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ABSTRACT

Much of the previous research into the effect ofeasallocation on the financial
performance of pension funds has concentrated giynem developed countries with
few studies being carried out in emerging markdts. much local study has focused on
establishing this critical relationship. This stutherefore sought to fill the existing
research gap by carrying out a survey study oneffect of asset allocation on the
financial performance of pension funds in Kenyae Timin objective of pension funds is
the provision of retirement and other benefits e employees and their respective
dependants as provided in the Trust Deed and Riildge pension fund. The impact of
portfolio asset allocation on the financial perfame of pension funds in Kenya is
critical in determining whether asset allocationsatected by Fund managers who are
mandated by Trustees of Pension funds to carrytloaitinvestment function has an
impact of either reducing or increasing the ovefi@ancial performance of the Fund
assetsThe study adopted a descriptive survey and utileedmple of 40 schemes drawn
from a population of 1232 schemes in Kenya.Theirigsl of the study showed that asset
allocation explained 58% of the variability of fupdrformance and that 42% was due to
other factors such as the manager’'s selectionngnaf investments and securities
selection within as asset class and the managestyatadopted by the fund managers of
the fund.Further the study established that of all the astetses permitted by the
Retirement Benefits Authority (RBA), investments @overnment securities, property,
cash deposits and quoted shares was relatively irp@rtant in determining the overall
performance of the pension funds.



CHAPTER ONE

INTRODUCTION
1.1 Background of the Study
The main objective of pension funds is the provisad retirement and other benefits to
the employees and their respective dependanteasipd in the Trust Deed and Rules of
the pension fund. The impact of portfolio allocation the financial performance of
pension funds in Kenya is critical in determiningether asset allocation as selected by
Fund managers who are mandated by Trustees of dPemishds to carry out the
investment function has an impact of either redgi@n increasing the overall financial

performance of the Fund assets.

Asset allocation strategies adopted by TrusteekKenya should comply with the
guidelines provided by the Retirement Benefits Autly (RBA) and contained in the
Retirement Benefits Act. With the movement of pensschemes structure from Defined
Benefits (DB) Schemes to Defined Contribution (CB€hemes there is increased need to
measure performance of assets held by Pension Fdims growing importance of
Pension Funds has boosted the need for methodallyg®ound principles of Asset

allocation (Swietanowski, 1999).

Quantitative restrictions on the share of partictypes of assets held by the fund limit
the dispersion of outcomes, particularly for defineontribution schemes. In most
mandatory schemes, this leads to a ‘single pootfeinvironment where members of the
scheme are forced to hold basically the same partfidlost common are limits on risky

assets such as shares and corporate bonds. @fteignfinvestments are curtailed.

As per regulatory requirements, Trustees shoulcldpvan IPS to guide them in the
allocation of assets of Pension scheme funds. Tdie purpose of the IPS is to assist the

Board of Trustees of the Pension fund in effecyivelipervising, monitoring and



evaluating the Performance of the schemes investassets. The IPS will dictate what
proportions of the various asset classes availablleahe Fund managers invest in. The
IPS should not be viewed as a static document andehwill require to be reviewed at
least once every three year but may be revieweddgeally to take account of any new
information acquired and changes in the investreertronment of the scheme. Despite
the uniqueness of each pension scheme’s IPS, st aflocation must be within the
prescribed limits set by the RBA regulations.

Since Pension fund assets are usually marked-tken@ralued at market price), an asset
allocation strategy that leads to drop in markdueaf the Fund will cause a drop in
performance of the fund. This study will criticaligvestigate the Pension Industry in

Kenya and the effect of asset allocation on tharfamal performance of Pension Funds.

1.1.1 Asset Allocation

Reilly and Brown (1997), define asset allocationtlas process of deciding how to
distribute an investor’'s wealth among different mioies and asset classes for purposes of
investment. A policy statement includes investobgectives, constraints, and investment
guidelines. They are developed to determine theativievestment strategy. It does not
indicate specific securities to purchase and whewg should be sold; they should provide
guidelines as to the asset classes that shouldcheded in the portfolio and the relative

proportions of the investor’s fund that should treeisted in each class.

The Organisation for Economic Co-operation and Digraent (OECD) guidelines on
pension fund asset management as recommended byotnecil state that legal
provisions may include maximum levels of investméngt category (ceilings) to the
extent that they are consistent with and promoée gtudential principles of security,
profitability, and liquidity pursuant to which asseshould be invested. Legal provisions
could also similarly include a list of admitted cecommended assets. Within this
framework, certain categories of investments magthetly limited. The legal provisions
should not prescribe a minimum level of investmiiaors) for any given category of

investment, except on an exceptional and tempdrasys and for compelling prudential



reasons. All legal provisions setting forth quaatiite portfolio limits should be regularly
assessed to determine whether they are unnecgssduibhiting the ability of pension
fund asset managers to implement optimum investrsategies and amended to the

extent necessary.

In Kenya the RBA Act sets out maximum limits for el a pension fund can invest in a
particular asset class. The limits specified arefalows; East Africa government

securities 90%, Fixed and Time deposits 30%, Firedme 30%, listed Equities 70%,
unlisted equities 5%, offshore investments 15% praperty 30%.The Act does not
however place a floor for asset allocation.

There are two types of asset allocation strategaesely: strategic and tactical asset
allocation. Strategic asset allocation refers tw portfolio funds will be divided given
the portfolio manager’s long term forecasts of etpe returns, variance and covariance,
(Sharpe,1996). It involves the asset managers idgcth the asset classes as well as the
specific securities with superior performance imeist in. Tactical asset allocation on the
other hand refers to how the funds are to be divateany particular moment given the
investors short-term forecasts. The decision detersrwhat deviations based on current
market valuations should be made from the stratemiset allocation projections
(Lofthouse,2001).

The purpose of strategic asset allocation is teigeothe optimal mix of investments that
has the potential to produce the desired returdsvaet the current and future liabilities,
with the least amount of fluctuation in the overadlue of the investment portfolio. By
spreading funds among several styles or investmgnés there is an increased

probability that if one asset type is decreasingalue, another is increasing in value.

1.1.2 Financial Performance of Pension Fund
Hinz et al. (2010) observed that since 1980s, thetsire of arrangements to produce
retirement income has gradually moved from defibedefit (DB) systems to various

types of arrangements in which the provision ofg@ms is backed by assets, either in



individual accounts or in collective schemes. Tdfiange has been motivated principally
by governments seeking to lessen the fiscal imphaging populations and to diversify

the sources of retirement income. They further sagthat one of the key results is that
many pension systems are now in the process ofnfiegoasset backed. This has
increasingly linked retirement incomes to the pernfance of these assets, resulting in
participants being exposed to the uncertaintiegeéstment markets to determine the

level of benefits that they will ultimately receive

In general, the purpose of measuring portfolio grenfance is to determine whether
portfolio managers add value with respect to pa&ssiv naive investment strategies,
typically represented by feasible and well-diveesifbenchmarks. Under the assumptions
of Efficient Market Hypothesis (EMH), it is diffidufor managers to add value, so it
should not be surprising to find that the differpahsion schemes have had performance

similar to their benchmarks (Walker and Iglesidl @.

Walker et al. (2010) further explain that in sifoas where financial markets do not
exhibit strong form EMH characteristics, fund magr@gcan add value. The performance
can be measured by assessing the degree to whmchnianagers have been able to

deliver investment returns that are commensurate the risk level assumed.

1.1.3 Effect of Asset allocation on Financial Perfor mance of Pension Funds

The asset allocation process refers to the decmiocess of determining the amount of
funds that should be allocated to each financisgiam the existing opportunity set. It is
the investor’s objective to obtain the highest @shkusted return as possible. Brinson et.
al. (1986) showed that the asset allocation detisidy far the most dominant factor of
portfolio performance as it explain more than 91%uthe variation in asset returns.
Furthermore, Litterman (2003) suggestions thattealéscation can be divided into two
different types of decisions: asset allocation leetw different asset classes, e.g. stocks

and bonds and asset allocation within one ass&$,atag. countries and sectors.



Countries that have introduced mandatory fundedipas often had little experience of
investing; these pension reforms necessitated stgeilation in terms of asset allocation.
The lack of experience of investment and managsliglead to poor portfolio decisions.
Indeed, investing in emerging economies is motkeyriban investing in more developed

countries. Capital markets can be fragile, lackinth liquidity and transparency.

1.1.4 Pension Fundsin Kenya

Pension funds in Kenya have been established #opthipose of providing retirement
benefits to its members at old age. Pension benafg usually locked-in the pension
fund and can only be accessed at Retirement. ReRsinds in Kenya are regulated by
RBA through the RBA Act.

Through the Retirement Benefits Act (1997) and sghbent regulations of 2000, the
investment guidelines of pension funds came intogfoThe core purpose of constituting
the Retirement Benefits Act and Retirement Bend®i¢gulations was to deal with the
problems that the industry was facing at the tiAleexisting and new pension schemes,
unless founded under a written law, were requicelet established under an irrevocable
trust, be distinctly separated and maintained fesm other funds under the control and
influence of the sponsors, engage the serviceanbus external professional services
providers among them fund managers, custodiansitoasidactuary all who would

provide necessary expert advice to trustees.

The Retirement Benefits Authority does not spetlify assets in which scheme should
invest in but rather provides guidelines on theebsksses. The pension scheme has the
discretion to select the assets that they deemshiésble to give the best optimal return
in accordance to the scheme’s fundamentals.

Legislation requires that a prudent approach ofestwment be adopted by pension
schemes. Pension scheme investments must thexfostitute a well-diversified and
well-dispersed portfolio (Chirchir, 2007).



1.2 Resear ch Problem

In Kenya financial performance of pension funds h@sn critical to the sustainability of
the schemes to enable them meet their obligationeimbers. A key aspect has been the
how the fund’'s assets are managed in order to \aehlee desired returns. Stux (1995)
divides pension fund portfolio management by uding steps. First, a pension fund
needs to decide which broad asset classes to imvégpically, the asset classes include
fixed income, equities, real estate, money mam&triuments, venture capital and private
investments. This step is called strategic assmtatlon and it is the most important part
of a pension fund’s asset management, as thegtateset allocation heavily affects the
performance of a pension fund. The second stepdeslthe actual implementation of the
chosen strategic asset allocation by choosingriateor external fund managers and
putting in practice the particular investment stigigés and security selection process. This

step is also important, but has less influenceemsjon fund’s overall performance

Blake, Lehmann and Timmermann (1999) analyzed a dat on UK pension funds.
Their main finding was that strategic asset allocaticcounts for most of the ex post
variation of UK pension funds’ returns. Moreovehetvast majority of funds had

negative market-timing estimates.

Ibbotson and Kaplan (2000) in their study of USrestent benefit funds concluded that
the main determinant of investment performance retisement benefits fund is the asset
allocation, rather than the stock selection. Asdleication explained about 40% of the
variation of returns among the funds. The methodabé analysis used was of regression

analysis and ratio analysis.

Puttonen (2005) empirically examined the stratagget allocation and the asset/liability
issues in the Finnish defined benefit pension fuiit® results indicated that there is a
relationship between the liability structure and #sset allocation. While pension funds
with younger participants have more equity exposaorere mature pension funds have

more fixed income investments.



A study that was carried out in Kenya by NguthuO@0showed that the variation in
returns over time for pension schemes explainedoup2.4% by investment policy
adopted by the trustees of the scheme. Anothely stadied out by Kagunda (2011)
showed that asset allocation can explain a sigmfi@mount of the difference in returns
across time and hence a primary determinant ofrireperformance of unit trusts in

Kenya.

Omondi (2013) carried out a study to establishréiationship between asset allocation
and performance of pension funds in Kenya. Theirfiggl of the study were that asset

allocation explains 28% of the variability of funeturns.

Ammann and Ehmann (2014) carried out a study tabésh the relationship between
governance, asset allocation and performance o$igenfunds in SwitzerlandThe
findings of the study were Asset allocation weigbfsSwiss pension portfolios are
primarily related to nomgovernanceelated factors such as size, legal form and the ra
of active plan members to pensioners. Since lgpgasion funds have more investment
opportunities and more comprehensive internalmskagement structures, they are able
to invest in riskier asset classes that promisdndrigeturns. Large pension funds in
Switzerland hence “buy” a significant part of theuperior performance with higher
volatility, as indicated by our analysis.

Despite the studies carried out locally on portf@llocation and performance of pension
funds, there are no studies that have attemptedptain the effect of asset allocation on
the financial performance of Pension funds in Kerfae study intends to address this
research gap by addressing the following reseanestmpn: What is the effect of asset

allocation on the financial performance of Pengiords in Kenya?

1.3 Objective of the Study
To investigate the effect of asset allocation anfthancial performance of pension funds
in Kenya.



1.4 Value of the Study
The study will help Board of Trustees of Pensiohesges to know the extent to which

regulations on various asset classes have an effigtie performance of their funds.

The findings of this study will be helpful to thegulator (RBA) as it will contribute
towards the formulation of better policies and sutbat will be relevant in guiding
investment of pension funds in various asset ctassEenya.

The findings of the study will inform the regulat(®BA) on the need of revising the
asset allocation limits. The study will help thastiees of pension schemes to know the

asset classes that have the greatest influendeeqretformance of their funds

Researchers within the pension industry will aisal the study useful as it will increase
the existing body of knowledge and provide a b&siscarrying out further research in
Kenya.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter will discuss an overview of the litara reviewed providing a basis for the
study and the concepts. The chapter also highligi@sries guiding the study, previous
studies conducted and new developments relatdtetstudy and provide an overview of
key ideas for the study.

2.2 Theoretical Review.
Asset allocation and Pension Fund Management isdbas a number of theories upon

which the proposed study is anchored on.

2.2.1 Modern Portfolio Theory

Modern portfolio theory has its roots in mean-vac@ portfolio analysis. This theory
was pioneered by Markowitz (1952) in his paper tfdio Selection”. Markowitz found
that the different correlations between assetsdctwl utilised to reduce the risk in a
portfolio or to obtain additional return withoutcireasing the risk. He developed a model
which took into account the interactions betwedfedint investment opportunities, and
the correlation between them, to optimise the raéitween risk and return. According to
Markowitz, a combination of several types of assety reduce risk, provided that the
investor chooses types of assets which move apéndiently of each other as possible.
Once this condition has been met, the best posshle between risk and return will be
achieved. MPT emphasizes how risk-averse investoronstruct portfolios to optimize
or maximize expected return based on a given lelvelkk, emphasizing that risk is an
inherent part of a higher reward. According to theory, it is possible to construct an
“efficient frontier” of optimal portfolios offeringhe maximum possible expected return

for a given level of risk.



2.2.2 Arbitrage Pricing Theory

The Arbitrage Pricing Theory (APT) was developednarily by Ross (1976a, 1976b). It
is a one-period model in which every investor hedgethat the stochastic properties of
returns of capital assets are consistent with @offastructure. Ross argues that if
equilibrium prices offer no arbitrage opportunit@ger static portfolios of the assets, then
the expected returns on the assets are approxyimhtelarly related to the factor
loadings. (The factor loadings, or betas, are ptop@al to the returns’ covariances with

the factors.)

The APT is a substitute for the Capital Asset Rgdvodel (CAPM) in that both assert a
linear relation between assets’ expected returdstlagir covariance with other random
variables. (In the CAPM, the covariance is with tin@arket portfolio’s return.) The
covariance is interpreted as a measure of risk thaestors cannot avoid by
diversification. The slope coefficient in the limgalation between the expected returns
and the covariance is interpreted as a risk premiuach a relation is closely tied to

mean-variance efficiency.

2.2.3 Barbell Theory

This is an allocation theory where assets are &gtum the extreme end on the risk
spectrum, just like with a barbell, the weight in two ends. This would be much
different from a standard (MPT) which has become #tandard method of asset
allocation in the past 20 years. The maturitieshef securities included in the portfolio
are concentrated at two extreme maturities. Fom@ka you might allocate 80% of your
money to inflation protected treasury securitiesl &#0% of your money to very

aggressive small growth company stocks, Walnut AtiNisors LLC.

2.24 TheBlack Litterman Theory

Black Litterman (1992) proposes portfolio modelplagable for portfolio construction.
Litterman (2003) suggestions that asset allocatambe divided into two different types
of decisions: asset allocation between differesetslasses, e.g. stocks and bonds and

asset allocation within one asset class, e.g. desrdand sectors.

10



The theory seeks to overcome problems that intitat investors have encountered in
applying modern portfolio theory in practice. Theodsl starts with the equilibrium
assumption that the asset allocation of a reprateatagent should be proportional to
the market values of the available assets, and ritifies that to take into account the
'views' (i.e. the specific opinions about assairret) of the investor in question to arrive
at a bespoke asset allocation (Black and Littertr@9®)

2.3 Deter minants of Financial Performance of Pension Funds.
There are various factors that determine the pmdoces of pension funds. These are
discussed below:

2.3.1 Volatility
French (2012) stated that volatility (risk) of amsset class affects the returns of an

investment. Low volatility is associated with paiahlow returns while the vice versa is
also true. The researcher advocates the asseatalodor retirement savings should
consists of a wide range of assets including cbshgs, property and equities (shares),
whose overall impact will be to have a medium nEktfolio. The age profile of a
pension scheme contributes to the degree of rskalpension scheme would be willing

to take in order to realize optimum returns.

2.3.2 Portfolio Weights
Block and French (2002), showed that the weighthgndividual securities within the

portfolio. The weight that a portfolio manager gssi to a given security in a portfolio

can make a contribution to return that is justrapdrtant as the security selection and
investment timing decisions. The researcher fourad fund managers tended to hold
consistent in constructing and maintaining equalghts in management on retirement

benefits funds.

11



2.3.3 Interest Rates
Flannery and James (1984) in their study on thecefdf interest rate changes on the

common stock returns of financial institutions fduhat returns on equities are found to
be positively correlated with interest rate chandgdss implies that where retirement
funds are invested in equities and the money matkath asset classes will lose if
interest rates decrease and the vice versa woultlthee if there was an increase in

interest rates.

2.3.4 Investment Horizon
This is the planned liquidation date of the invemtinor substantial part of it. This

concept is best supported by the yield curve. Amabryield curve (that is upward

sloping) suggests that long term bonds are solighter yields than short term bonds.
Horizon needs to be considered when investors ehdmtween assets of various
maturities, such as bonds, which pay off at spettifuture dates, considering that this

has an impact on the financial performance of sigelcportfolios. (Blake et al.,1999)

2.3.5Regulations
Investment guidelines issued by RBA to regulateviag in which trustee of retirement

benefit schemes invest retirement funds. This tdffénancial performance of the funds
as an investment manager is restricted from invgsfior example, more than 70% in
listed equities. (OECD, 2006)

24 Empirical Review

Brinson, Hood and Beebower (1986) and Brinson e{18BP1) in their study of US
corporate pension plans concluded that the investrpelicy explained 93.6% of the
total variation of the actual returns of the funtfs.their study, 91 retirement benefit
funds were studied over a 10 year period. The fumdst have had a discretionary
mandate with the investment manager. The asseteda®nsidered were the equities and
bond portfolios and cash equivalent portfolios. Timed returns were decomposed to the
selection and timing reasons. Regression of theyoéturns against the actual returns
wad done and the level of correlation determined.

12



Brinson, Singer and Beebower (1991) showed th&i%Iof the portfolio returns were
attributable exclusively to strategic asset allmcatElkin (1999) also stated that asset
allocation, rather than stock picking or marketitigy is by far the most important factor
that determines the returns that a portfolio wa@ydderate over time.

Ibbotson and Kaplan (2000) in their study of USrestent benefit funds concluded that
the main determinant of investment performance reftisement benefits fund is the asset

allocation, rather than the stock selection.

Blake, Lehmann and Timmermann (1999) examined $ketallocation decisions of 364
individual, UK company pension schemes using daah $panned the period from 1986
to 1994. The criterion they used in identifying 8@mple was that each fund should have
been managed by the same manager over this panddhat this manager should also
have been responsible for the asset allocationeofund over this uninterrupted period,

in other words these were balanced mandates. UWlsingample Blake et al found little
variation in the performance of these schemes,nothe strategic asset allocation
decisions that they made over time. In additiory hoeind that the vast majority of time
variation in returns was due to the strategic aaletation decisions, very little of the
variation was due to stock selection. They conduttiet the empirical regularities that
they observed were most likely due to the legal @whomic environments under which

these managers operated.

Using the quarterly returns on a much larger sarf$ler5) of segregated UK pension
schemes spanning the period from 1983 to 1997 Thand Tonks (2001) investigate
the performance of UK equity portfolios managedrmsestment managers, in contrast to
the performance of the balanced portfolios inveséid by Blake et al. Thomas and
Tonks’ conclusions were consistent with those afkBl et al. The variety of techniques
used to assess the quality of fund performanceuglyjested a very narrow cross-sectional
dispersion in returns, which suggested that theagens were all “closet trackers”. They
also conclude that on the whole there were negaguans to both selectivity and to

market timing.

13



Omonyo, (2003) observed that risk and return aeekiy considerations in investment
practices of Pension Fund Managers in Kenya. Cuimenme is not their fund objective;
however, the most predominant objective will beitepreservation. Pension schemes
also differ from collective investment schemes hsythave a minimum funding
requirement and they are established to investsfuadneet pension liabilities. That is
they are invested with the expectation that thell e sufficient to pay pension

entitlements when these are due.

Mugo (1999) observed that factors identified inafice literature are considered in
investment decision by institutional investorsteg NSE. However, the relevance of the
factors is different as insurance companies and fmanagement companies consider
company factors more important while Retirement &g Schemes consider industry
factors more relevant. However institutional ineest should not be looked at as
homogeneous and therefore these findings cannotgdreeralized for Collective

Investment Schemes.

Nguthu (2009) in his research to establish how masset allocation policy contributed
to the returns level retirement benefit fund in Karfound that the variation in returns
over time for pension schemes is explained up t4%2y investment policy adopted by
the trustees of the scheme. Other factors sucheasrises selection, timing of
investments and managers’ selection explainedeimainder. The study was done on 40
segregated occupational schemes in Kenya and sedmalyzed using regression analysis

and descriptive statistics.

In a study carried out on “The relationship betwessset allocation and financial
performance of pension funds” (Omondi,2013), theeaecher made the following
conclusions: Asset allocation explains 28% of theaability of fund returns. The study
also established that of all the asset classes ippednby the Retirement Benefits
Authority (RBA), investments in equities was relaty more important than investments

in fixed deposits in determining the overall penfi@nce of the pension funds.
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2.5 Summary of Literature Review

Most studies tend to conclude that on average adkation strategies explain to a
significant extent the performance of funds. Lastaldy by Nguthu (2009) explained that
asset allocation explained around 62% of the retofrpension funds in Kenya. Another
study by Omondi (2013) explains the relationshippMeen asset allocation and financial
performance of pension funds. However, the scogheottudy did not include the extent
to which asset allocation limits contributed to theerall performance of the fund. This is
important as regulator/policy makers and trustadsenya will be guided which on how

ceiling placed on investment of certain asset ekssas an impact on the fund
performance so as perform their duties of maxinemabf members wealth in a more
informed manner.

There has therefore not been any study carriedooupension funds in Kenya to

determine the extent to which the impact of asietation limits has on the financial

performance of pension funds in Kenya. This theeefastifies the need for the current

study.
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CHAPTER THREE
RESEARCH METHODOL OGY
3.1 Introduction
This chapter consists of the research methodologiyvwas used in conducting the study.
The research methodology outlines the procedured imsconducting the study which is
basically the research design, population, dateecodn and methods of analysis which

are described.

3.2 Resear ch Design

Rajendra (2008) defines research design as thagenland organization of conditions for
collection and analysis of data in a manner thatsaat combining relevance to the

research purpose with economy in the procedurefuHieer argues that research design
focuses on the structure of an enquiry, which lgadtie minimization of the chance of

drawing the wrong casual inferences from the data.

The research design selected was a descriptiveesuiiravers (1969) states that
descriptive surveys are conducted to establishntitere of the existing situation or
condition. This research design provides a meangatber, analyse and interpret the

impact of asset allocation on the performance asma funds in Kenya.

3.3 Population

The population of the study comprised of 1,232 pational pension schemes as at May
2014 as per the list of registered schemes on Bre Website. The population represents
all the registered pension schemes in Kenya, watlying fund value size, categorised as

segregated and is either a provident fund or parssbeme.

3.4 Sample Design

The criteria for selection was as follows; the enpopulation will be divided into four

strata based on a range of fund values, that ispbi€es.200M, between Kes.200M and
Kes.500 M, between Kes 500M and Kes 1B and OverleBrom each stratum 10
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schemes were selected randomly to ensure thatafdbk schemes has an equal chance

of being selected.

The pension scheme selected must be a segregatswiPecheme which have been in
existence for the last 5 years and must have Umedame fund manager over the period
of study. The schemes were then stratified basethein fund value as at December
2013.

The study sample was 40 selected occupationatmegint benefits schemes registered by

RBA and will be chosen using stratified samplinghtaique.

3.5 Data Collection
Secondary data was collected for the study. This adeas obtained from the RBA
database. The returns and asset allocation ddthevdbtained from RBA since this is a

compliance requirement for all fund managers arptasided on a quarterly basis.

3.6 Data Analysis

Data collected for each of the pension schemesqwastitative in nature. The data was
analysed as per below criterion.To determine theergxto which asset class limits
contributes to the overall financial performancehef fund, a multiple regression model
was used to analyse the data. A similar model wgesl by both Nguthu (2009) and
Omondi (2013).

3.6.1 Analytical Model

The following linear multiple regression model wesed for data analysis:

Y = o+ BiXq + BoXz + PaXa+ PaXa + PoXs + BeXe + P7X7 + PeXs t &

Where:

Y is the Financial Performance as measured by R&rf on investment)
Where; ROI= (Current Fund value-Previous Fund Vdhrevious Fund Value
a is the constant

B is the regression coefficient
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X1, IS the weight of cash in the fund

Xz, is the weight of fixed deposit in the fund

X3, IS the weight of fixed income in the fund

Xa, IS the weight of Government security in the fund
Xs, IS the weight of quoted equities in the fund

Xs, IS the weight of unquoted equities in the fund
X7, IS the weight of immovable property in the fund
Xs, IS the weight of offshore investment in the fund

¢ is the error term

3.6.1 Test of Significance
Tests of significance was used in the study whialude Bivariate Correlation between
the asset classes and portfolio returns, R- sqauradeANOVA.

R-Square (Co-efficient of Determination) was used establish how much of the
variability of fund returns was caused or explaibgdhe independent variable over time.
Analysis of Variance (ANOVA) was used to determihe linear relationship among the

variables in the regression model.
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CHAPTER FOUR

DATA ANALYSIS, RESULTSAND DISCUSSION

4.1 Introduction

In this chapter the findings of the data analyses @esented. The data of the sampled
schemes was collected and analyzed in responsketmljective of the study. The
objective of the study was to investigate the effefc asset allocation and financial
performance of pension funds in Kenya. A sampled@fpension schemes that had
invested in segregated funds had consistently asedund manager over the period of
the study and had been in existence for the las&abs as at the end of 2013 was used.
The findings presented in this chapter demonstitaeeffect of asset allocation on the
financial performance of pension funds and illustsafurther the extent to which each

asset class contributes to the overall financidiopmance of the fund.

4.2 Findings

The objective of the study was to establish thati@hship between asset allocation and
financial performance of pension funds in Kenya.abhieve this, quantitative data was
collected for each of the pension schemes and selin two stages. First, tests of
significance and descriptive statistics, such asetations, the R-Square (Coefficient of
Determination), Analysis of Variation (ANOVA) ando€fficients. The second stage was
to determine the extent to which each asset classributes to the overall financial
performance of the fund by estimating the relaiim@ortance of the regressors in the

linear regression by performing Paired Sample Tts[es

The output and findings of the analysis have beeagnted in the tables below:

4.2.1 Statistical Significance and Descriptive Statistics
Correlations between the dependent variable (Retnrimvestment) and the independent
variables (weights of various asset classes) wesrdamed. This analysis was to locate

the critically important asset classes on whichuRebn Investment depend.
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Table4.1: Correlations

Gover Return |
Corpol Fixed_| nment|Offshor|Other_| On_Inyv
Cash_[ate BqDepos|_Secule_Inveqd nvestm Quoted_| Unquote| Property |estmeng
eposity nds ts ities [tments| ents | Shares|d_Sharejnvestment| s
Return Pearson
On_InCorrelati| -.269 -.209 .18q -.343| .089 .009 -.276 .055 -.018 1
vestme on
nts
SI9-- 00 20 274 03] 594 96  0od 739 914
tailed)
N 39 39 39 39 39 39 39 39 39 39

*, Correlation is significant at the
0.05 level (2-tailed).

**_Correlation is
significant at the 0.01
level (2-tailed).

Sour ce: Resear ch Findings

As shown in table 4.2.1 above, the correlation xnide the relationship between Returns

on Investment and fixed deposits and offshore #mests, is 0.18 and 0.088

respectively, which are below 0.4. This result cades that there is a weak positive

correlation between ROI and assets weights of fdegabsits and offshore investments.

The correlation indices for the relationships betw®&0OI and Quoted shares and cash,

and corporate bonds are -0.276 and -0.268 and30e&pectively, which are below -0.4.

These results indicate that there is a weak andtivegcorrelation between ROI and asset

weights of quoted shares, cash, and corporate bond.
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The correlation index for the relationship betw&aturns on investment and
Government Securities is -0.343, which is betw&eé and -0.7. This result indicates
that there is moderate and negative correlatiowdrst ROl and the weights of

government securities.

4.2.2 Regression Output: Model Summary
The impact of variation over time was determinedRsgquare (Co-efficient of
Determination) which explains how much of the vaitity of returns on investment was

caused or explained by the asset weights over time.

Table4.2: Model Summary

Std. Error of the
Model R R Square | Adjusted R Squar Estimate

1 764 .583 454 .056648%

a. Predictors: (Constant), Property_InvestmentsgOtinvestments,
Unquoted_Shares, Cash_Deposits, Quoted_Shareyr@mrpBonds,
Offshore_Investments, Fixed_Deposits, Governmermui@es

Sour ce: Resear ch Findings

From table 4.2.2, the value of R-square is 0.583chvtexplains how much of the

variation in the value of the dependent variablet@id on Investment) is explained by
the regression model. Regressing returns on aliseatson gives an R-square of 0.583,
which indicates that approximately 58% of the v@rain returns on Investment can be
explained by the allocation in the different asdasses.
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4.2.3 Regression Output: Analysis of Variation (ANOVA)

Table4.3:Analysisof Variation

Model Sum of Square df Mean Square F Sig.

1 Regression .130 9 .014 4.511 .008
Residual .093 29 .003
Total 223 38

a. Predictors: (Constant), Property_InvestmentsgOtinvestments,
Unquoted_Shares, Cash_Deposits, Quoted_Sharegr@mrpBonds,
Offshore_Investments, Fixed_Deposits, Governmerui@es

b. Dependent Variable: Return_On_Investments

Sour ce: Resear ch Findings

From table 4.3.1, the linear relationship among vaeables in the regression was
determined by examining the Analysis of Varianc&(@VA) results obtained from the

analysis. The value of F was found to be statibyicagnificant at a level of less than

0.05, suggesting that there is a linear relatignamong the variables.
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4.2.4 Regression Output: Correlation Coefficient

Table 4.4: Coefficients®

Unstandardized Standardizeq
Coefficients Coefficients

Model B Std. Error Beta t Sig.

1 (Constant) .909 .13§ 6.601 .00d
Cash_Deposits -1.561 .558 -.379 -2.80(¢ .009
Corporate_Bonds -.870 .539 -214  -1.614 117
Fixed_Deposits .068 .285 .035 .238 .814
covemment_Secur] -.843 166 867 -5.08]  .00(
Offshore_Investmen -.335 .535 -.089 -.627 .536
Other_Investments -.626 .484 -.182 -1.287 .208
Quoted_Shares =717 .190 -551 -3.771 .001
Unquoted_Shares -.749 .300 -.397 -2.501 .018
Property_Investmen -.741 212 -.691 -3.497 .002

a. Dependent Variable: Return_On_Investments

Sour ce: Resear ch Findings

From table 4.4.1, the value of the constant caddbermined by studying the results of
the coefficients. Government securities and Quéigaities predictors are statistically
significant at 5%.

From the beta weights in the regression resultgggonent securities, followed by
property, quoted shares and cash deposits hagharhgontribution to the prediction

model.

4.3 Interpretation of the Findings
From the analysis, the asset classes that haddbeimpact on the financial performance

of the fund were Government Securities and cashofiep These had a moderate
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negative correlation with the overall performandetiee funds. This finding was in
agreement with the ANOVA analysis in Table 4.3.1 aoefficients analysis in Table
4.4.1 the analysis found that there is a lineati@hship between Returns on Investment
and Cash Deposits, Government Securities, propedyguoted shares. Corporate bonds,
unquoted shares and Offshore Investments had éasiralationship but the strength of
the correlation was found to be weak. Only fixegpatts was found to have a positive
correlation with fund performance but the relatitipsvas weak.

R-Square (Co-efficient of Determination) was detesd to establish how much of the
variability of fund returns can be caused or expdiby asset allocation over time. The R
Square and the Adjusted R Square values which&B&band 45.4% respectively show
that the weighted combination of the predictor ailes explained approximately 58% of
the variance of the fund returns the remaining 42%xplained by other factors such as
asset class timing, security selections and mansgjection. The R Square value also
shows that the fund managers for the schemes amadysis adopt an active approach to
management of the funds. Active management of faqpggoach is adopted because of
the quantitative assets restrictions placed byRegrement Benefits Authority and also

adopted by the trustees in their investment pdicie

This finding is similar to findings by Omondi (201%/hich showed that 28% of the
return difference was explained by the asset dilmeaThe increase of about 30% could
be attributed to increased awareness of the pegrsiam the need for trustees to increase
value of their investments. This has increasedspreson the trustees to actively manage
pension funds to increase fund value. In additi®etirement Benefits Authority
introduced Trustee Development Programme Kenya K)D#hich is aimed at building
capacity of the trustees in order to increase penfind values. RBA has made it
mandatory for each scheme to train all trusteesder to achieve this objective.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This chapter provides a summary, conclusion andmetendations of the study. The
study intended to address the research questioat Whhe effect of asset allocation on
the financial performance of Pension funds in Kén$gecondary quantitative data was
collected and analysed using SPSS in order tofgdlie objectives of the study. The
following tests were carried out on the data: Qatren, R Square, ANOVA and
Coefficients of correlation. The findings of theadysis have been documented and have
formed the basis for this chapter. This chaptesqmes a summary of the findings, the

conclusion and the recommendations of the study.

5.2 Summary

The objective of the study was to establish theatfof asset allocation on the financial
performance of Pension funds in Kenya. From thdifigs of the analysis, there is a
linear correlation between fund performance andghisi of asset classes. This was
demonstrated by the results of Correlation, ANO\MWI &oefficient analyses.

Correlation was found to be strongest between figrbrmance and portfolio weights of

Cash Deposits, Government Securities, property gquated shares. Further test was
performed by analysing the data using R-Square.R-sguare of the data was found to
be 58.3% which indicate that differences in thedfureturns were explained by

approximately 58% of the investment policy. The agrmg 42% was explained by other

factors such as assets selection, timing and masatgetion.

5.3 Conclusion
The objective of the study was to establish theatfbf asset allocation on the financial
performance of pension funds in Kenya. From théysttiwas established that there is a

linear correlation between fund performance andvileeghts of asset classes with the
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strongest correlation being between fund perforraaamd asset weights of cash deposit,
guoted shares, Government securities and propeutyher, the study also showed that
58% of the variability among fund performance isedo policy differences in asset

allocation of the various funds. The balance ofual2% is due to other factors such as
the manager’s selection, timing of investments sadurities selection within as asset

class and whether the manager adopts an activedtyhanagement of the fund.

5.4 Recommendationsfor Policy

From the findings of the study that Government s&es, quoted securities and property
are relatively more important than investmentsthrenasset classes in the determination
the overall performance of the pension funds, shisly therefore also recommends that
fund managers should invest a large proportiomefoension funds in these asset classes

since they have the most relevance in the detetimmaf fund performance.

The investment guidelines provided by RBA were tilgwed in the year 2000 and have
not been revised since. Due to the time lapse frentime the guidelines were developed
and time this study was done, some variables teat wsed in the development of the
guidelines may have changed and the restrictiotiseofuidelines may no longer

represent the needs of the industry.

The study finds that there is need for RBA to rdtex quantitative asset restrictions
which limits the fund managers’ ability to make @stment decisions based on the risk
return analysis. Fund managers should be allowédllfoexercise active management of
the funds without strictly adhering to the investinguidelines provided by RBA, but
only use them as a guide. This is because 58%pisndient on the investment policies.
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5.5 Limitations of the Study
Confidentiality of data being exposed to the resear. Availability of more data would

have given a better representation of the populaieen analysis of a larger sample.

The study was restricted by conversion of schemes fDB to DC schemes as per
government policy implementation in June 2010.Haigsed a variance in the Fund value

of various schemes hence causing inconsistendyeifrtind values.

The study was restricted to data of pension fundeaged by few Fund managers. This
was to ensure consistency in valuation of the itmaests. Different managers adopt
different valuation and performance calculation moes. Data collection and therefore
analysis was restricted to schemes under manageos uge similar valuation and

performance calculation methods.

The study was restricted to analysis of returnsegiregated retirement benefit schemes
which account for only 40% of the retirement betsedchemes in Kenya. The balance of
60% invests in guaranteed funds issued by insuremeganies whereby it is difficult to
determine the asset allocation for each of theaguaed funds since it is not a statutory

disclosure requirement under the Insurance Act.

The study also excluded Individual Pension PlaR®$) which cater for persons who do
not have access to occupational pension schemesparnid make personal contributions
to the Plans. This is because there is no statutmuirement for the IPPs to submit

performance returns to RBA.

5.6 Suggestions for Further Studies
A study on the effect of asset allocation on tmarficial performance of other financial

sectors and how it compares to the retirement srssctor.

A similar study should be carried out on retirembanefits schemes in the East Africa

Region and establish how it compares to the stadyetl out in Kenya.
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A similar study should be carried out on retiremagnefits schemes that have invested in
guaranteed funds issued and managed by insuramegaotes and Individual Pension

Plans to determine if the same conditions holdhd@ytare included in the sample to be
studied.
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APPENDICES

APPENDIX |

INVESTMENT GUIDELINES

Item

Categories of Assets

Maximum percentage
of aggregate market
value of total assets of

scheme

Cash and Demand Deposits in institutions po
fund
Republic of Kenya

licensed under the Banking Act of

Dieth
he

Fixed Deposits, Time Deposits and Certificates
Deposits in institutions licensed under the Bank

Act of the Republic of Kenya

5 30%
ing

Commercial Paper, Corporate Bonds, Mortga88%

Bonds and loan stocks approved by the Ca
Markets Authority non listed bonds and ot
instruments issued by private companies, prov
that the bond or instrument has been gi
investment grade rating by a credit rating age
registered by the Capital Markets Authority, g
investment schemes

collective incorporated

Kenya and approved by the Capital Mark

Authority reflecting this category

ital
ner
ded
ven
ncy
nd
in

ets

Kenya, Uganda or Tanzania Government Secul

and infrastructure bonds issued by pul

institutions and collective investment schen
incorporated in Kenya, Uganda or Tanzania
Markets Author

approved by the Capital

reflecting this category

i9880, or 100% in the cas
nlad

negatutory contributions

scheme receivin

and

ty

Preference shares and ordinary shares of congp

amigo

32

e



guoted in a stock exchange in Kenya, Ugande or

Tanzania and collective investment sche
incorporated in Kenya and approved by the Cay

Markets Authority reflecting this category.

es

pital

Unquoted shares of companies incorporatec
Kenya and collective investment schen
incorporated in Kenya and approved by the Cay
Markets Authority reflecting this category

Sib
nes

vital

Offshore investments in bank deposits, governn
securities, quoted equities and rated Corpo
Bonds and offshore collective investment sche

reflecting these assets

n&beo
rate

mes

Immovable property in Kenya and units in prope
Unit Trust Schemes incorporated in Kenya :

collective investment schemes incorporated

:rﬁﬁ)%
and

in

Kenya and approved by the Capital Markets

Authority reflecting this category

Guaranteed Funds

100%

10

Any other assets

10%

Sour ce: Retirement Benefits Act
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DATA CAPTURE SHEET

APPENDIX 11

Scheme Name:

Y ear

Asset Class

1st Half

2nd Half

Actual Asset Allocation

Cash

Fixed Deposit

Fixed Income

Government Securities

Quoted equities

Unquoted Equities

Immovable Property

Offshore

Total Fund Value

34




