information quantity 230 .056 309 4.092 .000
Information quality 332 .048 518 6.843 000
R =.683; R2 = .466; Adj R2 = .456; F Stat= 45.42; sig=.000, Durbin Watson = 1.925
Dependent variable = stock market participation ‘ | |

The following regression equation defines the model in Table 5:

Model: PSMP =4 + 4 IQNTY + 4 JAQLTY +4

Where: PSMP = Perceived Stock Market Participation

a,-1s a constant

4, IQNTY~is the unstandardised B coefficient of information quantity
4 IQLTY —is the unstandardised B coefficient of information quality
ais the error term

Our study results are consistent with previous scholars who have
established significant relationship between information asymmetry and
stock market participation (for example, Afzal, et. al., 2008; Chemmanur,
et. al., 2010; Ekumah and Essel, 2003; Sejjaaka, 2011). Awareness about
the firms’ financial position, financial performance and non-financial
performance are pertinent for participation on the stock market. When
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shares are listed, the public or potential shareholders need to know the
kind of investment there are taken on. It is only natural that one would not
want to invest in a dying company. To this extent, what matters is the kind
of information that is published and made available. Thus, full disclosure is
fundamental. Our findings suggest that what matters is the quality, and, to
a lesser extent, the quantity counts. Too much information results to
information overload. Besides, some companies may decided to hide under
such cover. It is time for more studies to uncover salient aspects of
information asymmetry that companies and the stock market exchange
authority need to emphasize.

Conclusion and Implications

Presented findings and discussions from this study lead to the main
conclusion that if we are to see more private firms participate on the stock
exchange market, the role of information quality and quantity of financial
disclosure should not be ignored. This means that when information is
accurate and clear, more private firms will be seen participating on the
stock exchange market. It is evident that private firms facing less information
asymmetry are more likely to go public, firms, which already appreciate
operations of the stock market are more likely to have more faith in the
operations of the market and therefore would have no problems in deciding
whether or not to participate in the stock market. In this regard, this study
extends the predominantly capital market studies to stock market
participation in developing countries such as Uganda. Future studies need
to replicate findings from this study in different contexts to test robustness
of the model.

The study limitations can be seen as fruitful avenues for future research
under the same theme. Firstly, this study lacks cross-validation. The extant
literature is replete with studies on information asymmetry and stock market
participation. Consequently, the limited literature available, especially in a
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developing country context, deprived the study of the opportunity to cross-
validate the present study findings. Future studies should be conducted to
confirm these results. Secondly, a cross-sectional survey design was
employed and thus, the study is limited to a particular occasion of
measurement. Given that perceptions and beliefs change over time, there
is need for a longitudinal study. In addition, the approach did not allow
making clear causal attributions for the observed relationships. Therefore,
results must be interpreted with caution. Thirdly, the study concentrated
on participation cost as a predictor of stock participation. Future studies
should investigate effect of other factors such as financial literacy and
knowledge management.
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