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ABSTRACT

Pension funds are the principal sources of retirdnmezome for millions of people in the
world. Pension funds are also important contritaittr the Gross Domestic Product
(GDP) of countries. Funded pension systems hawbdrrecent past gained popularity
since they contribute to the economic growth of ntoas worldwide through direct
contribution to the GDP and acting as consumefganhcial services. Local studies that
have been done include firm efficiency differencasd distribution in the Kenyan
manufacturing sector, which used firm size as dysttariable. In Kenya, no study has
endevoured to determine the effects of firm sizefinancial performance of pension
schemes. This study sought to fill the existingeagsh gap by determining the effects of
firm size on financial performance of pension schsim Kenya, by trying to answer the
following question: What are the effects of firmzesion financial performance of pension
schemes in Kenya? The objective of this study wasetermine the effects of firm size
on financial performance of pension schemes in Kemynd intends: to determine the
effect of market share; to the assess the effethehumber of employeef) establish
the effect of book assets; to establish the etiethe number of branchesid to establish
the effect of retained earnings on the financiafggenance of pension schemes in Kenya.
The research was conducted through a descriptsgareh design. The target population
for this study was 30 occupational pension schemé&®enya. The research was carried
out using secondary data. The data was collectaoh fannual reports and financial
statements. These included aspects from the peblishnual reports, book value, and
equity of institutions to be surveyed. The datdexdeéd was analyzed by use of Microsoft
Excel 2010 and Statistical Package for Social Seen(SPSS) Version 20. A
multivariate regression model was applied to deiteerthe relative importance of each of
the five variables with respect to the role of fislme on performance of pension schemes
in Kenya. The study concludes that that there e lsignificant market volatility as
evident from the NSE index, Treasury bill rate nmoeat and offshore indices. The study
recommends that RBA should ensure all schemesicplarly those with segregated
investments, have up to date investment policiesthat the strategic asset allocation is
included within the investment policy. It also remmends compulsory saving for all in
employment, and the introduction of a flexible suolkefor those in the informal sector,
who can make periodic payments. It also recommetits undertaking of a
comprehensive reform that requires a coordinateatesty and a significant amount of
ground work in terms of evaluation of policy andolementation choices that would lead
to enactment of enabling legislation, building mdtitutional capacity and sensitization of
approved reform programmes.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

Pension funds are the principal sources of retirgnmezome for millions of people in the
world. Pension funds are also important contritaittr the Gross Domestic Product
(GDP) of countries. Funded pension systems haubdrrecent past gained popularity
since they contribute to the economic growth ofrtoas worldwide through direct
contribution to the GDP (Watson, 2008; Corbo & Sattriebbel, 2004), accumulation
of savings (Rauh, 2006; Employee Benefits Resebusiitute (EBRI), 2007), financial
market development (Davis, 2005; Yermo, 2008), cety old-age poverty (Kakwani,
Sun & Hinz, 2006) and acting as consumers of firdrservices (Heijdra, Ligthart &

Jency, 2006).

According to Hughes and Stewart (2004), pensiomisuran be open or closed. An open
pension fund supports at least one pension plam matrestriction on membership while
closed pension funds support only pension plansdbealimited to certain employees.
They further sub-classify the closed funds to glsiermployer - membership restricted to
employees of a certain employer, multi-employerembership can be drawn from two
or more employers, related members - membershigserved to certain related entities

and individual pension funds where membership lantary.



1.1.1 Firm Size

Pension scheme size can be defined in terms of aake2, number of members and
coverage (KRBA, 2010). According to Michira (201) the East African Standard, a
survey done by Alexander Forbes has shown that siaders when choosing a
retirement scheme to join. The Nairobi-based at@laronsultancy firm compared
investment returns from different pension schemat) the bigger ones outperforming
the smaller ones. What this means for workers a #éhbigger retirement scheme with
assets in excess of Sh500 million is more likelptovide a better return, which goes a
long way towards guaranteeing a more financiallguse retirement. Details of the
findings show that retirement schemes classifiedaage reported a 30.2 per cent return
in the 12-month period to March 31 2013, compace@9.2 per cent reported by small
schemes, with an asset base of below Sh250 miléiod, 28.2 per cent from medium-
sized schemes. Bigger schemes enjoy economieslef-s€ they are able to spread costs
across a wider membership base — allowing thenmvi® members a bigger return. The
survey also showed that investing in the stock etankas the most lucrative asset class,
earning retirement schemes an average return 8fp&b.cent, compared to 15.8 per cent
earned from investing in fixed income securities.2012, retirement schemes earned

52.1 per cent from the stock market in value appten (Michira, 2013).

1.1.2 Financial Performance

Financial performance relates an enterprise’s pgsniio sales, assets, owner’s equity and
share value. It is the level of performance of aiess over a specified period of time,
expressed in terms of overall profits or lossesnduthat time (Jacobs, 2001). It refers to

the ability of a company to earn income and hatpsvialuating the financial performance
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of a business and to judge the results of busiegasegies and activities in monetary
terms. Net income, also referred to as profitahiig the single most significant measure

of a firm’s financial performance (Fening, Pesako%iPesi, 2008).

According to Hinz et al. (2010), countries throughthe world are increasingly relying
on individual pension savings accounts to provideome replacement in old age for
their citizens. Although these have now been ic@lar several decades, the metrics for
the measurement of their performance has not alv@en meaningful from the
perspective of the long term objectives of pendiords. The recent financial crisis has
highlighted the need to establish meaningful pentorce measures that consider pension
funds in relation to the ability to effectively ptide income replacement at retirement

age.

Hinz et al. (2010) observed that a meaningful eat&m of the investment performance
of pension funds requires the design of life-cym@chmarks against which performance
can be evaluated. The composition of these bendswaould depend on a number of
factors, including the presence of other sourcesrebfement income; the age of
individuals; the rate of contributions; the targeplacement rate; the expected density of
contributions; the type of retirement income in gagout phase, and the risk aversion of
policymakers and individuals. In evaluating theafigial performance of pension funds,
Hinz et al. (2010) conclude that there is needdad application of this new approach to
performance measurement and the impact of the treglebal financial crisis on the

pension funds.



Financial ratios are used as a measure of perfa®naA ratio is the simplest
mathematical expression of two magnitudes whichnaeaningfully related, and which
are expressed in relation to each other as a qudtiacobs, 2001). Ratios are generally
classified into: Activity ratios which measure hgwickly various accounts are converted
into money or sales; Liquidity ratios measure atemgamise’s ability to pay its short term
debts when they are due. It refers to the solvarfcyhe enterprise’s total financial
position; Debt/leverage ratios measure the extedebt in relation to total assets; Cash
flow ratios measure returns on assets and on edliityy help users assess whether a
firm is earning an adequate cash flow return omésassets and whether stockholders
are earning adequate cash flows from their investsn@and profitability ratios which use

various criteria for measuring profit

Hutchinson, Meric and Meric (2008) measured perforoe by the following ratios: net

profit after tax/sales, earnings before intered #ax/total assets, and net profit after
tax/owners’ equity. Altman (1968), in a study afidncial ratios, discriminant analysis
and the prediction of corporate failure, measuredgomance by two ratios: retained
earnings/total assets (RE/TA) and earnings beforierast and taxes/total assets

(EBIT/TA).

1.1.3 Effect of Firm Size on Performance

A study by Ahire and Dreyfus (2000) suggests tim of a pension scheme is positively
related with higher process quality and performaftes is in agreement with Schaefer
(1998) in a study that concluded that managersafer firms in terms of asset value

exert higher levels of effort in managing financesting that incentive contracting is an
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important motivation for managers generating goedgmmance, therefore, it affects a
firm‘s processes as a whole. A study by Hoyt (20ft2)nd that larger firms are more
likely to implement financial management concegtant smaller firms. The Kenyan
Retirement Benefits Authority categorizes schenseges value of assets, for the purpose
of levy payment based on size of Scheme Fund asaited in their latest Audited
Accounts (Kenya Shillings) as follows: Up to 500lmn, More than 500 million but not
exceeding 1,000 million, More than 1,000 milliort Imaot exceeding 5,000 and More than

5,000 million (KRBA, 2012).

Several arguments favour larger firm sizes in attg higher performance. Large firms
are more likely to exploit economies of scale angy higher negotiation power over
their clients and suppliers (Serrasqueiro & Macasi$, 2008). In addition, they face
less difficulty in getting access to credit for @stment, have broader pools of qualified
human capital, and may achieve greater strategersification (Yang & Chen, 2009).

On the other hand, small firms exhibit certain eleggristics which can counterbalance
the handicaps attributed to their smallness. Théfgsless from the agency problem and
are characterized by more flexible non-hierarchisauctures, which may be the
appropriate organizational forms in changing bussnenvironments (Yang & Chen,

2009).

1.1.4 Pension Schemes in Kenya

Pension schemes in Kenya comprise of the civilisergcheme, the National Social
Security Fund (NSSF), occupational schemes anththeidual pension schemes. NSSF

is the mandatory scheme for all formal sector eygss in Kenya, other than the public



service employees, whose pension plan is financed pay-as-you go basis. NSSF is
formed by an Act of Parliament enacted in 1965, igneistablished as a provident fund
operating on a defined contribution basis. In 198@,amendment to the NSSF Act
defined the NSSF as a retirement benefits schemehars brought it into the control of
the Retirement Benfits Authority. All employees aeguired to register with the NSSF
but only employers with five or more employees grquired to contribute. Voluntary
membership and contribution was introduced in 2086¢d NSSF embarked on a
marketing campaign to attract voluntary membergbapticularly from the informal
sector. Statutory contributions to NSSF are set086 of an employee’s pay, half of
which is paid by the employer and half by the eipéo There is a monetary ceiling on

the maximum monthly combined contribution, currgsit at Sh.400.

The public service pension scheme covers civila@sy teachers, police and prison staff.
Separate arrangements apply for the defence foites provision and management of
this scheme is governed under the Pensions AcRagdlations. It operates on a defined
benefits basis and is non-contributory, other thé?o from salaries of male employees
towards widowa and orphans’ benefits. Benefits aft&r ten years of service and there
is no portability of benefits, and individuals whesign from service before retirement
are not entitled to any benefits. The scheme pesvial pension of 2.5% of final basic
salary for each year of service on retirement fsmrvice at fifty-five years. The scheme

is funded on a pay-as-you go basis with pensiotsgust from government revenues.



Occupational schemes are set up by employers @bémefit of their staff. They are
voluntary and are established under a trust deéey Tare regulated by Retirement
Benefits Authority. There are no minimum requiretsem relation to the levels of
contribution by employers and staff. Legislatiostrietions are in relation to minimum
retirement ages, vesting, portability, preservaaod accessibility to benefits. Individual
personal pension plans comprise schemes set umdbtyutional providers to target
individual members not necessarily tied to an elgioor any formal setting. The

majority of these schemes are offered by insuranogpanies.

The coverage of these pension schemes is currestimated at less than 15% of the
total labour force. The NSSF has the highest meshigerproportion at about 67%, or
about 800,000 members. The civil service pensidrerse follows at about 22% and
occupational retirement benefits schemes and iddali retirement benefits schemes
account for about 11% of total scheme membershigha country. In 1997, the
Retirement Benefits Act was enacted and a compsdenegulatory framework was
implemented in the year 2000. The Retirement Benéfuthority (RBA) was established
at the same time to regulate, supervise and prothetgension schemes sector in the

country (Soft Kenya, 2012).

Pension schemes registered by the Kenyan Retire@entefits Authority are one
thousand three hundred and eight (1,308) consisting,216 occupational pension
schemes, 64 individual retirement schemes and Z3atpg as interim registered

schemes (KRBA, 2013).



1.2 Research Problem

Market forces constantly push firms toward opegatihan appropriate scale. Where such
forces are absent, firms can destroy value by tipgraat a non-optimal scale for
extended periods of time (Bauer, Martijn & Rik, 2p1Defined benefit pension plans are
a perfect example where such inefficiencies migituo. Their scale is driven largely by
the size and age of the workforce and by contrbhatoaamitments to the workers
(Ambachtsheer, 2011). Plan beneficiaries unhapmutaperformance cannot vote with
their feet and move their funds to appropriatelgled plans. Moreover, beneficiaries
often have weak incentives to act, as it is uncldaether they will be required to make
up for performance losses, or whether losses wilbbrne by employers or the public

more generally (Blake et al. 2010).

According to a study carried out by Sze (2012) ehdif of the World Bank, the latest
mortality data shows that Kenya'’s life expectaneg increased by 5.06 years over the
past decade with average life expectancy improuin§7.08 years in 2011 from 52.02
years in 2001 (Sze, 2012). A further increase fim éixpectancy could impose a huge
financial burden on the economy as the governmentdvhave to look for more money
to cater for pension benefits for its workers. Diaten the Retirement Benefits Authority
indicates that the country’s retirements benefibtwecage — the ratio of working
population covered by pension schemes — standd aefd cent, a poor comparison to

the global average of 35 percent (Retirement BenAfithority, 2012).



Local studies that have been done include firntiefficy differences, and distribution in
the Kenyan manufacturing sector, which used firpe sis a study variable (Ngui-Muchai
& Muchai, 2012). In Kenya, no study has endevouedetermine the effects of firm
size on financial performance of pension schembs 3tudy sought to fill the existing
research gap by determining the effects of firne @a financial performance of pension
schemes in Kenya, by trying to answer the followugestion: What are the effects of

firm size on financial performance of pension scheim Kenya?

1.3 Research Objective

To determine the effects of firm size on finang@rformance of pension schemes in

Kenya.

1.4 Value of the Study

The study will be of great importance to the mamnaget of pension schemes in Kenya
and the rest of the business firms in Kenya who adtess this information, since the
researcher feels that the study will effectivelylgme a very critical area. The benefit to
this study will be that pension schemes will gektow the knowledge regarding drivers
of performance. Potential investors will benefibrfr the study whereby they will be
equipped with the necessary information relating how firm size influences

performance of pension funds in Kenya. The studlf also be of value to future

researchers and academicians as it will form asb&si empirical and conceptual
research, which would be helpful in refining andideting findings especially when a

significant number of experiences is collected stodied.



CHAPTER TWO

LITERATU RE REVIEW

2.1 Introduction

This chapter discusses the literature related ¢ortie of firm size on performance of
pension schemes in Kenya. It is focusing on pastliss related to the prevailing

phenomenon and related studies.

2.2 Theoretical Review

This will examine what other researchers and sechdlave done. It covers the theories,
the determinants of financial performance of pemsichemes, the empirical review and a

summary of the literature.

2.2.1 Modern Portfolio Theory

Markowitz (1952) has developed a theory, which @vadays known as “modern
portfolio theory”. Portfolio theory allows inves®to make an estimate of the expected
risks and returns for their portfolio. Markowitzroa up with the efficient diversification
of portfolios by combining assets to reduce thefphbo risk and to improve the rate of
return. There are two types of portfolio strategaesd can be summarized as (i) Passive
portfolio strategy - relies on diversification. hstrategy assumes that the market will
reflect all available information in the price pda securities; and (ii) Active portfolio
strategy - this strategy uses all available infdromaand forecasting techniques to obtain

a better performance for the portfolio (McGill, Bro, Haley & Schieber, 2005).
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2.2.2 Modigliani and Miller Propositions

The modern theory was developed by Modigliani anliel(1958). This theory says that
a firm’s proportion of debt and equity does not teratWith corporate taxes, the firm
with the greater proportion of debt is more valeabecause of the interest tax shield.
Modigliani and Miller (1963) developed their thewrdurther because there is no such an
economy with the perfect capital market. This St as the proportion of debt in the
firm’s structure increases, its return on equitgr@ases in a linear fashion. In the
economy with the transaction costs and taxes, alagifructure composition is a
significant matter. In most of the countries, tares deductible; hence the value of the
levered firm exceeds the value of the un-leverea.fiThe effect of leverage generates
the tax shield with the same value of the dedugiiierest of the debt. The conclusion is
that if a firm wants to maximize its value thenstiould be financed by debt only.
Therefore, the propositions were extended to cortei shield, which affect the market

capitalization and the expected return on equity.

2.2.3 The Market Power Theory

The debate about the importance of market shaner#tan concentration as a criterion
of market power virtually started with Shepherdq2pleading Rhoades (1997) to coin
the phrase “relative market power.” Shepherd laitltbe pro and con arguments relating
higher market shares with profitability by invokitige neoclassical expectation that a
higher market share results in a higher profitabidin one hand, and by invoking the
Cournot model, which gives a zero relationshipttenother hand. Shepherd employed a
regression model with market share, leading-firmugr (size), advertising intensity, and

growth as variables to explain profitability

11



From the industrial economics theory of market power monopolisation theory, one
can conclude that market power would enable a cagnpmamake higher profits as they

are able to charge a premium for their products

The Relative Market Power (RMP) theory is empiticgiroved when concentration
introduced in the explanatory equations of perforceais found non-significant in
contrast to market share which should be positialy significantly correlated with
price and/or profitability (Beck, 2006). Market sbaand performance can be explained
as market power advantages. A pension scheme \gifftorag position in the market may
either reinforce its domination over the marketohieve a higher efficiendyfregenna,
2009) An increase in market power comes with a detation of efficiency which
makes firms unable of earning higher profitabiliglarke, Cull, Martinez & Sanchéz,

2003).

2.2.4 Static Trade-off Theory

According to the trade off theory by Kraus and eitberger (1973), at the point of
optimal balance between the cost and the benefdebt finance, a firm should stop
increasing the debt/equity ratio. At the optimabtdequity ratio the firm market value
should be maximized and the cost of capital shdxddas low as possible (Kraus &
Litzenberger, 1973). As mentioned before, the obslebt is the cost of financial distress
and bankruptcy. Therefore, the expected cost aihfiral distress in future is the cost, if

financial distress happens multiplied by its prabigb

The financial distress cost differs among differentustries, depending on the assets the

firm owns, the volatility of asset value and casbwi One of the advantages of this

12



theory is about costs, which are ‘fiscally deduetifrom the company’s tax as a result of
paying interests (Modigliani & Miller, 1963; DeAnige& Masulis, 1980); the other

advantage is lessening of the free cash flow prollégensen & Meckling 1976; Stulz,
1990). The disadvantage of debt contains the pateobsts as a result of financial
distress (Kim & Sorensen, 2006), and the agencisamscurring between the financial

creditor and the company’s owner (Jensen & Mecklir§y6).

2.2.5 The Pecking Order Theory

The pecking order theory, suggested by Myers (1284 Myers and Majluf (1984), is
based on information asymmetry and can be seen rasdel of financial hierarchy
(Brounen, de Jong and Koedijk, 2006). Inside marsagéen have more information
about the organization than the outside investdnsce the information is asymmetric,
there are costs if additional funds is needed.dtors consider that debt is less risky than
equity (Bhaird and Lucey, 2010). The pecking orttexory suggests that organization
prefer to use internal funds first. This means tin&t organization will first use their

retained earnings to finance.

Shyam-Sunder and Myers (1999) tested the peckier drypothesis and found evidence
that indeed organization follow the pecking ordeeary. De Jong, Verbeek and
Verwijmeren (2011) found also evidence that the weganizations choose their capital
structure is in line with the pecking order theoBe Haan and Hinloopen (2003)
investigated the financing behavior of Dutch firaisd found that the preferences of
financing is in line with the stated financing laeshy. Brounen, de Jong and Koedijk

(2006) found that the pecking order theory is pnege European countries.
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2.3 Determinants of Financial Performance of PensioSchemes

This section reviews the empirical foundation af firevailing phenomenon by different
authors on the firm size variables used in the ysttal determine their effect on

performance of pension schemes.

2.3.1 Firm Size

Novy-Marx and Rauh (2010) found that potential ease of scale-related inefficiencies
in pension plans is a significant issue. The agsetiefined benefit plans are substantial
on their own, accounting for $14 trillion globaliwatson, 2008). In the US for example,
these plans control $5.4 trillion or 65% of totangion assets tied to employers, and in
many other countries they are the sole source fmsipn payments. Poor asset
management of pension plans has immediate soamsleqoiences, reducing the welfare
of beneficiaries, organizations, or society moraegeally, depending on which group

bears the costs of inefficient management (Novyx\aRauh, 2010).

2.3.2 Market Share

The relationship between market share and prolitatwr performance has been the
subject of academic research for so many yearst ge@hains a generalization which has
been over-extended and accepted without acknowteelgieof all its attributes. Hergert
(2004) used return on assets and regressed agasxstet share on nearly 5,400
businesses and 76 industries. In examining indalidirms he found a weak and
somewhat nonlinear relationship between marketeshad profitability. He concluded

that the higher the market share, the more prdéitalve company, however, he also
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conceded that those relationships occurs up tard ptier which the relationship cease

to exist.

As Woo (2006) noted, the close association betvmarket share and profitability is, by
now, strongly acknowledged by many managers andagenent scholars as a basic
premise of business strategy. She also found thatehshare does not always translate
into profitability, as evidenced by a sizable 41rke& leaders all earning a pre-tax return
on investment of less than 10%. Buzzel, Gale anthigu(2005) say that market share
determines return on investments and thereforeenease in market share will result in
increase in profitability. They suggest that markleare and increases in market share
growth will not be predictors of profitability irhé model which takes into account the

existence of “shock”.

2.3.3 Number of Employees

Guest et al. (2003), in their study on human resmumanagement and corporate
performance in the UK agreed that the number df isteolved in the daily running of an
organization in a high performance system includigsrous recruitment and selection
procedures, incentive compensation systems, tgairand development activities,
employee participation, flexible work arrangemeatsl job security that organizations
can achieve 'high performance' through the use rattiges which can leverage
employee's abilities and commitment. Another cordrsial issue in the number of
employees concerns the linkage to performance.eTaer several trends about how the
number of employees connects to organizationabpmdnce. They concluded that there
exists a direct positive relationship between thenmber of employees and firm

performance.
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2.3.4 Book Assets

McGill et al. (2005) found that the money for pamsifunds is invested in tangible and
intangible assets. Portfolio management can beridescvery simply as: when pension

funds make investment decisions, they have toitgkeaccount the selection of asset, the
selection of securities and the right market timiMpst pension funds must have an
investment policy; this is a policy on how to mageund investments to guarantee
continuity to ensure payments to pensioners. Timsipe benefits are a liability towards

pensioners during their remaining life. Pensiondiurhave investments in common
stocks; intermediate and long- term debt instrusiemtoney market instruments; real
estate; leased property; options and futures; amdign securities, with maturities

varying from short term, midterm to long term. Reswf investment are presented in

such a way that allows the stakeholders to makepaosons.

2.3.5 Number of Branches

Hirtle and Metli (2004) observed that after cortng a variety of institution-specific and
market-specific factors, banking organizations witid-sized branch networks — those
containing 101 to 500 branches — had lower depgmtsbranch and roughly equal

volumes per branch relative to banks with larganbh networks.

Whatever differences in these branch-related p@idioce measures, however, there is no
systematic relationship between branch network ameoverall firm performance. Thus,
recent technological developments seem not to raieyed the basic relationship

between branch network size and performance. Qy#rake findings are consistent with
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recent trends in branch activity suggesting thafanizations with mid-sized branch

networks may face pressure to increase branch nesize.

2.3.6 Retained Earnings

Retained earnings are a firm's cumulative earnisigse it was formed minus the
dividends it has declared since it began. In otherds, retained earnings represent the
firm's cumulative earnings that have not been ithsted to its owners. The amount of
retained earnings as of a balance sheet's daspasted as a separate line item in the
stockholders' equity section of the balance sheetegative amount of retained earnings
is reported as deficit or accumulated deficit. éwling to Altman (1968), retained
earnings to total asset ratio is the measure ofutatiae performance over time and the

age of a firm is implicitly considered in this m@ti

2.4 Empirical Review

This section deals with previous studies that eeleith this study’s variables. The study
will review literature that empirically examinesetteffects of firm size on financial

performance.

2.4.1 International Evidence

In evaluation of the effectiveness of portfolio rmgement for private pension funds in
Suriname (South America) on five (5) private pensfands and from the financial
statements of six (6) private pension funds, Bdaatk(2011) did a financial analysis of
portfolio over the period 2005 — 2009 and obsenead the crisis in the world, the fall of
equity markets and interest rates, are importactsfahat pension funds have suffered

huge losses. The analysis shows that the currenuatwith the employer is huge and is
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increasing each year despite an arrangement faynegnt. The OECD also estimated a
decline in assets of pension funds of USD 5.4drilkat the end of 2008. This decline has
an impact of around 20-25% on average to finangenpat of pensioners. The nominal
return (growth rate of money) of selected OECD aod-OECD countries varied in 2008
between -35% to +11%. The study also found thagtwerning boards of pension funds
are more focused on a trade of between risk angrmredf individual investment
opportunities rather than the retirement objectiséshe pension funds. The analysis
shows that the current account with the employdnuge and is increasing each year

despite an arrangement for repayment (OECD, 2008).

In a study done in Boston — USA on trying to fintt bow much size erodes mutual fund
performance, Reuter and Zitzewitz (2010) employedgression discontinuity approach
and found that market forces constantly push fitavgard operating at an appropriate
scale. Where such forces are absent, firms camogesalue by operating at a non-
optimal scale for extended periods of time. Defitetefit pension plans are a perfect
example where such inefficiencies might occur. Teale is driven largely by the size
and age of the workforce and by contractual comenti to the workers. Moreover,
beneficiaries often have weak incentives to actjtas unclear whether they will be
required to make up for performance losses, or kdretosses will be borne by

employers or the public more generally (Reuter Aiteewitz, 2010).

To explore the relationship between pension plae snd performance, data from an
international sample of pension plans from 1990 2008 provided by CEM
Benchmarking, Inc. (CEM), a Toronto-based globatdmenarking firm was used. The

data was based on survey responses of 842 digtamsion plans with 5008 plan-year
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observations. The data was well suited to explarestions of the relationship between
size and performance as it has data not only ossgmeturns, but also on sub-asset class
specific costs and benchmarks. The study found pieasion plans are operating in a
region where there are positive economies to staeger plan size is associated with
better performance of the entire pension plan phlotf The effect is economically
sizeable: Returns on the largest plans are highdBE50 basis points per year. The study
also found that plans react to changes in sizexipjoeing their freedom of action by
using more internal management options and byispifesources to where larger plans
have a comparative advantage alternatives, paatlguprivate equity and real estate

(Goyal & Wahal, 2008).

Ambachtsheer, Capelle & Scheibelhut (1998) investig 80 US and Canadian pension
plans for the period 1993-1996 and found that lanige size is an important driver for

good pension performance, measured by risk-adjusétdvalue added by asset mix
decision and implementation. Reasons are that laize brings economy of scale in
operating cost and enables plans to support difiodl-professional management team.
Huang (2010) tested whether pension plan sizelévast for explaining the different

performance across Dutch pension plans by perf@rainegression of the time-average
z-score on the plan’s size. Size alone explain®sti8% of the variation in a plan’s

average z-score. The larger plans have a higheageez-score than the smaller plans.
This finding says that asset managers selectechdyarger plans can implement the

investment better than those selected by the sndas (Huang, 2010).

In Canada, Dyck and Pomorski (2011) found that defined-benefit pension funds,

funds react to changes in size by shifting towaadset classes for which scale and
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negotiating power matters and in particular, byreasing their allocations to alternative
investments such as private equity and real estdtey find this shift in allocation is

associated with large positive economies of scald ln costs and in gross returns.
Larger funds are likely to be able to negotiate entavourable fee schedules when
investing in these asset classes. There may alsgdremies of scale in gross returns if
larger funds are able to retain more skilful mamage can negotiate better contractual

protections.

In Sub-Saharan Africa, a study was conducted omE8ecurity reform issues in Africa,
based on the examination of a number of case stuiie both Francophone and
Anglophone Africa by OECD. Improving administratigerformance is a challenge that
has been difficult to meet. Reducing costs, bet¢gvice, and good record keeping is at
the core of providing better services and elimmgtithe opportunities for corrupt
behavior. But this is easier said than done. Waddvexperience shows that efforts to
improve information management have to be acconepatiy changes in the way
institutions are organized to be effective. Thumprioving administrative performance
will have to be part and parcel of the efforts gprove governance. Institutions with
fewer and clearer objectives are in a better pwsito improve their performance and
deliver better services. Issues like pension pditalwill become more important as

labor mobility increases (OECD, 2008).

2.4.2 Local Evidence

Pension funds are the principal sources of retirdnmezome for millions of people in the
world (Sze, 2008). Retirement income accounts 836 ®f the total income of retirees in

Kenya, while pension assets account for 30% of KenDP (Kakwani et al. 2006). It
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is therefore important that pension funds be mashagiectively, not only in Kenya, but
also in other countries (Nyakundi, 2009). KenyaBRsis about 35 billion USD and the
pension assets as at the end of year 2011 was al%ohillion USD, a 17% ratio to GDP

(Republic of Kenya, 2012).

Omondi (2008), in a report on the value of pensesets, observed that, pension funds
invested a sum of Ksh. 223 billion in the Kenyamahcial sector in 2007 of which Ksh.
77 billion (22% of the outstanding domestic debéisvinvested in government securities.
The National Social Security Fund (NSSF) estimatesw that at least 40% of Kenyan
employers are not remitting workers’ contributiomgnying workers Ksh400 million
($4.7 million) every month or Ksh4.8 billion ($561illion) annually in retirement
savings. Kenyans, on average, are living longer thiedranks of the elderly poor are

rising faster than ever before.

2.5 Summary of Literature Review

In addressing the research variables, the studemgdoyed various theories in support
of the objectives of the study. The modern portfahieory allows investors to make an
estimate of the expected risks and returns forr thpartfolio through efficient
diversification of portfolios by combining assets teduce the portfolio risk and to
improve the rate of return. The study has alsozetil the relative market power (RMP)
theory where the market share and performance eaexplained as market power

advantages. In addressing the book asset varidilglestudy has used the static trade off
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theory to explain that at the point of optimal lvee between the cost and the benefit of

debt finance, a firm should stop increasing the/defity ratio.

In addressing the market share variable, Herged04p used return on assets and
regressed against market share on nearly 5,400dsssis and 76 industries and found a
weak and somewhat nonlinear relationship betweetkehahare and profitability. This

study no matter how relevant its findings are ®¢hrrent study, it was conducted almost

a decade ago and a more recent perspective iseies

On the number of employees, Guest, Michie, Conwaly$heehan (2003), in their study
on human resource management and corporate perfoema the UK found that there
exists a direct positive relationship between thember of employees and firm
performance. This study has greatly enriched thieentistudy in guiding the researcher
on what to expect. However, the study was done de\eloped economy and a similar

perspective from a developing nation is of paranh@auportance.

Hirtle and Metli (2004) in a study on banking orgaions with mid-sized branch
networks found that there is no systematic relatigm between branch network size and
overall firm performance. However, their study wasused on banking institutions

while the current study is concentrating on pensicdmemes.

According to Altman (1968), in a study of 66 corgkons, it was found that a relatively
young firm, will probably show a low retained eangs to total assets ratio because it has
not had time to build up its cumulative profits.réiags before interest and tax to total

assets ratio is calculated by dividing the totaets of a firm into its earnings before
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interest and tax reductions. In essence, it is asore of the true productivity of the

firm’s assets, abstracting from any tax or leveriag#ors.

From the literature, most of the studies availadmhefinancial performance of pension
schemes are from the developed countries. Difiesilbccur in generalizing from the
previous research. First, most previous researshfdrused on large firms exclusively.
Second, strategic group studies, while viewing @allrspectrum of firm sizes, have
focused on strategic variables such as growthamategross assets, rather than firm size
as a determinant of performance. Third, a morenteperspective on the prevailing
phenomenon in Kenya is of essence since it caneerglized to other developing
nations. Different studies have used different méthogies to carry out their research,

and therefore this calls for research to be domeweloping economies like Kenya.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction
This chapter presents the methodology that was tgsedrry out this study. The chapter

presents the research design, data collection methd instruments and data analysis.

3.2 Research Design

The research was conducted through a descriptsgareh design. This type of research
describes what exists and may help to uncover @ets fand meaning. The purpose of
descriptive research is to observe, describe amtindent aspects of a situation as it

naturally occurs (Polit & Hungler, 1999).

Descriptive research studies are a form of qualgatesearch, and can help discover new
meaning and to provide new knowledge when theneery little known about a topic
(Dempsey & Dempsey, 2000). The purpose of a dasaipesearch project is to provide
a picture of situations as they naturally happear(B & Grove, 1993). Although no
description is free of interpretation, basic ordamental qualitative description entails a
kind of interpretation that is low-inference, ar tdescription in qualitative descriptive
studies entails the presentation of the facts of tlase in everyday language
(Sandelowski, 2000). One of the unique componehtsualitative research is the small
number of participants in the study. However, while number of participants may be

fewer than is found in quantitative studies, thptdeof questioning and the richness of
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the data that qualitative research uncovers cagpatpare to quantitative research

(Sandelowski, 2000).

3.3 Target Population

According to Mugenda and Mugenda (1999), a popiais defined as a set of people,
services, elements and events, group of thingosdholds that are being investigated.
The target population for this study was 30 occgpal pension schemes in Kenya (see
Appendix 1). This study undertook a census on #rget population in order to
determine the effect of firm size on financial penhance of pension schemes in Kenya.

3.4 Data Collection

The research was carried out using secondary @htadata was collected from annual
reports and financial statements. These includgokcs from the published annual
reports, book value, and equity of institutionsb surveyed. The annual reports of the

firms were obtained from 2009 to 2013 which wasdtuely period.

3.5 Data Analysis

The data collected was analyzed by use of MicrdSrétel 2010 and Statistical Package
for Social Sciences (SPSS) Version 20. Microsoftdbassisted in grouping the data to
facilitate comparison. The data was converted paicentages so as to lie between 0 and
1. Regression analysis was used to determine lwgoreship between the study variables
and performance of pension schemes to find out velhethe independent variables
predicted a given movement in the dependent vaidiile analysis was at 0.05 level of

significance.
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3.5.1 Analytical Model

A multivariate regression model was applied to aheiee the relative importance of each
of the four variables with respect to the role winfsize on performance of pension
schemes in Kenya. The general form of the model is:
NORt =0+ nZpi.n Xit+& ..ooooveii e e EQ (D)

NORit: Net Operating Profitability of firm at timet; i =1,2,...... n firms

BO:  The intercept of equation

Bi: :  Coefficients of InX variables

InXit: The natural logarithms of the different indegent variables for size of

firm i at timet
t: Time=1, 2,...... ,5 years.

g The error term

Specifically, when we convert the above generadtisguares model into our Multiple

Regression it becomes:

In(NOPRit)=40+A1.In(MSit)+p2.In(NoEt)+B3.In(BAit)+4.In(NoBit)+#5.In(REt)+¢. .. ....
Eq (ii)

NOP: Net Operating Profitability

MS: Market Share

NoE: Number of Employees’

BA: Book Assets

NoB: Number of Branches

RE: Retained Earnings

g The error term.
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This study used a model from Graham and Harveyl(p0tat did a similar study.

3.5.2 Test of Significance

3.5.2.1 T-test

Comparative statistics test for differences betwgerups by making use of analysis of
variance. Basic difference questions involve omependent and one dependent variable
and use t-tests of one-way analysis of variance@XN). The t-test is appropriate when
one has an independent variable and wishes tdhestifference between the means of
the various independent variables. In this studnsmpn size t-test will be used to
compare the mean scores for the dependent varibbtegen two categories within four

different dependent variables.

3.5.2.2 F-Test

ANOVA is used to uncover the main and interactiffeas of categorical independent
variables on an interval dependent variable andsed when there is a single interval
dependent and one independent variable with thremope categories. The key statistic
in ANOVA is the F-test of difference of group meatesting if the means of the groups
formed by values of the independent variable afferént enough not to have occurred
by chance. If the group means do not differ sigaifilly, then one can infer that the
independent variable(s) did not have an effect lvm dependent variable. ANOVA
assumes that the dependent variable is an apprteintarval scale, normally distributed
in the population, and the variances of the groams equal. In this study, one-way
ANOVA was used to determine the relationship betwdiem size and financial

performance of pension schemes.
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

This section presents analysis and findings of shely as set out in the research
methodology. The study’s findings are presentedet@rmine the effects of firm size on

financial performance of pension schemes in Kenya.

4.2 Descriptive Statistics from Secondary Data

The research was carried out using secondary @iatadata was collected from annual
reports and financial statements. These includgecis from the published annual
reports, and equity of institutions to be survey€de annual reports of the firms were
obtained from 2009 to 2013, which is the studyqukriTo achieve the objectives of the
study, various data analysis techniques were USestly, financial efficiency scores of
the pension funds were obtained. Secondly, theuiments used to measure the latent
variables were assessed for reliability and validiThirdly, data analysis technique was
used to test the hypothesized relationships ambegvariables in the final sample, by

way of analyses of variance (ANOVA).

SPSS software program was used to conduct thesamalVhis analysis entails the use of
statistical principles to calculate efficiency se®rthat range from 0% to 100%. This
calculation was done for each year starting f2909 to 2013. The asymptotic properties
of the DEA (Data Envelopment Analysis) efficiencgtimator were used by Banker

(1993) to construct statistical tests enabling emgarison of two or more groups, to
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assess whether one group is more efficient thanather. The average of the five years
was then calculated for each pension fund, which wegarded as each pension fund’s
score.

Table 4.1 summarizes the efficiency scores for3deccupational pension schemes in
Kenya. The table depicts the minimum efficiencyrscaf 60% and the maximum 100%.

The pension funds whose scores were 100% were ¢t ferformers, and whose

practices should be copied by those with lowercefficies.

Table 4. 1: Efficiency scores

SCORES % Average Number of %
Schemes

60 — 69 64.5 5 16.67
70-79 74.5 6 20
80 — 89 80.5 8 28.17
90 — 99 90.5 9 30

100 100 2 6.67

Total 30 100

Source: Research Findings
Figure 4.1 shows that the minimum efficiency scaas 60% and the maximum was

100% with a mean score of 82% and a standard daviaf 13.8%.
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Figure 4. 1: Efficiency scores
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Source: Research Findings

4.3 Study Variables

This section deals with the effects of the varigagables on the financial performance

of pension schemes in Kenya.

4.3.1 Market share

Market share can be indirectly measured throughattegage rate of return. Methods for
calculating the average investment returns (IRR)pemfsion funds vary greatly from
country to country, hindering international compmlrey of these statistics. With a view

to increasing data comparability across counttles OECD has decided that it would be
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worth applying the same calculation method for I&fRoss countries, which would be
calculated by the OECD, using variables alreadlecied as part of the Global Pension
Statistics’ framework. In order to reach a conserman the most appropriate formula for
the IRR calculation, an electronic discussion grdias been created, composed of
selected country experts. Drawing on preliminarpstdtations, the OECD Secretariat
proposed five formulas to the electronic discusgjmup for comments. A consensus has
been reached within the group and subsequentlyorsaed by the OECD Task Force on

Pension Statistics on the following formula for theerage IRR, in each year N:

Calculated Average IRR = (Net Investment Incomg) 1 oc

1/2(Total Investmeng);+ (Total Investmeny)

Net investment income comprises income from investsy value re-adjustments on
investments and income from realized and unrealizgatal gains and losses. It includes
rents receivable, interest income, dividends aradized and unrealized capital gains,

before tax and after investment expenses.

From the findings, as shown in Appendix Il, theegof return are seen to be increasing
as the years progress, implying that the insuréinoes continues to do more investment

hence more returns.

4.3.2 Book Assets

The study sought to find out the relationship bemvéhe book assets and the financial
performance of pension schemes in Kenya. The \altlee book assets was reported in
the financial records of the pension funds. Theieslwere taken per individual pension
funds and summed up to make an observation foagkets in a particular year as shown

below. According to Asebedo and Grable (2004)estment diversification leads to
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average performance but minimises losses duringogserof poor stock market
performance. Through proper investment strategl,is avoided and timing is enhanced

(Hebb 2006).

Table 4. 2: Book Assets of Pension Schemes in Kenya

Year Book asset
2009 298,433,371,026
2010 410,286,257,106
2011 326,780,344,077
2012 321,750,123,973
2013 327,790,385,094

Source: Research Findings

4.3.3 Number of Branches

From the findings, 19.9% below 10, 26.2% of thagien had between 10-14 branches,
22.7% between 15-19, 16% between 20-29, and 11&®elken 30-39 while 3.9% had

above 40 branches.

Table 4. 3. Number of Branches

Percentage No of branches
19.9 Between 1-9
26.2 Between 10-14
22.7 Between 15 - 19
16.0 Between 20-29
11.3 Between 30-39
3.9 Above 40

Source: Research Findings
Hirtle and Metli (2004) observed that after cortng a variety of institution-specific and

market-specific factors, banking organizations witid-sized branch networks — those
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containing 101 to 500 branches — had lower depgmtsbranch and roughly equal

volumes per branch relative to banks with larganbh networks

4.3.4 Retained Earnings

The study sought to establish the effect of rethm&nings on the financial performance
of pension schemes in Kenya. Single linear multiglgressions was used to show the

relationship between retained earnings on the @i@hperformance of pension schemes.

The linear regression analysis models the reldtipnsbetween the dependent
variable which is performance of pension schemesimtiependent variable which is
retained earnings. The coefficient of determinatiiRf) and correlation coefficient
(R) shows the degree of association between retaaenings and performance of
pension schemes in Kenya From the linear regressimmodel it is shown that
R?=0.927 and R= 0.858. This is an indication thatrehis a strong linear relationship

between retained earnings and performance of pessitemes in Kenya.

Table 4. 4:Model Summary

Model R R Square  Adjusted R Square  Std. Error of the
Estimate
1 927 .858 .858 .84843

a. Predictors: (Constant), retained earnings

Source: Research Findings

ANOVA test was also done and showed that that methiearnings has
significant effect on performance of pension schemeKenya since the P value
is actual .000 which is less than 5% level of digance. This is depicted by

linear regression model Y-0BB1X1+E where X is the retained earnings. The P
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value was .000 implying that the model

Y=Bo0+B1X1+E was significant.

Table 4. 5: ANOVA

Model Sum of df Mean F Sig.
Squares Square
1 Regression 707.486 1 707.486 982.856 .000°
Residual 116.612 162 .720
Total 824.098 163

a. Dependent Variable: performance
b. Predictors: (Constant), retained earnings

Source: Research Findings

Table 4.7 indicates there was positive gradientctvireveals that an increase
in retained earnings lead to increased performascghow linearly by the linear
model Y=.026+.375X

Where X is the retained earnings

Table 4. 6 :Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1 (Constant) .026 271 - .924
.095
retained 375 .012 927 31.3 .000
earnings 51

a. Dependent Variable: performance

Source: Research Findings

4.3.5 Number of Employees

This figure presents the relationship betweka overall number of employees and
net abnormal plan returns, with number rangimgm the 0 to 25. The graph shows

as the number of employees increases, performdrpmnsion schemes also increases.
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Figure 4. 2: Effect of the Number of Employees

25

20

15

= Seriesl

Series2

Returns

Number of Employees

Source: Research Findings

4.4 Multiple Regression Analysis

This section presents a discussion of the resdliaferential statistics. The researcher
conducted a multiple regression analysis so aseterimhine the relative importance of
each of the variables with respect to determine dffects of firm size on financial

performance of pension schemes in Kenya. The reseiaused the statistical package

SPSS and Microsoft Excel, to enter and computentieasurements of the multiple

regressions for the study.

Findings are presented in the following tables:
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Table 4. 7: Model Summary

Model R R Square Adjusted R Std. Error of the
Square Estimate
1 974 0.948 0.947 0.51866

Source: Research Findings

a. Predictors: (Constant), Market Share, Numbédtroployees, Book Assets, Number of

Branches, Retained Earnings

b. Dependent Variable: Performance of pension sesem

Coefficient of determination explains the extentwibich changes in the dependent
variable can be explained by the change in thepedgent variables or the percentage of
variation in the dependent variable, performancpenfsion schemes, that is explained by
all the five independent variables (Market Sharamier of Employees, Book Assets,

Number of Branches, and Retained Earnings.)

The five independent variables that were studiegd|agn 94.8% of variance in pension
fund performance as represented by tReTRis therefore means that other factors not
studied in this research contribute 5.2% of vamaimcthe dependent variable. Therefore,
further research should be conducted to deternfiaeetffects of firm size on financial

performance of pension schemes in Kenya
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Table 4. 8: ANOVA (Analysis of Variance)

Model Sum of df Mean F Sig.
Squares Square
1 Regression 781.326 4 195.331 45.69 .000’
Residual 42.772 26 0.269
Total 824.098 29

Source: Research Findings
a. Predictors: (Constant), Market Share, Numbédtroployees, Book Assets, Number of

Branches, Retained Earnings

b. Dependent Variable: Performance of pension sesem

The F critical at 5% level of significance was 5.3ince F calculated is greater than the
F critical (value =45.69), this shows that the @lletmodel was significant. The
significance is less than 0.05, thus indicatingt i@ predictor variables, explain the
variation in the dependent variable which is perfance of pension schemes. If the
significance value of F was larger than 0.05, tttem independent variables would not

explain the variation in the dependent variable.
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Table 4.9: Regression Analysis for the year (2009)

Coefficientd
Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1 (Constant) 0.448 0.171 2.62 0.01
Retained Earnings 0.089 0.02 0.219 4.549 0
Number of 0.026 0.012 0.094 2.109 0.037
Employees
Book Assets 0.178 0.019 0.461 9.249
Market Share 0.08 0.018 0.239 4.382
Number of 0.072 0.013 0.023 3.45
Branches

Source: Research Findings

a. Predictors: (Constant), Market Share, Numbédfroployees, Book Assets, Number of

Branches, Retained Earnings

b. Dependent Variable: Performance of pension sesem

From the regression findings, the substitutiorheféquation (NOIP= £0 + nZfi.In Xit +

£)

NORit: Net Operating Profitability of firmn at timet; i =1,2,

BO:  The intercept of equation

Bi::  Coefficients of InX variables

n firms

InXit: The natural logarithms of the different indegent variables for size of

firm i at timet
t: Time=1,2,...... ,5 years.

g The error term
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becomes:

Y=.448+ .089 InX+ .026 InX+ .178 InX+.080 InX+.072 InXs

Where Y is the dependent variable (Performanceenfsipn schemes) Xis Retained
Earnings variable, Xis Number of Employees, 34s Book Assets, X is the Market

Share and Xis the Number of Branches.

According to the equation, taking all factors (MetrShare, Number of Employees, Book
Assets, Number of Branches and Retained Earnimys3tant at zero, Performance of
pension schemes will be 0.448. The data finding® &how that a unit increase in
Retained Earnings will lead to a 0.089 increasepénformance; a unit increase in
Number of Employees will lead to 0.026 increasperformance; a unit increase in Book
Assets will lead to a 0.178 increase in performaacenit increase in Market Share will
lead to a 0.080 increase in performance and aingréase in Number of Branches will

lead to a 0.072 increase in Performance of perssibames.

From the results, Book Assets as a component dbfesnce of pension schemes
contributes most to the Performance of pensionmselewhich has the greatest t value
of 9.249, while Number of Employees contributesldast which has the smallest t value

of 2.109.

The above findings are backed up by those of Mcé&ilal. (2005) who argues that
pension funds have investments in common stocksrmediate and long- term debt
instruments; money market instruments; real estessed property; options and futures;
and foreign securities, with maturities varyingnfreshort term, midterm to long term

which in turn affect their performance.
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Table 4. 10: Regression Analysis (2010)

Coefficient$
Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
1 (Constant) 1.953 231 8.44 .000
0
Retained Earnings 1.062 .029 198 2.16 .032
9
Number of Employees 1.049 .052 .080 .948 .345
Book Assets 1.006 .051 .011 .115 .909
Market Share 1.028 .042 .055 .674 .502
Number of Branches 1.007 .045 .001 543

a. Dependent Variable: Performance of pension seeem

Source: Research Findings

According to the equation (N@P= S0 + nXfi.In Xit + ¢€), taking all factors (Market
Share, Number of Employees, Book Assets, Numb&rafches and Retained Earnings)
constant at zero, Performance of pension schemebeavi.953. The data findings also
show that a unit increase in Retained Earnings Veild to a 1.062 increase in
Performance of pension schemes; a unit increadumber of Employees will lead to
1.049 increase in Performance of pension schermasijt increase in Book Assets will
lead to a 1.006 increase Performance of pensicense$, a unit increase in Market Share
will lead to a 1.028 increase in Performance ofspmnschemes; and a unit increase in

number of branches leads to 1.007 increase in Peaftce of pension schemes.

From the results, Retained Earnings as a compaigrgrformance of pension schemes
contributes most to the performance of pensionreelsewhich has the greatest t value of

2.169, while Book Assets contributes the least twinas the smallest t value of 0.115.
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The study collaborates with the findings of Fenieg al (2008) on their study on the

relationship between quality management practices the performance of small and

medium size enterprises who argues that retainednga as a measure of performance

in pension schemes has a positive relationship télperformance.

Table 4. 11: Regression Analysis (2011)

Coefficient$
Model Unstandardized
Coefficients

B Std. Error

1 (Constant) 1.427 455
Retained Earnings .260 .080
Number of Employees 413 .087

Book Assets .033 .097
Market Share .006 .079
Number of branches 0.003 .063

a. Dependent Variable: Performance of pension seeem

Standardized t

Coefficients
Beta
3.13
4
.388 2.99
6
252 5.18
5
.029 .338
.006 .077
.005 .005

Sig.

.002

.000

.003

.004

.001
.000

Source: Research Findings

According to the equation (N@P= S0 +nXpi.InXit + €), taking all factors (Market Share,

Number of Employees, Book Assets, Number of Brasched Retained Earnings)

constant at zero, Performance of pension schemebevl.427. The data findings also

show that a unit increase in Retained Earnings$sskariable will lead to a 0.260 increase

in performance of pension schemes; a unit increadimber of Employees will lead to

0.413 increase in Performance of pension schem@&saaunit increase in Book Assets

will lead to a 0.033 increase Performance of pensmhemes, a unit increase in Market

Share will lead to a 0.006 increase in Performamic@ension schemes while a unit
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increase in number of branches will lead to 0.00&eaase Performance of pension

schemes.

From the results, Number of Employees as a compookerformance of pension
schemes contributes most to the Performance oigresshemes, which has the greatest
t value of 5.185, while Number of Branches contiésuthe least which has the smallest t

value of 0.115.

Guest et al. (2003), in their study on human resmumanagement and corporate
performance in the UK agreed that the number df istaolved in the daily running of an

organization in a high performance system includigsrous recruitment and selection
procedures, incentive compensation systems, tgairand development activities,
employee participation, flexible work arrangemeatsl job security that organizations
can achieve 'high performance' through the use rattiges which can leverage

employee's abilities and commitment.
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Table 4. 12: Regression Analysis ( 2012)

Coefficient§
Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta

1 (Constant) 3.551 .354 10.0 .000

39
Retained Earnings .004 .090 .005 .042 .001
Number of Employees .001 .093 .000 .002 .000
Book Assets .057 .088 072  .647 .002
Market Share .094 077 104 1.22 .003

1
Number of branches 0.072 0.062 1.32 1.03 .009

3

a. Dependent Variable: Performance of pension seeem

Source: Research Findings

From the equation (NOP= g0 +nXpi.InXit + ¢), taking all factors (Market Share,

Number of Employees, Book Assets, Number of Brasched Retained Earnings)

constant at zero, Performance of pension schemebevB.551 .The data findings also
show that a unit increase in Retained Earnings Veild to a 0.004 increase in
performance of pension schemes; a unit increaddumber of Employees will lead to

0.001 increase in Performance of pension schemgsaamit increase in Book Assets
will lead to a 0.057 increase Performance of pensmhemes, a unit increase in Market
Share will lead to a 0.094 increase in Performamic@ension schemes while a unit
increase in number of branches will lead to 0.0#2ease in Performance of pension

schemes.

From the results, Market Share as a component dbrmpgance of pension schemes

contributes most to the Performance of pensionmeBewhich has the greatest t value of
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1.221, while Number of Employees contributes tlastievhich has the smallest t value of

0.002. The findings conquer with those of Herg2@04) who used return on assets and

regressed against market share on nearly 5,400ndss®is and 76 industries. In

examining individual firms he found a weak and swim& nonlinear relationship

between market share and profitability. He conalutteat the higher the market share,

the more profitable the company, however, he atsoceded that those relationships

occurs up to a point after which the relationstepse to exist.

Table 4. 13: Regression Analysis (Year 2013)

Model

a. Dependent Variable: Performance of pension seeem

(Constant)

Retained Earnings

Number of Employees

Book Assets

Market Share
Number of branches

Coefficient$
Unstandardized
Coefficients
B Std. Error
2.376 .366
.089 .090
.186 104
172 .109
.033 .099
0.001 0.005

Standardized

Coefficients

Beta

.103

194

.165

.031
.002

t

6.50

.984
1.78

1.57

.329
231

Sig.

.000

.004
.000

.002

.003
.000

Source: Research Findings

From the equation (NOP= 0 +nXpi.InXit + ¢), taking all factors (Market Share,

Number of Employees, Book Assets, Number of Brasched Retained Earnings)

constant at zero, performance of pension scheméedavP.376 . The data findings also

show that a unit increase in Retained Earnings Veild to a 0.089 increase in
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performance of pension schemes; a unit increaddumber of Employees will lead to

0.186 increase in performance of pension schemésaamit increase in Book Assets
will lead to a 0.172 increase performance of pensichemes, a unit increase in Market
Share will lead to a 0.033 increase in performaoic@ension schemes while a unit
increase in number of employees will lead to 0.0@tease in performance of pension

schemes .

From the results, the number of employees as a aoemh of performance of pension
schemes contributes most, and has the greatesiu¢ wd 1.784, while Number of

Branches contributes the least with the smalleatue of 0.231.

4.5 Interpretation of the Findings

The study findings, per Table 4.7, indicates thfaall the five independent variables
studies (Market Share, Number of Employees, Bookefss Number of Branches, and
Retained Earnings) 94.8% of variance in pensiord fparformance was explained as
represented by the’RThis therefore means that other factors not stlidi this research
contribute 5.2% of variance in the dependent véidburther, the F critical at 5% level
of significance was 5.21. Since F calculated isagmethan the F critical (value =45.69),
this showed that the overall model was significantd that the predictor variables,
explain the variation in the dependent variablealwhs performance of pension schemes.
If the significance value of F was larger than Q.@®&n the independent variables would

not explain the variation in the dependent variable

From the results derived in Table 4.9 for 2009, IBo®ssets as a component of

performance of pension schemes contributes mosthéo Performance of pension
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schemes, which has the greatest t value of 9.248le wWumber of Employees
contributes the least which has the smallest tevalu2.109. McGill et al. (2005) backs
up these findings as they argue that pension finade diversified investments which

affect their performance.

From the results derived from Table 4.10 for thary2010, Retained Earnings as a
component of performance of pension schemes caotggbmost to the performance of
pension schemes, which has the greatest t val@el69, while Book Assets contributes
the least which has the smallest t value of 0.Ih%s study collaborates with the findings
of Fening et. al (2008) on their study on the refethip between quality management
practices and the performance of small and medim® enterprises who argues that
retained earnings as a measure of performance msigre schemes has a positive

relationship with the performance.

From the results derived in Table 4.11 for the y&ik1, the Number of Employees as a
component contributes most to the performance o$ipa schemes in Kenya, which has
the greatest t value of 5.185, while Number of Bhas contributes the least which has
the smallest t value of 0.115. Guest et al. (20@3)their study on human resource
management and corporate performance in the UKedgtkat the number of staff
involved in the daily running of an organizationdatheir motivation can leverage

employee's abilities and commitment, hence incnggtbieir performance.

From the results for the year 2012, per Table 4Market Share as a component of
performance of pension schemes contributes mosthéo Performance of pension

schemes, which has the greatest t value of 1.2Bile Wumber of Employees contributes
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the least which has the smallest t value of 0.00% findings conquer with those of
Hergert (2004) who used return on assets and geagainst market share and
concluded that the higher the market share, theeposfitable the company. From the
year 2013 results, per Table 4.13, the number opleyges as a component of
performance of pension schemes contributes modthas the greatest t value of 1.784,

while Number of Branches contributes the least withsmallest t value of 0.231.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This section mainly covers the summary of findingmclusion, limitations of the study
and recommendations in line with the topic of sttt is to determine the effects of

firm size on financial performance of pension schsim Kenya.

5.2 Summary

This section gives a summary of the effects ofdmgous variables on the performance
of pension schemes in Kenya. From the findings apthe lowest rate of return in 2009
and 2010 was 5% and a high rate of 18% was achiev2@l3. From the findings the
rates are seen to be increasing as the years psagnplying that the insurance firms

continues to do more investment hence more returns.

The study sought to find out the relationship bemvéhe book assets and the financial
performance of pension schemes in Kenya. The \altlee book assets was reported in
the financial records of the pension funds. Theieslwere taken per individual pension
funds and summed up to make an observation foagkets in a particular year as shown
below. According to Asebedo and Grable (2004)estment diversification leads to

average performance but minimizes losses duringogerof poor stock market

performance. Through proper investment strategl,is avoided and timing is enhanced

(Hebb 2006).

From the findings, 19.9% below 10, 26.2% of thagien had between 10-14 branches,

22.7% between 15-19, 16% between 20-29, and 11&%elken 30-39 while 3.9% had
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above 40 branches. Hirtle and Metli (2004) obsened after controlling a variety of
institution-specific and market-specific factorsanking organizations with mid-sized
branch networks — those containing 101 to 500 lresme- had lower deposits per branch

and roughly equal volumes per branch relative ttkbavith larger branch networks.

From the findings of the study, it showed a positiglationship between performance of
pension schemes and retained earnings. The ceeffiof determination (R Square) and
correlation coefficient (R) showed the degree afoagtion between retained earnings
and performance of pension schemes in Kenya. Fhalinear regression model it is
shown that R Square=0.927 and R=0.858, an indicatiat there is a strong linear

relationship between retained earnings and perfocma

The summary statistics from figure 4.2 provide aadions of such a relationship. From
the findings, as the number of employees increapesformance also increases
proportionately. The study also found out those Ilendunds are more efficient
compared with the larger funds. The reasons for fihding lie in the fact that large
pension funds experience diseconomies of scalel{Dasty, Engstrom and Soderlind
2000). These diseconomies result from excessiveinggination costs incurred in
communicating to the members, fund administratioeh @gulatory levies (Gallagher and
Martin 2005). According to Odundo (2008) and Nyadiu¢2009), one of the issues that
contribute to the inefficiency of the National SalciSecurity Fund in Kenya is the

estimated membership of 800,000 members who aperdisd across the country

A negative relationship between financial perforcearand fund size is reported in

Cicotello and Grant (1996). On the other hand, sitime relationship between the same
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variables is reported in Gallagher and Martin (9006is reported that larger pension
funds brought about by the size of the pensiona@neve numerous benefits brought
about by economies of scale in administration (@ged007). The study therefore
induces that fund size exerts a positive influeasethe financial efficiency of pension

funds.

5.3 Conclusion

The study concludes that that there has been mignifmarket volatility as evident from
the NSE index, Treasury bill rate movement andhaifs indices. This has resulted
mainly from aftershocks of the global financialstsiand deepening political uncertainty
as the country transitions from a coalition goveeninto a devolved government. The
market volatility has impacted on pension schenréopeance very strongly, with good
periods showing significant positive growth and hmetiods of negative performance.
These swings are exacerbated by a significant ivegabrrelation between the NSE
prices and interest rates on government secuntigsh together constitute 70% of

pension scheme assets.

The study further concludes that Pension funds mitihe members are expected to have
a higher value in contributions and assets compargdsmaller ones (Chan et 2004).
The funds therefore receive sizable contributionat tmay result in inefficiency in
investments (Dahlquist et al. 2000). Thus the laggnsion funds have large sums of
money at their disposal that they tend to invedess profitable ventures as opposed to
smaller pension funds with smaller financial resesrthat force them to allocate the

money judiciously to the most profitable opportiest
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Finally the study concludes that smaller pensiardéuare more financially efficient than
larger ones since the bigger have large sums ofegnomhich they may end up
inefficiently investing. Smaller pension funds hasmmaller financial resources which
they have to invest more judiciously. Furthermdeeger pension funds with huge

investments in the stock market are exposed to n&keompared with smaller funds.

5.4 Recommendations for Policy

The study recommends that RBA should ensure akmeels, particularly those with

segregated investments, have up to date investpatictes and that the strategic asset
allocation is included within the investment pwglidhis ensures that funds are invested
wisely and profitably as per the laid policies. ther the study recommends compulsory
savings for all in employment. Though compulsohg faccounts should be treated as
individual accounts, where the individual makesdkeision on where he would want to

save in. To include individuals in the informal ®ecthere is a need to introduce flexible
schemes that would allow members to make perioayengnts other than the continued

monthly payments in formal employment.

Finally the study recommends undertaking of a ca&hensive reform of the type
required to achieve the proposed objectives, thatiires a co-ordinated strategy and a
significant amount of ground work in terms of ealan of policy and implementation
choices extending to enactment of enabling leg@iatbuilding of institutional capacity
and sensitization of approved reform programmewilltalso be critical to prioritize the

reform objectives in implementing the reforms.
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5.5 Limitations of the Study

A major limitation in the study was to conclusivatain financial statement from all of
the market players in the occupational pension®s€ethis is stemmed from the fact that
there is corporate privacy, and as such revealirgannual reports was a challenge and
access to annual financial reports was restrictedlitectors only. Even though the
information was for academic purposes only, in semigies it was felt that it may land

in competitors’ hands. An assurance against thdsttidoe given by the researcher.

The study is based on financial and corporate thatis historical. The findings of the
study may therefore not be fully applicable at tinge of the study due to the dynamic

operating environment in the Kenyan market in dppialitical and economic areas.

Lastly the study is limited to the extent thatfdasus is on a specific country and industry,
Kenya and pension schemes respectively. The pemsilustry is relatively new in the
country. There was not really any benchmark fronthiwi the country in terms of

previous study of similar nature.

5.6 Recommendation for Further Studies

The study was done to determine the effects of Bime on financial performance of
pension schemes in Kenya. Further studies shoutthbveed out on challenges affecting
implementation of pension schemes reforms, corpogavvernance and development of

the enabling legislation.

The study recommends that further research onirtimesize be done on other industries

so as to augment the findings of this study. Thidbeécause different industries have

52



unique characteristics and critical success factaffecting sustainable financial

performance.

This study may need to be replicated after duratibfive years or more to establish
whether the situation has changed or will stillthe same. The nature of this research in
terms of measurability requires a relatively longeeriod of time to conclusively
determine the effects of firm size on financialfpenance of pension schemes in Kenya
due to the ever changing environmental, economicpatitical factors. Further research
can also be carried out to include other sectoteenreconomy not included in this study
so as to determine any significance differencesheneffect of firm size on financial

performance.
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APPENDICES
Appendix |: Occupational Pension Scheme in Kenya ast 31 December 2013

Defined Benefits Schemes

Alexander Forbes Financial Services
Aon Kenya Insurance Brokers
Apollo Life Assurance
British-American Insurance Company
CFC Life Assurance

Chancery Wright Insurance Brokers
Eagle Africa Insurance Brokers
Kenindia Assurance Company

. Kingsland Court Benefits Services
10 LAPTRUST Administration Services
11.Liaison Financial Services
12.Liberty Pension Services
13.Madison Insurance Company Kenya
14.Mercantile Insurance Company
15.Octagon Pension Services

16. Pacific Insurance Brokers

17.Pan Africa Life Assurance
18.Roberts Insurance Brokers

19. Sapon Insurance Brokers

20. Sedgwick Kenya Insurance Brokers

©oNoOr~®ODNE

Defined Contributions Schemes

21.National Social Security Fund

22.Pyrethrum Board of Kenya Staff Retirement Bene&Sitheme
23.Credit Traders Staff Retirement Benefits Scheme
24.1CEA Trustee Services

25.Kenya Reinsurance Corporation Staff Pension Scheme

26.Kenya Ports Authority Pension Scheme

27.Kenya Tea Development Authority Staff Provident &un

28.The Kenya National Library Service Board Staff Retient Benefits Scheme
29.University of Nairobi Pension Scheme

30. Moi University Pension Scheme

(Source: Retirement Benefit Authority, 2014)
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Appendix IlI: Internal Rates of Return 2009 — 2013

Company 2009 2010 | 2011 2012 2013

(%) ) | %) %) | %)
Apollo Insurance 9 10 11 11 12.50
British American 6 9 15 10.25 18.00
CFC Life 5 6 10 8.50 11.00
Corporate Insurance 8 8 8 5.0 10.00
ICEA 8 8 10 8.75 15.00
Jubilee 8 8.15 11.5 7.62 9.00
Kenindia 8 11 12.75 10.50 12.75
Kenya Alliance 9.5 7 12 10.00 11.00
Madison 6 8.25 10 10.00 10.00
The Monarch 9 10 11 11 12.50
UAP 6 9 15 10.25 18.00
Pan Africa Life 5 6 10 8.50 11.00
Insurance
Mercantile Insurance 8 8 8 5.0 10.00
Alexander Forbes 8 8.15 11.5 7.62 9.00
Financial Services
Aon Kenya Insurance 8 11 12.75 10.50 12.75
Brokers
National Social 9.5 7 12 10.00 11.00
Security Fund
Credit Traders Staff
Retirement  Benefits 6 8.25 10 10.00 10.00
Scheme
Kenya Reinsurancg
Corporation Staff 5 12 10 7.00 10.00
Pension Scheme
Kenya Ports Authority 12 5 10 9.00 10.00

Pension Scheme
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KTDA Staff Provident

7 10 12.25 12.50 16.0
Fund
The Kenya Nationa|
Library Service Board
Staff Retiremen 8 8 7 11.00 12.50
Benefits Scheme
University of Nairobi
Pension Scheme 7.51 8.33 10.7 9.32 16.0
Moi University 5 12 10 700 10.00
Pension Scheme ' '
Sedgwick Kenya 12 5 10 9.00 10.00
Insurance Brokers
Sapon Insurance 7 10 12.25 12.50 12.13
Brokers
Liberty Pension 8 8 7 11.00 12.50
Services
Octagon Pension 7.51 8.33 10.7 9.32 12.13
Services
Roberts Insurance 8 8 10 8.75 15.00
Brokers
Average 7.66 8.45 10.73 7.63 7.35

Source: Research Findings
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