INVESTORS’ GUIDE TO 

CAPITAL MARKETS
1. Introduction to Financial Markets

Financial markets are the markets for financial assets held by different investors over time. Financial markets can divided into two categories namely capital markets (markets in which financial assets with maturities greater than one year are traded) and money markets (markets in which financial assets with maturities of one year or less) are traded. The main purpose of any financial system is to transfer funds from Surplus Spending Units (SSUs) to Deficit Spending Units (DSUs) in the most efficient manner possible. DSUs are the institutions and individuals who are in need of funds and can access the same using the financial system which facilitates the intermediation process. SSUs on the other hand, are the institutions and individuals who have excess money and wishes to optimize their return by letting others use the money for consideration, usually interest or dividend income. These SSUs/DSUs can be households, business entities and governments (central government/local governments). Taken generally, governments and business firms are typically DSUs (because they normally need funds to sponsor productive projects like dams, roads, industrial investments, etc) while individuals and households are SSUs. 

Transfer of funds from SSUs to DSUs for the purpose of channeling savings into long term productive investments can be achieved by direct financing or by indirect financing/intermediation financing. Regardless of the financing method, the goal is to bring the parties together at the least possible cost with the least inconveniences.  

Under direct financing DSUs and SSUs exchange money and financial assets directly. DSUs issue financial assets and sell them for money to SSUs (those who save). Examples are corporate bonds issued by BIDCO Soap and Oil Ltd, East African Development Bank (EADB), the Government of Tanzania Bonds (Treasury Bonds), Eastern and Southern African Trade and Development Bank (PTA); and shares that are issued by companies for the purpose of mobilizing capital like TOL Limited, Tanzania Tea Packers (TATEPA), CRDB Bank Ltd, National Investment Co. Ltd (NICO), Dar es Salaam Community Bank Ltd and TCCIA Investment Company Ltd. Direct financing gives savers an opportunity to invest in expectation of return.
2. Time Value of Money - Definition

Investors are the individuals and corporate bodies which participate in capital markets as investors. They participate with the anticipation that their investments will yield returns. Investor participation is the action of putting investments (funds) at risk by entrusting other people (issuers) with the expectation that issuers will invest the capital wisely and provide adequate return that compensates investors for the risk they are assuming. Investors also consider the loss of interest in investment decisions, implying that as they invest in a given security, they forego interest for the amount of money that would have otherwise been placed in an interest earning bank account. This is an opportunity cost of funds.

Investing in capital markets is a risky business as asset prices may rise or fall depending on market conditions. The action of buying shares for example means that a person is sacrificing the use of money now, thus the investor is sacrificing current consumption. However, due to inflation, the same amount of money will buy less in the future. Thus, the investor has to be compensated for this loss in value of money. This is the time value of money, in other words a shilling today is worth more than a shilling tomorrow, under inflationary conditions. For that person to be in the future, in the same position as today, an investment must provide compensation. This compensation is the return from investments. 

Investors have different avenues in which to invest their capital for a return that compensates them against fall in value of their invested money. The investment vehicles from which investors can derive returns are generally divided into two broad categories which include:

 Risk vs. Return

Risk is the possibility that actual future earnings will be different from the expected earnings. It is a chance that unexpected event will occur. Investors have certain expectations about their investments when they commit their funds to a particular investment. When investing funds, the investor assumes some risks. These risks include, the risk of default (the possibility that the borrowed funds will not be paid back) in the case of debt instruments like bonds and commercial papers; inadequate performance of a company that issued shares leading to decline in profitability (affecting negatively dividend and share price); changes in market interest rates that may affect the sale price of securities to the disadvantage of the seller; and other changes in market conditions (including changes in the rate of inflation, changes in tax regimes, changes in regulations). 

Different investments have different risk profiles and therefore different required rates of return. Normally, the higher the risk the higher the return needed to compensate the investor for additional risks assumed by investing in that financial asset. 

The risk profile of the investor will call for an appropriate investment vehicle that matches the risk appetite of that investor.

3.  Capital Markets Instruments

Capital markets are markets for long-term financial assets whose maturity extends beyond one year. These are financial assets, which are held over a long period of time and need not be redeemed by the issuers. Most capital markets instruments are traded on a securities exchange to facilitate exchange of these securities as well as determination of their respective prices. Capital market investors include both  investors tapping capital markets with a long-term investment horizon as well as those with short term investment objectives. Investors with long term investment objectives are more concerned with safety returns from the investment. Those with short term objectives are highly concerned with liquidity of the instrument and an overall market liquidity as these investors will be exiting from the market on prevailing or favourable conditions for them to exit. Short term investors are mainly speculators, and they do not stick to an investment for a long time. Long term investors, on the other hand, are willing to take a higher risk since they expect higher returns.
Common capital markets instruments include shares (equity: which represent part ownership of the stake in a company), bonds (debt: advanced to the issuer, may be a company, the Government, a municipality) which has a defined maturity and interest (coupon) payment; and units in a collective investment schemes (partial ownership in a CIS with investments in a variety of financial assets, which include shares, bonds, fixed deposits, and certificates of deposits; typically a close-ended fund or a fund with a longer term lock in period). 
Shares are riskier than bonds, because bonds interest payments take priority over dividend payments; and in the event of liquidation, bonds have priority over shares. On the other hand Government bonds as well as Treasury bills are referred to as risk free investments. The risk referred to in this case is default risk and the Government, unlike other business entities, cannot default (on debts in local currency).  However, the absence of default risk does not eliminate other risks including interest rate risk and inflation. 

Risk is the reason long-term investors in general require higher returns.  

3.1.  Debt Instruments

3.1.1. Differentiation by issuer: 

Bonds are debt instruments used by different issuers to raise capital on promise that the issuer will be paying interest to the bondholders on periodic basis (usually every six months) and the principal amount will be repaid to bond holders at the maturity of the bond. Bonds may be differentiated by issuer category, thus corporate, Central Government and municipalities. Bonds issued by companies are referred to as corporate bonds, whereas those issued by Central Government are generally called Treasury Bonds. Those issued by municipal authorities are called municipal bonds. Currently, the DSE has a total of 8 corporate bonds and 168 Government of Tanzania Treasury bonds listed at the end of March 2009.
3.1.2. Differentiation by interest (coupon) payment:

An issuer may opt to issue a fixed rate or a floating rate bond. A fixed rate bond pays a fixed interest rate to bond holders. A floating rate bond pays interest based on the interest rate of another security, for example the 182 days Treasury Bill. In this case, the interest rate applicable on the bond is calculated every time it is due based on the latest rate of the referenced security. For example, the East African Development Bank (EADB) II bond, currently listed at DSE, pays interest based on the 182 days treasury bills plus 0.75%. The rate is reviewed every January and July each year. The rate reviewed in January is effective until July when the next review is due. 

Zero rated bonds are bonds that do not pay interest (or coupons). These bonds are issued at a discount to par value, and at maturity, they are redeemed at par value. The return to the investor is the difference between redemption value and the price paid at issuance.
4.1.3. Differentiation by Maturity

Debt instruments can also be differentiated in terms of their maturity period. In capital markets they range from medium term (more than 1 year) to long term maturity periods of up to 10 years depending with the issuer. 
3.2.  Equity Instruments

The instruments traded on the equity markets are ordinary and preference shares of companies, often listed on the stock exchange. Shares are units of ownership of companies. Shares enable holders to have a claim in the assets of the company and any profit generated is shared by shareholders in relation to their shareholding. Shares entitle the holders with dividend income in the event that company generates profit from operations. In the event of loss, the same is shared among shareholders as well in relation to the shares held, usually determined as profit/loss per share. 

5.3 Characteristics of Shares
Shares are characterized by their entitlement, in which ordinary shares are residual claimant of the assets of the company. Ordinary shares are the last to be paid dividend after preference shares and interest to bond holders. As a result, ordinary shareholders carry risk that in the event of winding up the company, as residual claimant; they may end up loosing their investments. Similarly, during the distribution of dividend, ordinary shareholders risks receipt of dividend as there must be sufficient profit to meet the priority payment of other investors, namely bondholders and preference shareholders before the distribution of dividend is effected to them. 

5.3.1 Difference between ordinary and preference shares:

Ordinary shares represent part ownership in a company. If the company has 1 million shares and an investor owns 10,000 shares, then he or she owns 1% of that company. If this company makes profit and decides to share it (that is to pay dividends), this specific investor will receive 1% of the amount distributed. If the company incurs a loss, then the investor will bear 1% of the loss through the devaluation of his shares. 

Preference shares (also known as preferred stock) on the other hand, is an ownership of the company with varied conditions to ordinary shares. It is financing of the company using equity with certain debt like characteristics. Preference shares are similar to equity because they have a claim on assets of the company. They are like debt because the dividend income is defined as a rate to be paid like in the case of debt instrument. Failure to pay preference dividend, however, will not lead to liquidation as in the case of debt instrument. Preference dividend may be cumulative, meaning that if not paid this year, it will be paid when there are sufficient resources in the following years with priority over dividend payment on ordinary shares. 

5.4 Benefits of Investing in Shares
Investing in shares provides the investors with the following benefits:

· It is a saving mechanism – those who buy shares are investing for the future 

· Shares can be pledged as collateral for a bank loan
· Tax benefits on dividend income

· Capital gain

· Ownership and control
· Possibility of bonus shares or right issue

· Gaining voice in the company through the general meetings, etc.
Currently, the DSE has a total of fourteen equity instruments, which include four companies whose shares are cross-listed from Nairobi Stock Exchange. There is no preference shares listed at the moment. Both debt and equity market instruments are capital market instruments.

4. Reasons for price Fluctuation:

Securities are just like other commodities whose price is determined by supply and demand on the market. The supply and demand for securities depends on a number of factors, which include the following:

4.1.  The performance of the company: 

Profitable companies are attractive to investors. As more people attempt to own securities in such companies, their demand increases. With fixed number of securities available (supply), it can be expected that their price will appreciate. The opposite applies to companies with poor performance.

4.2.  General economic conditions: 

Economic conditions and their changes may influence the performance of the company and consequently the supply and demand of its securities.

4.3.  Government policies: 

Some policies of the Government may affect positively or negatively the performance of the company and hence the supply and demand of the company’s securities.

4.4.  Any other price sensitive information:

A change of management, new market opportunities, disposal of a significant portion of the company assets, etc. may also affect the supply and demand of the securities and therefore its price.
5. Key factors to be considered by an investor before investing in shares/bonds/units:

An investor must consider the following before investing in shares and bonds:

The expected return and risks of the investment – this is a return from investment in shares, bonds and units and risks associated with this investment. Return is an income accruing to the investor from an investment. It may be interest income from bonds or dividend income from shares. Risk is a possibility of variation in returns from investment. The variation can either be positive (higher than expected) or negative (lower than expected). These instruments have different returns due to their risks. An investor wishing to maximize return should be prepared to assume additional risk and will therefore invest in shares.

The liquidity of the instrument – this is the ease with which the instrument can be converted into cash to meet the investors’ financial requirements.

Availability of alternative investments and their respective returns – Investor should consider alternative investments available and their respective returns and compare them with the return from shares and bonds before making the choice.

6. Portfolio Selection

Portfolio is a collection of investments from different vehicles selected for the purposes of minimizing risks from investments. Portfolio selection is important because properly selected assets have potential for reducing risks and enhancing returns to investors.

Risks and potential returns vary greatly from one investment to another. Shares can offer an investor growth and hence good returns, but share prices can be volatile and so can be their returns. Bonds on the other hand can offer a relatively stable return due to their fixed income nature, but as the risks are lower compared to shares, the returns are also lower. Collective Investment Scheme (CIS) on the other hand, can provide growth and better returns, but the returns are also subject to the volatility of underlying asset values.

Strategic investing involves allocating capital in a variety of ways, which include diversifying among different investment opportunities. A portfolio is a collection of investments in shares, bonds, fixed deposits, property and any other asset where funds are invested. Strategic investing involves careful selection of a diverse portfolio, which facilitates spread of funds over a range of investment choices. The choices involve looking at assets whose returns move in different directions. This means that as the return from one asset declines, the return from another increase. The overall effect of these movements is increased return to the investor. To attain this objective requires investing in more than one asset. Diversification will help investors to protect some of the investments, which did not do as well as others.

Example

As mentioned above, portfolio is an investment in more than one asset. In the Tanzanian context, an investor who owns shares of Tanzania Breweries Ltd, Tanzania Cigarette Co. Ltd, Tanga Cement Co. Ltd, Tanzania Portland Cement Co. Ltd, Swissport Tanzania Ltd, corporate bonds issued by PTA Bank, East African Development Bank, BIDCO Soap and Oil Ltd and Treasury bonds of two, five, seven and ten years will have formed a portfolio of investment comprising of 12 capital markets instruments, seven debt instruments and five equity instruments.

7. Building your Investment Strategy

Defining your investment objectives is crucial. You have to clearly define what you really want, in terms of the amount of money that you can invest, the risk you are willing to take, your expected returns and their frequency of occurrence. Then you will allocate your funds in different investment instruments (money or /and capital markets instruments) according to your investment objectives. Investing directly in capital markets requires that you construct your own portfolio so as to diversify your risk, with the aim of maximizing your returns for a given level of risk. Diversifying your portfolio will enhance your returns while reducing your overall investment risk. On the other hand, you may choose to invest indirectly on capital markets via CIS units or/and investment companies, which will in general maintain a diversified portfolio, or if you do not have the expertise, the time or large enough funds to invest directly.
Evaluating the risk that you are willing to assume is the most crucial part in building your investment strategy, since whichever investment instrument you choose; it will always be your risk. Based on each investor’s investment objectives, strategies, time framework, risk tolerance and required returns, one of the following three typical strategies can be adopted:

A short-term strategy, one year or less, relies on a stable current income, capital preservation and liquidity, while maintaining a small portion in equities for growth potential. A short-term strategy would for example allocate 50% in money market instruments, 40% in bonds and 10% in equities.

A medium-term strategy, one to three years, relies on a balanced approach emphasizing equities and bonds more than current income. A medium-term strategy would allocate 40% in equities, 30% in bonds and 30% in money market instruments. 

A long-term strategy, three to five years, emphasizes mainly growth potential and higher returns. A long-term strategy would allocate 70% in equities, 20% in bonds and 10% in money market instruments.

N.B. The above strategies are for illustration purposes only.

8. 
Participation in Capital Markets: Primary markets

Primary markets are markets for the initial issuance or an offer for sale of securities. Issuers issue securities to the public after the approval by CMSA of the issuance document, referred to as  “prospectus” for issuance of shares, “information memorandum” for issuance of bonds and “offering document” for the issuance of CIS units, which gives details of the issuer to the investing public. Normally, the issuance of a specific security on the primary market has a limited duration (usually about one month) and securities are sold through securities brokers/dealers and other appointed agents like commercial banks and the Tanzania Posts Corporation. Upon the expiry of that time, securities are traded on the secondary market. When securities are offered to the public for the first time, the offer is referred to as Initial Public Offering (IPO). The amount of money collected is submitted to the company for investment in areas identified in the offer document.
8.1. Procedures to participate in primary markets

To participate in primary market, an investor is required to follow the procedures mentioned below: 

8.1.1. Contact the receiving agents (these are brokers and selected commercial banks), selected commercial bank or investment advisors to obtain the prospectus;

8.1.2. Read the prospectus/information memorandum/offering document to appraise yourself of the company/unit trust you are planning to invest in;

8.1.3. Once you have understood the company/scheme, fill the application form from the prospectus/information memorandum/offering document giving the details of your particulars. Ensure that your contact address is properly captured as the only means of correspondence between the company/scheme and you as investor is your address. It will also be used to mail financial results as well as dividends/interest/income distribution from your investments;

8.1.4. Submit the application form and money equivalent of what you are planning to invest to the receiving agent;

8.1.5. The receiving agent will forward your application to the lead receiving bank for consolidation of all applications;

8.1.6. After the offer period, all applicants will be allotted shares/bonds/units;

8.1.7. Certificated of title will be distributed to the applicants;

8.1.8. You are now a shareholder/bondholder/unit holder in the investment vehicle you chose to invest in.

When participating on primary markets, prospectus/information memorandum/offering document is the main source of information. Investors are advised to look for the following key information:

Risk factors – these are key risks facing the issuer of securities, which must be understood by the investor before investing in the securities. They are specific to the issuer. The investor is advised to evaluate each security separately due to this difference;

Assistance in case of doubt – Professionals (brokers, investment advisors, receiving agents) can assist investors in case they have questions or doubts about the issuer;
For example, Tanzania Portland Cement Co. Ltd (TPCC) prospectus identified the following as key information to be addressed by investors in primary market:

Property rights – this is the risk that the company will incur costs to evict trespassers to its properties and court cases decided against the company. 

Infrastructure – the cost of doing business in Tanzania is affected by poor and costly infrastructure in terms of upcountry road network, railway freight capacity and supply of utilities. 

Markets and competition - this is the risk that regional integration as well as above factors pose to the TPCC competitive position.

Environmental pollution – this is the risk that more demanding environmental protection measures will be demanded to meet national and international standards, as a result, affecting the operating results of the company.

The above risk factors may affect the profitability of the company. They are included in the prospectus in order to bring to the attention of the prospective investors that operating results may be significantly different from their expectation.

9. Participation in Capital Markets: Secondary markets

The secondary market is a market for the securities already issued and held by individuals. It is the market for the trade of securities between investors where securities ownership changes from one investor to another. On the secondary market, it is investors who previously acquired securities, on the primary or secondary market, who sell their securities based on the prevailing market prices. The price at which these investors sell their securities may have changed from the price at which they purchased them during IPO or in the secondary market. Investors participating in the secondary markets will be required to pay the market prices of these securities. For example, Swissport Tanzania Ltd shares were issued to the public in May 2003 at TZS 225 per share. The same shares were trading at the DSE for TZS 680 per share December 2006. In addition, investors, both selling and buying securities, have to meet some transaction costs including dealers’ or brokers’ commissions. It is important to keep in mind that trade on the DSE is conducted only through DSE member dealers and brokers (Licensed Dealing Members). Other parties with whom investors may have dealt during IPOs do not act as intermediaries during DSE trade.
Buying and selling shares and bonds listed at the DSE is a secondary market activity. The investor buying these instruments is acquiring them from those who own them at the prevailing market price.
9.  Participation Procedure to participate in secondary markets

The procedure to participate in the secondary market is outlined below:

9.1. Buying Shares

An individual or a body corporate wishing to buy shares at the DSE will have to use the following procedures:
9.1.1 Must approach any of the Licensed Dealing Members (LDM) stockbrokers and express their desire to buy shares of a given listed company.
            9.1.2  This investor must give the money equivalent of the number of shares he is willing to buy to the stockbroker/dealer.
9.1.3  The Dealer/Broker will deposit the money so received in a Trust Account, an account specifically opened by all brokers to keep clients money intended for DSE transactions.

9.1.4 The selected dealer will post the order (bid) on the Automated Trading System (ATS) using clients’ identity number as generated by the Central Depository System (CDS) upon opening an account for the client.

9.1.5 When the bid matches an offer (an order to sell) by either the same broker or other brokers, then the transaction is considered to have been concluded.

9.2. Selling Shares

An individual or a body corporate wishing to sell shares will have to use the following procedures:
9.2.1  Contact any of the Dealer/Broker indicating his/her desire to sell the 
shares of al listed company.
9.2.2 The individual will have to surrender his/her share certificate to the 
Dealer/Broker and conclude the process of opening up an account at 
the Central Depository System (CDS) of the DSE.
9.2.3 The Dealer/Broker will verify that the said shares are in the CDS. If 
not, 
the Dealer/Broker will verify the validity of the certificate with 
the Issuer, (the listed company) and deposit the shares/bonds in the CDS.
9.2.4 The Dealer/Broker, having opened a CDS account for a client and 
deposited the shares therein, verified the certificate, will then post the 
offer in the ATS for execution and matching.
When the offer equals a bid price quotation, the transaction is considered to have been concluded, and the shares will have been sold.
These investors (both buying and selling) will be required to pay commission for participating in the secondary market. Currently, a commission paid for the DSE transactions is 2% for trades up to TZS 10 million. For amounts between TZS 10 million and TZS 40 million, commission is 1.7%, while for amounts in excess of TZS 50 million, the commission is 1.1%. Similarly, buying and selling Umoja Fund units is a secondary market activity in which the CIS buys units using an approved approach that assists investors to enter and exit at any time. This is so in case of open ended CIS like Umoja Fund managed by the Unit Trust of Tanzania or CRDB Bank as an agent of UTT is a secondary market activity. Both buying and selling unit investors’ pays commission at 1% of the net assets value (NAV) to scheme managers, in the case of Umoja Fund, to UTT or CRDB Bank.
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