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ABSTRACT 

. 
The recognition and in re ing importance of unit trusts as an investment instrument has 

spurred resear h n thdr pdfonnnncc. The objective of this research paper was to test the 

relationship b t\\ (; l n :-.ll ·k mark t price volatility and unit trust returns. This study used 

t Ill\ ()f unit trusts using Sharpe's index which is based on total risk and 

It 'm11 · in . vhi h uses systematic risk. Companies participating in equity based unit 

tru ~ in the Ken a financial Markets between the period 2005 to 2010 were taken into 

c n ideration \~ hile the NSE 20 share index is used as the proxy index. This benchmark 

was cho en because it matches trading objectives of equity based mutual funds. By the 

end of year 2010, 12 companies were trading in unit trusts though there were fewer 

companies in this market before then. For the purpose of this research project, Net Asset 

Value information which represents buying prices of units was made available by the 

Plw.ning, Policy and research department of the Capital Markets Authority. 

The findings of this study conclude that the volatility of the stock market tran cend to 

the unit trusts. However the unit trusts performance did not urpa s that of th 

market. ·rom year 2005 to 2010 the unit tru t portfoli und rp rformcd th' t k 

market. 'I his i clearly demon trated by the ranking of harp •' and 'I rc n r' · indicc ' 

hi h how that the t k m rk t h d upcri r ri k adju ted r turn mpar d to the unit 

tru t port[! lio. 



CHAPTER ONE 

INTRODUCTION 

1.1 Backgroun 

K nyan · pit 11 n rkd . ( lll:r nn OIT'lY of invc tment products in the form of shares, bonds 

of products chosen by investor to commit his capital depends 

oats, time frame and amount of capital available. Unit trusts 

cptancc and popularity in recent years; this is demonstrated by the 

h in tl num cr of approved unit trusts funds .They are the small investor answer to 
ht 'ing ide investment diversification without the need of prohibitive sums of money 

apital 1arkets Authority, 2011). 

1utual funds will describe a pool of money contributed by investors and u ed to buy 

different type of investments, not just company bond or stock. This cash re erve may 
consist of funds from individual investors, corporations, foundations and even 

institutions. They are also called Collective Investment chemes. Units would normally 

be bought from the companies at market price and can grow hence returns can be high if 

the market grows. Different types of funds are offered in the market, which include 
Equity fund Money market fund, and Balanced fund. ompanie participating in thi 
market are licensed by the Capital Markets Authority a pi tal Market Auth rity 201 I). 

s mark t b come ophisticated and more volatil unit tru t 

ophi ticat d and le capitaliz d, con ervati indi idu l in th 

tru t ofier an in e tor th ability t in t in a mi. f th maj r 

h rt t nn m ncy m rk t in trumcnt . \l hen 

ti\! 1) lumpin , in ur m n y '' ith other im c t 

r t im c tit\ •i ly ordin' t iti m nd t • 

r n m in m 
uit rin, in nit tru t in tm nt II\ 

nit 

uit 

nt 



range of investment risk; equity based unit trusts offer long term capital growth, asset 
allocation unit trusts offer a mi 'ture of growth and income and fixed interest unit trusts 
offer income. lnve t r al ha an option of rotating the sectors of their investments or 
opting for gen uit. r in i . fund . Unit trusts will also give an investor the option 
of pr ading th ri. k I in stin) in st ck exchange by investing a modest amount of 
m n in l \\ i '. ri~ot (I :har~.s (Busine Times, 2011). 

I. 

l k market is an institution that deals in exchange of securities issued b)' publicly 
qu ted companies and the government. The stock market is part of the broader market 
referred to as fmancial market ( Reilly,1997; Fabbozi,l995). 

The existence of stock markets promotes higher standards of accounting, resource 
management and transparency in the management of businesses. This is because financial 
markets encourage the separation of owners' capital from manager of capital. This 
separation is important because people who have money may not have the best bu ine 
ideas and people who have the best ideas may not have money to inve t. The st ck 
exchange thus becomes an important link. 

f nati n l vcrnm nt inf1u nc th of th 
ullin m .m 

or n •hi h in turn c t th 

t ut iti n l 



spending. Increase or decrease in government spending also influence the general 
economic activity by triggering multiplier effect ( Stiglitz, 1993). 

Monetary policy ha impli tion to the economy. A restrictive monetary policy reduces 
the supply of fun ~ f r " t r\...in) capital and expansion of business. Alternatively a 

mn lend to increased interests rates thus increasing the cost 
of cup it ll "hi h m.tk it mor expensive for individuals to finance home mortgage and 
plllch 1 < od · (Mendelson, 1976). 

th performance of financial markets as it causes differences between 

n minal interest rates thus changing the spending and saving behavior of 
' n umcr and corporations. Unexpected changes in the rate of inflation make i~ difficult 
f r firm to plan, which inhibits growth and innovations .Beyond the impact of the 
d me tic economy, differential inflation and interest rate influence the trade balance 
between countries and exchange rate of currencies (Reilly, 1997). vents such as war, 
political upheavals within or outside a country or international monetary devaluation 
produces changes in the business environment that lead to uncertainties and earnings 

expectations of investors therefore increasing the risk premium of investors (Mendelson, 
1976). 

Changes in investor composition also affect financial market performance .A upply and 
demand for security change over time different type of inve tor ar attracted t th 
market. If the ri k preferences of the in e tors are n t a th th 
r qui red rate of return tend to hi ft. 

1arkct ntimcnt a! rcfem.::d t th p ·chol gy of market parti ipants feet t k 

mark t per om1, n e. 1arket entiment i often ·ubj tive, bin d and b tinat .'1 h 
un rtnin m ftc tin , th st k m rkct i on 

k mark t · ore d 

m ti it ut n nt. timi m 



believe that price that in r a indefinitely may produce substantial advance::; that are 
not justified by underl;in fin n inl on iderations. On the other hand, pervasive investor 
gloom, gen rat d by p liti , 1 or l: 'onomic uncertainties could drive prices to levels that 
app ar qu ll unjustiti~ t l standard financial tests (Mendelson, 1967). 

l.' l{t: •ul:~c ~ion nf unit tru ·t in Kenya 

nl umt tru t chcmcs that are approved by the Capital Market Authority may be 
·d t r le to Kenyan Public. Such schemes trusts comply with Capital Market Act 

ap 5 (Capital Markets collective investment schemes) Regulations 2001. An 
appro ed fund can easily be identified by the cover of its prospectus which contain a 
tatement that a copy of the prospectus has been lodged and approved by the Capital 1arkets Authority. 

It is ultimately investor's responsibility to evaluate the suitability, profitability and 
viability of an investment. An investor must read the prospectus to find out the type of fund being offered and whether it matches his investment objective ( apital Market Authority, 2011). 

1.4 tatement of the problem 

b e onomi gr \\th of an c untry tiv I dcp nd n v lum f invcstm ·nt by b th 
in ivi iual nd in tituti n . uc t low c n mic ' r wth in the countr; n:r pa t ~ r , th rc ·11 h ovc.:rnan e frnm w nd c.: k t f th 

nd b n 

1 n. 

m ti n n I ' n 
t t 



reflect the fimdamentals of underlying companies in the stock market (ZimP,le Asset 

Managers, 2011 ). Mo t Ken an therefore have been faced with the problem of where to 

invest their mon ) fl r t dter r 'turn because of low cost associated with many 

investment in th nc m dul: to governance issues, lack of incentives to invest and 

unfavorabl polili .llt:l\\ imnml:nL 

hnv n associated with overpricing and under-pricing thus investors 

Ill l 1\ll( the right value of shares. Stock market performance is also 

b .. a' ail ability of other investment assets, change in investor composition; 

ntimen among other factors. Generally, informed investors analyze state of the 

'· n rn) and its potential effects on investment returns. They will also assess industry 

grouping : since stock prices are influenced by industry conditions and c0mpanies 

pro\ iding good performance will be favored by investors (Mendelson, 1976). It is 

however impossible for retail investors to time the market but professional fund managers 

may capitalize on market volatility by bargain- hunting oversold stocks and divesting 

stocks that have become over-valued. By doing so, they take advantage of mispricing of 

assets during volatile times (Public Mutual, 2011 ). 

Wild price movements could lead to heavy investor losses in an investor's portfolio and 

unit trusts are similarly not immune to this. The extent of fund market exp sure to thi 

determined by fund market exposure to equity and fund manager will attempt to 

maximize hareholder utility by timing market xpo ure ao et.al, 20 7). l·und 

manager will reduce market exp ur in illiquid market and incrca ·c market c. p ur 

in liquid m rket . Bau (1999) inve tigatl:d mutual fund ability t tim market v luti\it 

and d ument d that fund manage tend to n:duc market c;po ur to m rkct risk durin, 

n of hi h v l tility whil in rc in ' m rket :p ·ure durin, peri d of l ' 

\' 1 tility. 

n n 1 l tud d n t t th r l ti n hip 1 l\\ 

I ti1it u ithi . 
n 

m rk t pric 

mutu l tun I 

mpl 



equity mutual funds and L 'dia (2006) who studied trading strategies employed by fund 

managers in Kenya. 

Based on thi · lu-ti n, th~r is o gap in literatW"e that motivates a research to be 

conduct d to t ~t th~: r~.: btil n:ship between stock market price volatility and unit trust 

return in K n 1 

I. hJ tl\ of th tudy 

r te ' l the relationship between stock market price volatility and unit trusts returns 

during the period under review. 

1.6 ignificance of the study 

Based on the results of this study, investors~ particularly retail investors who are less 

knowledgeable on investment will be able to evaluate and compare professionally 

managed portfolios with the Stock market. Unit holders will be able to a se s the 

performance of their equity mutual funds with the stock market. It will a i t the 

government, through its capital markets regulator in formulating p licie that would 

facilitate further growth of the market. The tudy \i ill contribute to th gcn ral b d f 

knowledge for academician and form a ba i of furth r r e r h and help them 

und rstand orne ofth chall nge and p ific factor that pply t bu in a c mpan.:d 

to \\hat the ri t ay of the tw mark t . 



CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introdu tion 

'l radition tll , tht· tm,\n <.:. lit ruturc has devoted scarce attention to the development of 

111utu d ·uul 111 hl'>1r and, in particular its relationships with the stock market. This 

·It 1p1 ., ''ill past studies in unit trusts and stocks performance and their 

. I ue mentioned in the objectives will be featured, critically reviewed and 

2.1 Theoretical Framework 

2.2.1 Portfolio Theory 

Portfolio theory of investment which tries to maximize portfolio expected return for a 

given amount of portfolio risk, or equivalently minimize risk for a given level of 

expected return, by carefully choosing the proportions of various assets. Although 

Portfolio Theory is widely used in practice in the financial industry and several of it 

creators won a Nobel Prize for the theory, in recent years the basic Portfolio Theory have 

been widely challenged by fields such as behavioral economics (Marckowitz, 1952). 

Portfolio Theory is a mathematical formulation of the c ncept of di er ificati n 111 

in\'e ting, " ith the aim of el cting a collection of inv tmcnt a 

lO\\er ri k than any indi t. hat thi i ccn intuiti 1:, 

di cr nt t p s of a · t m . . I or c. ·ample ' hen 

pri \ r ' . 

th ty of 1 \\~o:r \'~o:r ll ri k th, n ~.:ith~.:t 

1c n l 111.: '• ti'.!d ' 

m n 

n llipti 11 ri 

7 



deviation of return, and model a portfolio as a weighted combination of assets so that the 

return of a portfolio i th weighted combination of the assets' returns. By combining 

different as et wh retums nr not perfectly positively correlated, portfolio theory 

seeks to redu th wt. 1 '. ri. n ~.: of the portfolio return. Portfolio theory also assumes 

that inve tors m .uiotul .md markets are efficient (Sharpe, 1964). 

Ill 

loped in the 1950s through the early 1970s and was considered 

in the mathematical modelling of finance. Since then, many 

th ) ll 1 nd pm.ctical criticisms have been levelled against it. These include the fact 

th tl finan ial returns do not follow a Gaussian distribution or indeed any symmetric 

di ·tri ution. and the correlations between asset classes (Micheal, 1998). 

2.2.2 Capital Asset Pricing Theory 

harpe.(1964) published the capital asset pricing theory (CAPM). Parallel work was also 

performed by Treynor (1961) and Lintner (1965). CAPM extended Harry Markowitz's 

portfolio theory to introduce the notions of systematic and specific risk. For his work on 

CAPM, Sharpe shared the 1990 Nobel Prize in Economics with Harry Markowitz and 

Merton Miller. 

In such a simple world, Tobin's (1958) super-efficient portfolio must be the market 

portfolio. All investors will hold the market portfolio, le eraging or de-leveraging it with 

position in the risk-fre as et in order to achieve a de ir d level of ri k. APM 

decomp e a portfolio' ri k into 

of holding the market p rtfolio. 

y tematic and pecific ri k. y ·tematic ri k i th ri k 

th mark t m v , ach individual a ct i mor r 

l ny a t participate 111 uch g ncrul market m 'c . th~ t 
itic ri k i th ri k which i unique t) n individual 

n 

ur im tm nt • it' im 

t pri in rn h lp u t in tn nl ri 



return on investment we should expect. Here we look at the formula behind the model, 

the evidence for and again t the a curacy of CAPM, and what CAPM means to an 

average inve tor h rp • l 4). 

When th AP 1 ",\ lit. t introdu 'l.!d, the investment community viewed the new model 

~ m d to indicate that professional investment management was 

tmlc-. lt w· ' nearly a decade before investment professionals began to 

t a · n important tool in helping investors understands risk. The key 

model is that it separates the risk affecting an asset's return into two 

he first type is called unsystematic, or company-specific, risk. The long-term 

U\ ·rage return for this kind of risk should be zero. The second kind of risk, called 

) tematic risk. is due to general economic uncertainty. The CAPM states that the return 

on as ets should, on average, equal the yield on a risk-free bond held over that time plus a 

premium proportional to the amount of systematic risk and the stock prices (Markowitz, 

1952). 

The treatment of risk in the CAPM refines the notions of systematic and unsystematic 

risk developed by Harry M. Markowitz in the (1950s). Unsystematic risk i the ri k to an 

asset's value caused by factors that are specific to an organization, such as change in 

enior management or product lines. For example, specific senior employe may make 

good or bad decisions or the arne type of manufacturing quipm nt utiliz d may ha c 

different reliabilities at two different site . In general, un y t matic ri k i pr nt due t 

th fact that very c mpany i ndow d \ ith a uniqu c llccti n f a ·ct , idea und 

pe nne! who aggregate pr ducti ity may var . 

in ll m1 r in 



Systematic risk is risk that cannot be removed by diversification. This risk represents the 

variation in an asset's value cnu ed by unpredictable economic movements. This type of 

risk represent th n f) ri k that owners of a firm must accept when launching an 

s I pn du t quality or executive ability, a firm's profitability will be 

influenced b n mi tn;n kIn the capital asset pricing model, the risk associated with 

ann t \Ill t in H 1;\tionship to the risk of the market as a whole (Sharpe, 1964). 

r·h11rat! I ri ing Theory 

1 h r it gc Pricing Theory (APT) was developed primarily by Ross (1976). It is a one

l ri d m del in which every investor believes that the stochastic properties of returns of 

capital assets are consistent with a factor structure. The Arbitrage Pricing Theory (APT) 

de cribes the price where a mispriced asset is expected to be. It is often viewed as an 

alternative to the capital asset pricing model (CAPM), since the APT has more flexible 

assumption requirements. Whereas the CAPM formula requires the market's expected 

return APT uses the risky asset's expected return and the risk premium of a number 

of macro-economic factors. Arbitrageurs use the APT model to profit by taking 

ad antage of mispriced securities. A mispriced security will have a price that differs from 

the theoretical price predicted by the model. By going short an over- priced ecurity, 

while concurrently going long the portfolio the APT calculations were ba ed on, the 

arbitrageur is in a position to make a theoretically risk-free profit (Ross 1976). 

'I h b is of arbitrag pricing theory i the idea that th pric fa curit i dri en y a 

number of factor ·. 'I h can b di id d into t\ gr up : macr fact r -, and c mpany 

pe ific act r •. 'I he AP1 i u titutc for the t Pricing M d l P 1) in 

h 

rt a lin ar r lation b twc n 

h 

th 

m varia h: (1 1 7 

urit t th t t r. 

nd tht.:ir c an n 

rhitrn 'c 

into • mm) 

h t >r i tl 
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Arbitrage pricing theor does not rely on measuring the performance of the market. 

Instead, APT directly relate th price of the security to the fundamental factors driving 

it. The problem with thi i th t 1h theory in itself provides no indication of what these 

factors are, o th nc d 1 h~ mpirically determined. Obvious factors include economic 

growth and int 1 t t.1k s. hw ·om panics in some sectors other factors are obviously 

rei ·v,un t " II - ~u h ;l. onsumcr spending for retailers. The potentially large number 

of I 1 hlt m n me r b tas to be calculated. There is also no guarantee that all the 

• ·I ·v tnt have been identified. This added complexity is the reason arbitrage 

pri in th ry i far less widely used than CAPM (Sharpe, 1992) . 

. 2.4 fficient larket Hypothesis 

In 11nance the efficient market hypothesis asserts that financial markets are information 

efficient. One cannot therefore achieve returns in excess of average market returns on a 

risk -adjusted basis, given that information is publicly available at the time the 

investment is made (Fama, 1970). 

There is a distinction between three forms of Efficient Market Hypothesis: the weak 

form the semi strong form, and the strong form. The strong form suggests that security 

prises reflect all available information, even private information. eyhum ( 1986) provide 

sufficient e idence that insiders profit from trading on information not alr ady 

incorporated in prices. Hence the strong form doe not hold in a w rld v ith an unc en 

playing field. The emi- trong form of fficient Mark t Hyp the i a crt that security 

pric rd1 ct all publicly a ailable infi rmation, th r ar n und rvalucd r vcr lu d 

uritic and thu tr ding rul arc incapable f pr clueing up ri r returns. ~ hen n -.: 

it i full . inc rporatcd int the pric mth r p dil . rl he \\l:ak 

nn t that p t pri e or n.:tum rdl t future pric )r tdurn . 

llo i tl c nc pt of th \ k ~ rm t in ludc 1 r di tin ' ol 

nn. 

ith 1r 

m tim - in 
iii ·um 1 ri in in n t th t 



compensates for the level of risk tmdertaken. However, critics argue that the 

predictability of stock retum results from characteristics of irrational investors in a 

speculative market Vi lm. , 1997). 

2.3 Inv . tin in lh uni• •ru. t nuu-kct 

·onsidcrations to make before investing in unit trusts. They 

h ltd I kn '" ' h u th y want from the investment; current income, capital growth or 

· )rnbm 11 n < the two, risk tolerance by investor or how much price volatility one is 

·)I 1l r 1 lc' ith. They should also be interested in time horizon of investments because 

th I nger the period of holding investments is, the more the volatility one should accept. 

Inve tors should then seek an advisor who is competent or a qualified professional whose 

en ices should be on going. Investors should also know the cost of investing and should 

know exactly what they are paying for. They should then choose a fund which is 

managed by a company with a good track record. The fund mandate should be aligned 

\\ith in estors' objective (Zimele Asset Managers, 2011). 

To invest in a unit trust fund, investors buy units through the fund manager at the 

pre ailing selling price which is calculated daily. These units can be bought any time as 

long as the fund has not reached its maximum approved size and they can also be ld 

back to the fund manager at the prevailing buying price . In the ca of fund wh re a 

sub tantial portion is in ested in stocks and shares~ the performance of the fund v uld b 

affected by the p rformance of the t ck market. Hence unit hold r elling pric c uld 

eith r be higher or lower r lative to th st ck mark t p r[i m1 11 v h 11 unit ' c..:r 

bou •ht (Bu inc..: 'I im . 2011 ). 

fund m n cr valuation unt i c mputc..:d in 1 simi! r mann r \s 1 dir t 

m uu nt in th n i t ntl · cv lu tt th ir p rt olio that 

ptimi ti th t th nn tt r 

rth th 



Upon registration, unit trusts are required to state their objectives in their prospectuses. 

Most funds will u e their obje ti es as part of their names so that investors are made 

aware of their "r, performance of the funds may deviate from 

objective (. \\ 7). I his is because fund managers cannot consistently identify 

securiti "hl ~~.: t~o: rtormoncc is congruent with their objectives. Furthermore, 

.\1 h: to f md a sufficient number of firms whose attributes meet the 

th un I. In this case, they may find their selection to be further limited by 

tri ti n on the proposition of ownership they are allowed to hold in a 

nit h lders have potential to earn money either by capital growth or dividend income. 

Each unit in the fund represents a slice or share of the fund's underlying portfolio of 

ecurities. If the value of the portfolio goes up, so does the value of each unit. This is 

called capital growth. If one sells the unit at a higher price that they bought a profit would 

be gained. The converse will mean a loss is incurred if the units are sold for less than the 

buying price. Individual investors with limited capital once constrained in achieving full 

diversification benefits can now create mutual funds portfolios similar to portfolios 

created by investors who purchase equity directly. 

Whate er income is received by the fund from its investments may be pas cd on to unit 

holders as di idends. A fund that concentrates on achieving capital growth may ha e a 

policy of paying very little or no dividend at all. In uch cas , y u may nc d to ell ur 

unit if your ne d to rede m orne cash. It is therefor imp tu 

and find out the type of fund b ing o n:d and unl . it m tch y ur in c ·tmcnt 

bj tiv (Bu in · im 2011 . 

1 



The unit trust structure consi t of three separate entities; the fund, trust, and the 

management company. The fund i made up of cash contributions of many individuals 

which is inve ted to m rdum . lt lPlongs to the trust and not the management company 

so it is not 

legally obli 

th · fuu I, 

b: th~.: linnndal position of the management company. The trust is 

.tp tnt trust ~s who would act as custodians of cash and securities of 

t < 1 till: fund arc held in trusts name who ensures that the fund is 

tc th mandate set out in the trust deed. The management company 

fund ~md they arc entitled to hold a certain percentage oftotal investments 

) untt in ach rtfolio. The professional managers are specialized in their field and 

" uld undertake research and analysis work more efficiently including speculation about 

market trends of stock prices. The management company will charge unit holders 

admini tration fee, which would only be deducted from accrued income. Despite the 

financial performance of the company, the assets of the fund remain affected (Capital 

Markets Authority, 2011) 

2.5 1easures of unit trusts performance 

Performance of mutual funds is followed by both investors and fund manager alike. 

Returns of a fund itself would give little insight, but compari on to alternative 

investments is more meaningful (Kavita, 2009). 

2.5.1 harpe' Ratio 

It i a ri k adju ted pcrfi rn1an e mea ur . It quantifie th e. cc returns r cci cd fr m 

th inve ted or the additional volatility f the ri kicr • t. 'I h htghcr the rati th 

tt r i the · und ri k- dju t d rc.:turn (. 'h rpc 1 

t \ 'th hi h rpe ratio\\ ill 'i\'e more return r the me ri k . 

. . 2 1- qu r 

h tum n in m m tim m h l th · \lll l 

ri n u t Ill t h tl t . It i tl tum th m ul h" 



received had it borne the ame risk the market index had. This could be misleading 

however, if the fund chang it in e tmcnt style ( Kavita, 2010). 

2.6 Differ nt typ nilnble to investors 

Diifer nt un !'\ ' ' 11 l <.: ()II\. n.:d to meet investment objectives and risk preferences of 

m I .If<.:, tru turcd arc structured as Unit Trust, which is a pooled fund 

a portfolio of securities . 

. d 

er lo' risk investment with high income yield and immediate liquidity. The 

p rt£ lio objective is to outperform income yield available on the money market call 

accounts by in esting in securities with short term maturity. Investors who wish to invest 

in high interest earning portfolios, especially during periods of high stock market 

volatility will be attracted to this (Business Times, 2011 ). 

2.6.2 Equity fund 

This is suitable for investors seeking medium to long term capital growth in their 

portfolio. This fund invests in listed companies in stock exchanges which how ab ve 

average prospects for growth. This fund will take advantage of IP 's of c mpanie 

currently own d or controlled b pri ate inve tor or the go emment. In thi fund, ri k i 

r due d by holding a di er ifi d portfolio of hare acr m t ector (Bu inc I imc 

2011 ). 

2.6.3 8 I n d fund 

c k to inv t in 

'hi · un 1111 l:hicv 

m, hi h ri 1i h r tum 

11 . 

d p rt li oftcrin' :p ur 

hi und 1 

ill lll 

t in li h:d 

ur in thi 



2.6.4 Income fund 

This fund is suitable fl r im e t r who cek regular income from their investment and 

those who int nd t ~ ur~.: , snf' hoven for their investments in times of stock market 

volatility. lt im v-h tn inkt~.:st b 'a ring securities like treasury bills, treasury bonds, 

corporal· 

b· 1 uti ul 

! II . 

. n I l thu s ·uritics consistent with portfolio's investment policy. This 

<.:. a dire t connection to offshore investments. Individuals here will 

t d in regular income from their investments (Business Times, 

mpiri al Re iew 

larket 'olatility is a risk, particularly for investors who need a regular income or need to 

reali e capital at a short notice. Kalui (2004) carried an investigation of determinants of 

stock price olatility at the NSE. He studied 16 companies trading at the NSE and used 

daily stock prices and annual published reports for the period between 1998 -2002. His 

results indicated that stock price volatility is inversely related to payout ratio, earning 

volatility and growth in assets. He attributed this to the fact that NSE is an emexging 

market and these factors are not significant determinants as hypothesized in developed 

markets. 

Lydia (2006) studied trading strategies employed by fund manag r in Kenya. I lcr tudy 

data compri ed of 15 fund manager· in Kenya regi tercd by the a pi tal markets 

uthorit a at ptcm r 2005 and h r re arch finding di pl<l)ed that m st fund 

manag r rely on buy-and-hold trat g · c ntarian and m mentum tmtegic in that order 

of ranking. h noted that Ken · an m rgin, market ' her m ~ rit tr. dcr ar 

n high d pti n f th buy- nd-h ld trat , ·. turiithi (2 5 arricd 

J tutn rcl tion hip n . 
111 n h n t 

quit 

li th t th ull nt in Ill 



The extent of unit trusts performance and establishment in an economy often mirrors the 

degree of development of it financial ector. For investors with modest means to 

participate in the t k. m rk.d nd with relatively low risk tolerance, unit trusts represent 

a natural inv tm m n~i kr.ltion ( hia, 1999). Empirical findings in his study of Unit 

tru ts p 'Ifotm n (,; tn Stn l;lll r hi lhlightcd that fund managers performed poorly in 

' lU it ' u t mnrk t timin . They however performed relatively well in risk 

n rally maintained well-diversified portfolios. His analysis 

mana crs can indeed make excess returns above the risk - free rate in 

th • 111 ium- I ng term, and this cor.tld be an ideal investment for investo1s seeking 

di,· 'I iti ation. ln his analysis, only equity based unit trusts which traded in ~ingapore 

und the ian region were considered. The number of funds available for evaluation was 

therefore restricted but this provided a well- focused comparison of unit trusts popular 

among investors. 

Friend et al, (1962) compared international funds to various market indexes. Results 

indicated that international funds investing in U securities generally did not perform 

better than the US indices and likewise did not outperform world indices. 

Droms (1994) compared risk adjusted performance of international fund again5t market 

indices such a Standard and Poors' 500 and Morgan tanley world index. They applied 

harpe index and found that international funds generally underper[i rmed the k 

market. Ippolito (1989) how ver d cumented ignificant p iti per[! rman of 

mutual fund \ h n c mpar d to tandard and P P 5 ).Additi nally, 

th ir r ult indicated that rtD li 

m1anc . 

han u d t t p edur dcriv d r m rbit tc pricin 1 the md 1 und 

th t mutu 1 fun r[i nn bu) - nd-h ld p rt lio l \lc , ·. umb ' 

of l - U l unJ • 1 in t 

hm rl rm th intern tion l 

h . I n 1 ll, tl h 
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introducing time varying b ta and alphas in existing models. This is because fund 

managers change their portfo li er time based on observable information variables. 

Investors would n rm 11. h :'ISl: to purcha c shares in various domestic funds or they 

can diversify b in :-.tin' .\ l ortion of their portfolios in international and global funds 

(II rm Ill I ''· S.' ( r ·m internationally diversified fund portfolio depends 

1 t tht:. total portfolio to generate risk - adjusted returns equal to or 

m ti tock market. It would also be determined by the ability of the 

1111 n I und \\ithin the portfolio to match or outperform market benchmarks and 

ilit f the e funds to generate returns better than those of domestic mutual 

lund·. them i e. investors would not expend time and effort to select global funds. 



CHAPTER THREE 

EAR H METHODOLOGY 

3.1 Introdu tio 

1 hi. chupl ~t m thl n.:. nr h design and methodology that was be used to carry out 

th · t • itt all the following sub-sections are included; research design, 

p >pul Ht >u. luu lie tion and data analysis. 

. R arch de ign 

Re earch design refers to the way the study is designed, that is the method used to carry 

out the research (Mugenda, 2003). The nature of this study was descriptive analysis, 

which requires in depth analysis in order to understand the performance of both stock and 

unit trust market for the period between 2005 and 2010. This period was chosen because 

it will provide an adequate comparison between the two markets; as there was little 

activity in unit trusts before then. Still, this method is appropriate since the study requires 

achie ing variety of insights in this industry. After the enhancement of the capital 

markets (Collective Investment chemes) Regulations 2001, unit tru ts have grown in 

acceptance and popularity in recent years. 

· ripti\'e de ign wa al o cho n b caus no re earch w rk had b n d n\; in thi are . 

~3 P pulati n 

P pul ti n in thi 

m unt. 

mp· ni s li 1 it· l mt rkcts uth rit · 

l . l hi. n: tri ·ti( n limit~: \ th~.: 

\\ ll-1 \1 

tin' t m1 m in lu I .d in th 



3.4 Data collection 

The study used e ond f) d t . " ondary data refers to the information obtained from 

financial statem nt , • rti h.:::- t o"-s, n 'Wspapers, internet and magazines. 

In thL tur.l , th m. in l.1t.1 \'.lriabl wns the N E 20 share index and the unit trust returns 

obtain · I >Ill 1 .m I hom published weekly price observations from companies 

lUll mutu I funds. This was chosen because their performance can be 

• in t the overall market as represented by the NSE 20 share index. Risk 

taken as the treasury bills rate which was published by the Central 

~ mk f Ken " . 

3.5 Data anal is 

Risk adjusted returns of unit trusts during the study period was analyzed using harpes' 

index and Treynors' index. The Sharpe's Index was computed by applying the equation, 

lp = (Rp - Rrj) I 6p 

where 

lp == harpe's Inde. for portfolio p, 

Rp = return on portfolio p, 

Rrf= return on ri k-frc a t, 

6p = land rd d viati n f p rtfolio p, 

r turn bovc the ri k- n: r tum on a p rt li , ntl p is the 
m h p rlom1 tl l ttc1 th n th 

lnd · i )l 

m r 'ith hi h r r n in 

' u t d tum . 

0 



The Treynors' index was computed u ing the equation: 

Tip = (Rp - Rr!J I ap 
Where, 

Tip Treynor lnd 

Rp = return on p rt 

Rtf 

'P 

rt ('t lio p, 

11 ll l1 · index i greater than that of the benchmark (taken as the stock market 

ind' . th p rttolio has performed better than the benchmark. The Treynors' Index 

m' 'Ure the ability of a portfolio to earn an excess return that has been adjusted for 

Y ·tematic risk. This index will be ranked in descending order with a higher ranking a 

characteristic of superior risk adjusted returns. 

Trend analysis was used to illustrate movements of the NSE stock index. An increa e in 

the index indicates that performance is on an upward trend while a declining price index 

shows the performance is on a downward trend. Patterns of increase or decrea e in ri k

adjusted returns of unit trusts will be analyzed to see if this is reflective of t ck Mark t 

price \ ings. Average returns analysis will be done both for the unit tru t and the N ~ 

with th E being u ed as a benchmark. Risk-return r lation hip ri k i mea ur d by 

tandard de iation) was repre ented graphically b th for the • and the unit tru t . 



CHAPTER FO R: DATA ANALYSIS AND FINDINGS 

4.1 Introduction 

This study had on m ~ r obj~.: ti 1.: of ~.:stnblishing the relationship between stock market 

price vo\atilit · mu unit tru t. rdurns. This section presents results, whose main data was 

the NS h 0 h u in\ It' th~: r riods between 2005 and 2010 as well as the Unit Trust 

ic I. I h results had been obtained from an analysis ofNSE index 

1 h m nth during the study periods. Further analysis utilizes trends of the 

m 1\' m nt the per[! rmancc of the NSE 20 share index and Unit Trust returns to 

d · ·ri their pattern . 

4.2 nit Tru t Returns and NSE 20 Share Index 

The follo\\ing tables indicate the unit trust returns, NSE 20 share index as well as the 91 

day Treasury bill rates for the period 2005-2010 

Table 4.2.1 SE 20 Share Index for 2005 to 2010 
to nth 2005 2006 2007 2008 2009 2010 

January 3094 4172 5774 4713 3199 3565 
February 3213 4057 5774 5072 2475 
March 3209 4102 5134 4843 2805 
April 3228 4025 5148 5336 2800 

-

3505 4350 5002 5176 2853 
3972 4260 5147 5186 3295 

5340 4 68 3273 



T bl 4 2 2 N t As t V I a e . . e ~se a ues 2005 2010 to 
Month 2005 2006 2007 2008 2009 2010 

Jan 790,568,000.00 1.32S,OD,550 00 2,930,056,760.00 2,250,567.850.00 1,678,565,545.00 2,535,450,600.00 
Feb 890,558.000.00 ~67,ii78,700 00 1,875,345,270.00 2,345,678,540.00 1,354,678,500.00 1,765,678,780.00 
Mar 840,569,000.00 9.4\~S . 7 NO 00 1,799,564 ,590.00 2,345,678,900.00 1,429,067,590.00 1,787,304,666.00 
Apr 890,564,500.00 ll7,o7S. '1\0 ()0 1,825,450,670.00 2,650,678,960.00 1,413,247,890.00 3,945,78<l,080.00 
May 980,678,900.00 I ll.3,<4,0,MO 00 1,895,675,975.00 2,440,560,790.00 1,476,569,080.00 3,945,456,780.00 
Jun 996.$76,U O 00 1 ,0'111,'1~0 ?!\!l ()() I 800,450,950.00 2,400,678,950.00 1,699,785,550.00 3,953,834,140.00 
July 998,7~00\'1 00 1 ,3 1 3,4~0 .0•l() ()() ·~ 2,245,056,500.00 2, 11 8,9 11 ,670.00 1,695,456,000.00 3,119,183,250.00 
Aug 9H. ll4_,~~ 1 13~ S 14~t>17XO 00 - 2,336,756,900.00 2, 107,890,650.00 I ,633,458,900.00 3,120,456,750.00 
:~I' 94 ~,'ml V.OM 141 1 , ~21lli><> . 00 1- 2, 134 ,567,045.00 2, 127,809,500.00 1,610,459,000.00 3,123,450,000.00 
()(( %7,1100,)0000 l,h4 t1?H H90 00 2,033,450,560.00 1,198,750,350.00 1,633,458,900.00 3,164,181,425.00 
N••• ~U.6U.~OO 1 ,1>76 ~1>7 K90 .00 2,743,508,700.00 1,143,678,450.00 1,633,458,900.00 2,656,789,900.00 

·~ ~HM~t.lli .()Q_ I 4f\6,789,090 00 ,_. 1,845,345,270.00 1,234,805,600.00 1,700,678,700.00 2,868,908,675.00 
i!l r"L II IIU,l,H,99Ul0 14,7116,981 ,206.00 2S,46S,229, 190.00 24,365,690,2 10.00 18,958,884,555.00 35,986,484,046.00 

,,\VfRJ\Olt 9.!1,945,3!3 17 1,232,248,433.83 2, 122, 102,432.50 2,030,474,184.17 1,579,907,046.25 2,998,873,670.50 

~R•Iurn 16% 11% ·59% -82% 1% 12% 

Sour' : Ca1 1it I I rk Autbori ty 

abl 4 2.3 91 d T b'll R t 2005 t 2010 I. e . ay r easury 1 a es 0 

I Year 2005 2006 2007 2008 2009 2010 ·-

l Rate 7.387%-
-

8.437% 6.827% 7.704% 7.387% 3.622% 

4.3 Relation hip between Stock Market Price Volatility and Unit T ru t Return 

utual fund performance was analyzed through performance measurement ratios which 

are u e in portfolio analysis. In this paper Treynor and harpe rati were u ed t 

valuate mutual funds and the 20 share index and rank them accordingly . Whil 

Tr ) nor mea ure only the systematic ri k summariz d by b ta harp n 

tot l ri k of th mutual fund . A larg r alu m an a b tt r p rt[i li [i r ll in 

re dl f th ir individual ri k pn; er nc harp md x c 

th c pit l m rk t lin ( uri t m. rkct lin L . 

valu ted fu nc.i p r[i nn nee b n b th r, tc r turn an l 

an 

1 7 . 1 or 

nti l ron ·in 

Hnpl t l ' di\ iii d rt[i li 'I r ·n r 1nd lnrp 



The Sharpe's Index was computed b applying the equation, 

Sip = (Rp - Rrj) I 6p 
where, 

Sip Sharpe' 

Rp 

Rrf 

portfolio p, 

rh Tr ·n · index\: as computed using the equation: 

TIJ = ~Rp - Rrj) I ap 
Where. 

Tip =Treynor Index for portfolio p, 

Rp = return on portfolio p, 

Rrf = return on risk-free asset, 

ap = beta for portfolio p, 

The beta was derived by regressing unit trust returns against market returns (N ), in 

which the slope of the characteristic line represented ap. The regression result were a 
below. 

0.883617231 
0.78077941 

n 



Coefficients Standard Error t Stat P-va/ue Lower95% Upper95% Lower95.0% Upper 95.0% 
Intercept -11.25974561 9.19963885 -1.223933438 0.288138768 -36.80203786 14.28254664 -36.80203786 14.28254664 
X Variable 0.983574305 0.260587556 3.774448474 0.019529224 0.260067259 1.70708135 0.260067259 1.70708135 

omputing the h, rpes md l n; 1\l r s indicc ', findings in tables 4.1, 4.2, 4.3 and 4.6 

indicate that fwm , l 0< .md in 20 I 0, unit trust returns failed to beat the market 

im tor. of these schemes were not rewarded well on their 

h m s were al so those which had been out-performed by the 

in ie .. H wever, in 2007, 2008 and 2009, Unit trusts were worst 

inv ·st ·d IIHlll 

P ·rt~,nn r · n g th e •a lues and/or less than market Sharpe ratio ).Treynor ratio measures 

thee ce · return earned over risk-free return per unit of systematic risk i.e., beta. Here, 

th maj rob en:ations mirror the similar finding as in Sharpe ratio. 

It i interesting to note that all funds evaluated during the 6-year period were 

outperformed by the corresponding stock market index. This negates most fund 

managers· claim that a unit trust is a medium- to long-term (5 to 10 years or more) 

mvestment product designed to earn more income than that of bank deposits. The results 

of the Sharpe Measure also suggest that portfolio managers, on average, are were not able 

to outperform the market and actively adjust their portfolios' risk exposure. 

Table 4.3.1 Relation hip between tock market price volatility and unit tru t 
return in 2005 

Portfolio 

1.33 (1) 13.79 (1) 

1.07 (2) 7. 9 (2) 

.2 R I tion hip b h~ n to k mar t pri , . latilit • and unit tru t 
in 2006 



Table 4.3.3 relationship between stock market price volatility and unit trusts returns in 2007 
Portfolio Sharpe'. Tude. Treynor's Index 
NSE 20 Share Index --.56 (I) -13.04 (1) f-

Mutual Fund. (Unit '1 ru l) -3.67 (2) -66.93 (2) 

indi , t d by the negative T value, the portfolio performance was v ·ry p) ll. 

T tbl ' 4. 'A R lation hip between stock market price volatility and unit trusts t . 2008 re urns m 
Portfolio Sharpe's Index Treynor's Index 
NSE 20 Share Index -2.57 (1) -42.40 (1) 
Mutual Funds (Unit Trust) -3E+OO (2) -91.20 (2) 

Table 4.3.5 Relationship between stock market price volatility and unit tru t returns in 2009 
Portfolio Sharpe) lnde Treynor' In de 
NSE 20 Share Index -0.78 (1) -6.49 
Mutual Fund (Unit Trust) -8E-01 (2) -6.49 

bl 4 .. 6 
v latili nd unit tru t. 

Portfolio 



Graph 4.3.1 Relationship between tock market price volatility and Unit Trusts returns 
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The E in de. is used to measure the performance of the NSE from each trading day. As 
indicated in Figure 4.1, the increase in the NSE in 2005 indicated that the N 
performance was on an upward trend with share prices of most shares increasing. 
However, between December 2006 and December 2007, the market was bearish as the 
inde. · moved downwards, pointing to sluggish economic activities in the 2007 election year. 

umm ry of Finding 

In conclu ion, the re ult of thi 

outperfonn th market. Both th 
th 

illu trat d b tabl 
th 

k m rk t 
lin m d t th 

analy i show that unit tru t p rfi rmanc did n t 
harpe ind . and r yn r ind · \ ·cr 1 wcr rei ti t 
4.3.1, 4.3.2 4.3. 4 . .4 4.3.5 nd ta 1 4 ... \! h n 
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CHAPTER FIVE: DISCUS 10 , CON LUSION AND RECOMMENDATIONS 

5.1 Introduction 

The relationship b tw n t k nurl-.d pn volatility was clearly illustrated by the 
relation. hip b twc ~n p l nn. n ~,. r.\ti< ~. Mutual industry is known to have financial 

r in l ttl\~ nt uid· n c to investors unlike the stock market which 
has a hi •h ., I ·v ·I ,I in tor . I lowever this variation continue to be reflected 

, m rc ·o because equity based funds invest in selected 

Di u i n 

1 n~m nt in E hare index which illustrates different levels of volatility affected unit 
tru ·ts inve tments differently. Similarly this effect is noted in declining rates of return on 
unit trusts once the SE was in decline. The study clearly shows that performance of the 
tock market indeed affects unit trusts performance. The main issue of concern to 

mve tors in mutual funds is to check portfolio selection, not solely to invest in funds 
\\hich \\ill adversely be affected by bearish markets. 

5·3 Conclu ion 
The overall analysis fmds mutual funds showing poor below-average performance when 
measured against • E 20 share index. The small investors are v ell-advi ed to analyz 
th r tum and risk parameters of the mutual funds, over longer p riod of tim , b fi r 
th ir inve tment d cision . Although mutual fund ar in trument f di r ·ifi d 
•me tm nt , a prud nt choic twe nth many a ailabl mutual fund h me v ill go a 1 

n rating \\ alth for th r . urth r in tim f high t 
mutual und 

P vid th 

th ph n 

f invc tm nt with a ur d and 
n of th mutu 1 und i in th ri ht dir ti n. 

h in th m nt in u try thi 

r unit 



the stock market. This is clearly demon trated b the rankings of Sharpe's and Treynor's 

indices which show that the t k m rket h d up rior risk adjusted returns compared to 

the unit trusts portfolio. H \\c\ r. th~ ' n rally maintained well diversified portfolios. 

Thus, unit tru. t. oull tx .m i k .11 tn stmcnt for small investors seeking sufficient 
divcr:i ficatiou. 

, .4 Rl·r unm nd taon 
Unit tru ·t · tr 

Tim'. in light 

perhap · m re 

a dominant role as an investment option in the near future. 
r the performance-reward imbalances in the fund management industry, 

fund should introduce performance fees as partial substitutes for the 
management fee they charge. This is especially relevant to funds that incorporate a 
Regular avings Plan (RSP) for their investors. Under such a plan, an investor will 
continue his/her periodic contributions to the fund unless otherwise stated. With long 
term sa ings purpose in mind, investors' demand for the fund is unlikely to change due to 
poor performance of the fund manager for a particular year. 

Limitations of the tudy 
This study was limited to aggregate returns of equity based unit trusts. ffecl of stock 
Price volatility on individual companies would show individual companie ' p rformance 
over the specified time. Howe er, summarised information for individual c mpame 1 
not available at the Capital Markets Authority registry 
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APPEDICE 

APPEDIX 1: List of licensed unit tru t companies in Kenya 

The following are compani li ·r d l nit 'I rust ompanies in Kenya. 

Africu Allhual'l' K ·n · umc crust "ch m 

Africnn tllinm: • K ·m•u ·hill in tund 

fricnn ulliam:c li d inc me fund 
African alliance K.enya managed fund 

frican alliance Kenya equity fund 

Old mutual trust scheme 

Old mutual equity fund 

Old mutual money market fund 

Old mutual balanced fund 

Briti h merican unit tru t cbeme 

Briti h American mon y market fund 

Briti h merican balanced fund 

Briti h m rican in m fund 

Briti h m n m nt tirt:m nt und 
riti h m ri quit ' un 

t nb1 unat tru t h m 



Stanbic flexible income fund 

Stanbic management prudential fund 

Commercial bank of frica unu nu~c sdu'm 

ommcrcial bank of fri · l m Ul mark t fund 
Commercinl bunk )r lh · ·quit fund 

Zimclc unit tru t cheme 

Zimele balanced fund 

Zimele money market fund 

Suntra unit trust scheme 

Suntra balanced fund 

Suntra money market fund 

untra equity fund 

I unit tru t cheme 

quity fund 

I E on y mark t fund 
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