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ABSTRACT

Much of the previous research into the evaluatibasset allocation by fund managers and the
financial performance of unit trusts mechanism ltamcentrated generally on developed
countries. Not much known local study has focusedhe evaluation of asset allocation by fund
managers and the financial performance of unitdrus Kenya This study therefore sought to

fill the existing research gap by carrying out avey study on the evaluation of asset allocation
by fund managers and the financial performancendftrusts in Kenya. The main purpose of the
study was to investigate into the evaluation ofeasalocation by fund managers and the

financial performance of unit trusts in Kenya.

This research was conducted through a survey siddytarget population of this study was
unit trusts that consisted of equity-based fundd sthemes that deal with stocks traded in
Kenya. This restriction limited the number of furaailable for evaluation, but provided a well-
focused comparison of funds that were popular amowgstors. This paper utilized secondary
data. Data on financial performance of unit trusttuding net asset value and dividend paid by
unit trusts was collected from offices of respeetiwnit trusts schemes. Data on estimate of
dividend received on the market portfolio, and 28eshare index was collected from the Nairobi
Stock Exchange. Data on market interest ratesrbiatdk allocation rates and free rates was
collected from the Central Bank of Kenya. The NSEsBare index was used in estimating the
performance of unit trust. Data on asset allocatwihbe collected from the annual reports for
the period 2005-2009.

From the findings, the study established that fat trusts available to Kenyan investors, asset
allocation can explain a significant amount of tiilerence in returns across time and hence a
primary determinant of return performance for theasts. The study also found out that asset
allocation by fund managers and the financial perénce of unit trusts in Kenya are better
resolved for performance to be effective in a vgngat extent. The study further established that
asset allocation by fund managers and the finampeaiormance of unit trusts in Kenya is a

comprehensive important measurement and mitigatiethod used for various organizations
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hence much important if effectively implemented amitized. This study therefore recommends
that in order to avoid many impediments, the unist managers should make sure that its
strategies are sufficient to enable administragod management of credit with management

prudence and giving them advice promptly
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CHAPTER ONE

INTRODUCTION

1.1 Background to the Study

The role of financial system in any country is tggeegate capital from surplus source and
allocates the resources to deficit units througimtd and informal channels. Financial markets
provide the mechanism that links surplus to finadeécits units with additional options. The

financial system comprises of numerous commeraalkb, non- bank financial institutions, a

range of insurance companies, and a stock exchaage, (1987).

According to Wagacha (2001), capital markets argemtsal part of the financial sector of
modern economies and more so for growing econoriiigsy provide an avenue for alternative
savings tools to savers and non- bank sourcesiafding for enterprises. Thus, capital markets
promote economic growth through enhanced savingsilixation. He concluded that a well
developed capital market promotes economic growtbugh increased savings mobilization,
access to foreign savings, spreading of financéisr help the government finance their deficits
while reducing the fiscal pressures of debt redengbty the maturities of the securities, and a
facilitating role in translating savings to investints.

A report from Nairobi Stock Exchange (NSE), 200&8igates that in a bid to deepen the capital
markets access to investors, the Capital Marketthadkily (CMA) issued guidelines for the
development of Collective Investment Schemes (MS)001. CIS are an intermediation that
pools the savings of individual investors to enatblem to benefit from professional fund
management, economies of scale, and to achieveasegievel of diversification than would not
otherwise be possible. CIS includes Unit TruststidlFunds (open and closed), and Special
Interest Collective Investment Schemes. Accordingfrican Alliance Kenya Investment Bank,
unit trusts are a means of participation in theitggbond and the money market for investors (or
unit holders) that in their individual capacity magt have the time, the money or expertise to
successfully effect investments in these marketgeyTare an ideal investment vehicle for

investors seeking exposure to the financial marketsss the spectrum, from the individual to
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pension funds, companies and government institsiti@init trusts are a medium to long-term
investment (ideally a minimum of three to five y&aallowing market fluctuations time to
smoothen out. The portfolios of Collective InvestineéSchemes include equities, bonds

(corporate and government) and money market sexugtg. Treasury Bills.

Lofthouse (2001) looks at unit trusts as part ofi€xtive Investment Schemes where investors
with similar investment objectives pool their monegether. The assets are placed under the
control of trustees for the benefit of beneficiari#he managers are responsible for the day-to-
day investment management. Unit trusts are opeaceimdthe sense that anyone can buy units
from the managers who will create new units fonther sell back their units for cancellation or

liquidity by the managers.

1.1.1 Asset Allocation and Unit Trust in Kenya

Reilly and Brown (1997), defines asset allocatisrilee process of deciding how to distribute an
investor’'s wealth among different countries andetstasses for purposes of investment. This
asset allocation is based on investor’s policyest&nt and it contributes to the performance of
an investment. A policy statement includes inveéstagoal/ objectives, constraints, and

investment guidelines. They are developed to deterrine overall investment strategy. It does
not indicate specific securities to purchase andnvhey should be sold; they should provide
guidelines as to the asset classes that shoulchddeded in the portfolio and the relative

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

There are two types of asset allocation strateggesely: strategic and tactical asset allocation.
Strategic asset allocation refers to how portfdlimds will be divided given the portfolio

manager’s long-term forecasts of expected retuvasiance and covariance Sharpe (1996).
According to Lofthouse (2001), strategic weighteiwdd be set based on: capitalization where all
investors should hold the same risky portfolio th@ ket portfolio and should vary their holding

of a risk- free asset to obtain the risk-returméraff that they desire; or following the median
manager that is doing what others are doing; orais@ean-variance optimization where an

efficient frontier is calculated and then an e#id portfolio is chosen; or even asset- liability
2



modelling in this the basic idea is to project #ssets and liabilities of an institution to see how
they might develop in relation to each other urel@umber of different conditions. Many fund
managers are therefore in the position that theyagea assets that are intended to meet specific

liabilities.

Tactical asset allocation on the other hand refersow the funds are to be divided at any
particular moment given the investors short-termedasts. The decision determines what
deviations based on current market valuations shibelmade from the strategic asset allocation.
It will take place within ranges around the strategeights Lofthouse, (2001). VanHorne (1997)
observes that the process of asset allocation alfowthe formation of an efficient set and this
allows the investment manager to invest in thosargiées that form the optimal portfolio. Reilly
and Brown, (1997) also observe that asset allatatexisions determine to a great extent both
the returns and the volatility of the portfolio.M@rsifying by combining different asset classes in

a portfolio reduces overall portfolio volatility.

The fund management industry in Kenya is at formeatages and is thus undeveloped. The
number of units that back the portfolio of secestiheld in the fund is fixed. The number of
shares outstanding can be altered only througlwaarenal issue of the funds securities just like
shares of a company listed on the stock exchamymesPof closed end funds shares reflect the
relative supply of and demand for shares. Therebeaa substantial difference between the net
asset value and the per share value at which tisealend funds should actually trade Jacob and
Pettit, (1998). According to Jacob and Pettit, @9fhe funds continually issue and redeem
shares at a price that reflect the net asset \ltiee portfolio held by the fund.

1.1.2 Investment Factors

Since asset allocation is part of portfolio managetprocess, it should be done after careful
evaluation of investment factors. These factorgeafrom economic, company, industry to
general factors. Economic forecasts are importanbbth company and industry studies, and
therefore share selection, and also for decisitmositawhich type of asset to favour. The stock

market is intimately linked to the economic change&NP, the nation’s income impact firm’s
3



sales and prices, which in turn affect revenuestscand profits. This feeds through to dividends
and retained earnings. Changes in GNP affect thergkeprice level and interest rates. One has
to forecast both the course of the economy and mueh has been discounted by investors
Lofthouse, (2001).

According to Gitman and Joehnk (2002), industrylygsia involves a study of groups that looks
at the competitive position of a particular indystr relation to others and identifies companies
that show particular promise within an industry.eTinvestor will want to keep an eye out of
specific companies that appear well situated te @tvantage of industry conditions. Specific
market and economic environment impacts positivaltyd negatively on a company’s
performance for a short period of time, howevelffjrian’s own managerial capabilities will

determine its performance over a long period oétim

1.1.3 Portfolio Performance

One important issue which remains is the ‘bottane’liof the investing process: evaluating the
performance of a portfolio. Evaluating portfoliorfmgmance is important regardless of whether
an individual manages his or her own funds or itsseégdirectly through investment companies.
Investing is a two dimensional process based annetand risk. These two factors are opposite
sides of the same coin, and both must be evaluaiatklligent decisions are to be made. To
evaluate portfolio performance properly, we mustedaine whether the returns are large

enough given the risk involved.

Performance evaluation is concerned with two iss&p determining whether the money
manager, added value by outperforming the estadifienchmark and (2) determining how the
fund manager achieved the calculated return. Deddhd manager achieve the return by market
timing, by buying undervalued stocks, by buying loapitalization stocks by overweighing
specific industries e.t.c. Performance evaluatiequires the determination of whether a fund

manager achieved superior performance by skilick Bruno, S. (1999).



1.2 Statement of the Problem

Early studies of unit trust funds/mutual funds gveloped markets show that unit trusts do not
outperform the market and managers do not haveisudility to consistently beat the market
Sharpe, (1966), Jensen, (1968). Indirectly, theleawie indicates that the market is remarkably

efficient.

Studies in the 80’s however, have discovered that fmanagers are able to outperform the
market. This is in contrast to the general findiraf earlier studies. The study by Ippolito
(1989) on 143 mutual funds in the US over the pkli®65-1984 showed that mutual funds with
high turnover, fees and expenses are able to agherhreturns to offset the high charges.
Recent studies by Grinblatt and Titman (1992), Heéts et al (1993), Goetzmann and
Ibbotson (1994), Malkiel (1995), Gruber (1996) shinat fund managers are able to outperform
the market and the ‘hot-hand’ phenomenon does existe US market. Contrary to the studies
in the US, mutual funds studies in Australia geltyeréind no evidence of persistency in

performance. These studies include Robison (1988)Hallahan (1999). The inconsistency in

the findings between U.S.A. and Australia certalmdgs further investigation.

Several researches have been carried out on irstiéli investors where Mwobobia (2004)

carried out a survey of factors that investment ag@ment companies consider when making
investment decisions, Mugo (1999) studied factbwt institutional investors consider when
making investment in shares quoted at NSE, GitD3p&tudied factors affecting the equity
allocation decisions made by trustees and fund gesaof pension scheme portfolios in Kenya
and Kamanda (2001) carried an empirical evaluatbrequity portfolios held by insurance

companies in Kenya. One of the common conclusidestified from all these researches is that
before any investment decision factors identifiadfinance literature are considered. These
factors range from economic, company, social teegarfactors. Mugo in her research observed
that the relevance of the factors is however diffieras insurance company and fund
management companies consider company factors mgertant while retirement benefit

schemes consider industry factors more relevant.



However, according to Lofthouse (2001), instituibrinvestors should not be thought as
homogeneous groups. Different types of institutiomvestors face different tax regimes,

different regulatory constraints (such as solveratios for insurance companies and minimum
funding requirements for pension funds) and difféteorizons. VanHorne (1997) observes that
different financial instruments have different Ivef risk and in order for them to compete for
funds these instruments must provide differentdgeBecurities have different characteristics in
default risk, marketability, taxability and embeddeptions, which account for the different

levels of risk and hence different expected refarrthe investors.

The investigation of asset allocation decision bydf managers and performance of unit trust
using data on the Kenyan industry is an area of lierited research activity. Jerop, (2007) in
her study focused only on performance of unit &ust Kenya and observed that equity fund
being the most aggressive of the funds have a tiéghcommensurate with high returns. They
are popular among unit trusts investors as theypeciem over 50% of the total unit funds held.
The money market fund represents the less aggeessigstment as they had low returns as well
as low risk. In value terms individual investorsdenya are not significant in the demand for
securities due to generally low per capita income the corresponding low savings ratéorld
Bank (2002).The study therefore intended to assess asset tdloday fund managers and
whether their decision influences the performaricth@se funds. This researcher thus is feeling
that no study has been carried out on the assmta#ibn by fund managers and the financial
performance of unit trusts in Kenya. Therefore seagch gap exists that need to be filled by
doing a thorough survey on the asset allocatiofubgl managers and the financial performance
of unit trusts in Kenya. Traditionally stock holdirmutual funds managers hold stocks that beat
the market portfolios by almost enough to coveirtbgpenses and transaction costs. It's clear
then that mutual fund holding of cash and bondgrésumably to maintain liquidity in the face

of uncertain investor inflows and redemptions.



1.3 Objective of the Study

The overall objective of the study was an evalumtbthe relationship between asset allocation
by fund managers and the financial performancendftrusts in Kenya. The specific objective of

the study however, was to establish whether unidl imanagers in Kenya outperform the market.

1.4 Significance of the Study

The Unit Trust Investors

The study will be useful to the investors as thély kmow whether fund managers add value to
their invested capital. They will establish whethwiit trusts are riskier than the market index.
Do unit trusts exhibit superior performance comgat@ market index as contended by fund
managers or are returns on securities unpredictaidethat shares are priced in a competitive

market.

The Management

The study will be of importance to fund manageresithey can tell the relationship between
risk-adjusted returns and other risk factors. Mniald probably help them know whether they
should possibly spend more time on defining obyestias regards risk and return, explicitly

stating these objectives to the public and formggaportfolios to match these objectives.

The Capital Market Authorities

The study will particularly interest the Capital Mat Authority and the Nairobi Stock
Exchange. They will be in a position to allocatioformed advices to the relevant authorities

and investors.

Scholars and Researchers

The study will form a basis for further researchiie academicians and other interested bodies.
The scholars and researchers who would like totdetwacarry out more studies on unit trusts

will find this study useful as a basis of carrymgf more studies in Kenya



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter defines unit trust as a form of inwesit, compares unit trusts with mutual funds,
discusses the mechanics under which unit trustsatgp@nd reviews the theories guiding this
study. The chapter also reviews some of the engbigtudies that have been carried out both

locally and in other countries.

2.2 Unit Investment Trusts

Basically a unit trust is an arrangement wherelmperty (shares, bonds, real estate) is held on
trust for a large number of investors. It is ca$éid by a deed or indenture regulating the rights,
powers, and duties of the parties to the arrangeiaman, (1987). While the unit trusts, like
mutual funds, issues redeemable securities, ibige+the less different from a mutual fund in
that the entity sponsoring the unit trust nearlyagls creates a secondary market in the Units
sold by the trust, both the sponsor and the trasefit from the creation of secondary market.
The sponsor receives a sales charge on each soitlie the secondary market, often at a higher
rate than that received on units sold in the pryjmmaarket. Unit holders enjoy a trust that does

not have to deplete itself of its assets to meddmgtions.

Unit trusts are attractive investments because tfégr liquidity and diversity at affordable
prices. They allow investors of even moderate méarmsvn an interest in a pool of diversified
securities and, because they issue redeemablatme=;uhey allow investors to liquidate their
investments quickly and avoid many of the marketsgaries, Harman (1987). Unit trusts
provide diversity and liquidity at an affordablest@ompared to mutual funds since it has no
investment advisor to whom it must pay an annualagament fee. Moreover, because the unit
trusts fund has a relatively fixed portfolio, theokerage commissions it incurs are small in
comparison to those of mutual funds, the portfahat often changes. Finally because of its

relatively fixed portfolio the unit trusts fund efls a “Known” return. Conversely, a mutual



fund’s investments return may rise or fall as atds its portfolio or invests additional proceeds

from new shareholders Harman, (1987).

Unit trusts are open-ended; the fund is equitabhddd in to units which vary in price in direct

proportion to the variation in value of the funaist asset value. Each time money is invested,
new units are created to match the prevailing lunting price, each time units are redeemed the
assets sold match the prevailing unit selling pridas ensures there is no supply or demand is
created for units and prices of units remain adtlireflection of the underlying assets. The trust
manager makes profit through the bid-offer spr8dus is the difference between the purchase
price of the units or the offer price and the salkie of the units or the bid price. The trust deed
often gives the manager the right to vary the bfdraspread to reflect market conditions. This

enables the manager to control liquidity Harmaag{).

With the passage of Capital Markets Authority Ammeats Act (2000), which recognizes

Specific Investment Vehicles, and especially mufualls, and unit trusts , more opportunities
for diversification by both institutional and rdtainvestors should emerge Wagacha,
(2001).0Ondigo (2001) observes that the main proldeimg the securities markets in Kenya is
that there are insufficient products to satisfy tlenand for securities and the main concern
should be in developing products that satisfy tlkeenand that exist . The establishment of
collective investment vehicles will be essentialomer to enable as many individual Kenyan

investors as possible to participate in this evotuZimele Asset Management,( 2000).

2.3 Theoretical Evidence

Modern Portfolio Theory (MPT) emphasizes how riskei@e investors can construct portfolios
to optimize or maximize expected return based given level of market risk, emphasizing that
risk is an inherent part of higher reward. Accogdin the theory, it's possible to construct an
"efficient frontier" of optimal portfolios offeringhe maximum possible expected return for a
given level of risk. This theory was pioneered bgriy Markowitz in his paper "Portfolio

Selection,” published in 1952 by tleurnal of FinanceThere are four basic steps involved in
portfolio construction: Security valuation, asselloaation portfolio optimization and

performance measurement. The Black-Litterman mstets with a benchmark portfolio. These
come from the equilibrium expected returns that lalear the market, assuming a given risk

9



model. The equilibrium expected returns (markethietpviews) are the set of expected returns
that would produce the market portfolio if fed irgo optimiser with the specified risk model. In

other words, these are the returns from reversenggattion assuming the market portfolio is

efficient Drobetz, (2001); Jones, Lim, and Zang&@®o07).

Next, these “market-implied” views are combined hwihe investor's private views using
Bayesian mixed-estimation techniques. The Blactetimhan model allows the incorporation of
both absolute views (e.g. a fixed expected rateetafrn) and relative views (e.g. one stock or
sector will outperform another). The relative wagyplaced on an investor’s view will reflect the
confidence that he has in that view. The postefisiribution of expected asset returns given the

recommendation changes are then used as the ompuoritfolio optimization.

The blended views will produce balanced portfoliost are tilted toward the investor's private
views, with the degree of tilt (for a given levdl isk) depending on the investor's relative
confidence in his or her expectations. For detailshe derivation of Black-Litterman, excellent
references include Satchell and Scowcroft (200@)aRd Litterman (2002), and Meucci (2005).
Practical guides to the implementation of the maadegjeneral contexts are presented by Drobetz
(2001) and Idzorek (2004). Extensions of the meol@hore general asset dynamics can be found

in Martellini and Ziemann (2007).

Harry Markowitz laid the foundations of MPT, theegtest contribution of which is the
establishment of a formal risk/return framework filovestment decision-making. By defining
investment risk in quantitative terms, Markowitzvgainvestors a mathematical approach to
asset-selection and portfolio management. MPTm#dd by measures of risk and return that do
not always represent the realities of the investrmearkets. The assumption of an elliptical
distribution is a major practical limitation, besauit is symmetrical. Using the variance (or its
square root, the standard deviation) implies timaettainty about better-than-expected returns is
just as disliked as uncertainty about returns éin@atworse than expected. Furthermore, using the
elliptical distribution to model the pattern of Estment returns makes investment results with
more upside than downside returns appear more tisky arguably they really are, and the
opposite for returns with a predominance of dowaseturns. The result is that using traditional

10



MPT techniques for measuring investment portfolanstruction and evaluation frequently

distorts investment reality, Sortino and SatcH20iq(1).

It has long been recognized that investors typiaddl not view as risky those returns above the
minimum they must earn in order to achieve theiegiment objectives. They believe that risk
has to do with the bad outcomes (i.e., returnsvib@leequired target), not the good outcomes
(i.e., returns in excess of the target) and theg lweigh more heavily than gains. This view has
been noted by researchers in finance, economicpsywhology, including Sharpe (1964).
Markowitz suggests that a model based on the san@nce would be preferable. Recent
advances in portfolio and financial theory, couphth today’s increased electronic computing
power, have overcome these limitations. The resykixpanded risk/return paradigm is known
as Post-Modern Portfolio Theory, or PMPT. Thus, Mi€Tomes nothing more than a special
(symmetrical) case of PMPT, Sortino and Satch€l0(3.

Barbell Theory is a very simple investment allogatwhere your assets are focused on the
extreme ends on the risk spectrum, just like witlagbell, the weight is on the two ends. This
would be much different from a standard (MPT) whiiels become the standard method of asset
allocation in the past 20 years. In other word#)éftwo ends of the barbell represent opposite
ends of the risk spectrum, then you would alloeditef your money between the very safe end
and the very aggressive end. For example, you naiggtate 80% of your money to inflation-
protected treasury securities and 20% of your mooenery aggressive small growth company
stocks, Walnut Hill Advisors LLC.

The “Floor and Upside” Strategy means that, befovesting in any kind of risky portfolio, it
makes sense to build a “floor” of safe cash floveatns for the retirement years. First, define
your baseline consumption, and then project whetthll be during your retirement years. This
gives us baseline income needed for retirementoFat any other guaranteed income sources
you expect, such as social security and/or a penBietermine how much additional money you
will need above those guaranteed sources and maecfal assets, to secure a level of income

that meets those basic needs, Walnut Hill AdvidaE L
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2.3.1 Performance of Unit Trust

Garret and Rex (2000) examined the performance .&f édjuity unit trust that existed in the
period 1978 and 1997.Two types of unit trust wemestdered, one that distributed dividends on
a regular basis, an income unit and one that aclatesu dividends inside the unit, an
accumulation unit. The result shows that the U.Kneyomanagers are unable to outperform the
market when exposure to market, value and sizeigiskken into account. They also found out

that only poor performance persists.

Maiyo, (2007) observed that equity funds beingrtiost aggressive of the funds have a high risk
commensurate with the high returns. These fundslacepopular among the unit trust investors
as they comprise over 50% of all the total unistriunds held. The unit holders in Kenya are
risk averse implying that as the return increasesd@es the risk. The money market fund
representing the less aggressive investments hademrn as well as low risk. In comparison

against the benchmarks the study showed that efyuitis under performed in the NSE-20 share
index, while the money market fund on the otherdchantperformed the 91-day Treasury bill

rates. On a risk-adjusted basis the equity fundsndt outperform the market (NSE-20 Share

Index) demonstrating the diversification effectsadéarge portfolio.

2.4 Asset Allocation and Portfolio Perfor mance.

Reilly and Brown (1997), defines asset allocatisrilee process of deciding how to distribute an
investor’'s wealth among different countries andetstasses for purposes of investment. This
asset allocation is based on investor’s policyest&nt and it contributes to the performance of
an investment. A policy statement includes inveéstagoal/ objectives, constraints, and

investment guidelines. They are developed to deteriine overall investment strategy. It does
not indicate specific securities to purchase andnvihey should be sold; they should provide
guidelines as to the asset classes that shoulchddeded in the portfolio and the relative

proportion of the investor’s fund that should bedsted in each class.

There are two types of asset allocation strateggesely: strategic and tactical asset allocation.
Strategic asset allocation refers to how portfdlimds will be divided given the portfolio

manager’s long-term forecasts of expected retuvasance and covariance Sharpe (1996).
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According to Lofthouse (2001), strategic weightewudd be set based on: capitalisation where all
investors should hold the same risky portfolio, tim@rket portfolio and should vary their holding
of a risk free asset to obtain the risk-return eéraff that they desire; or following the median
manager that is doing what others are doing; orais@ean-variance optimization where an
efficient frontier is calculated and then an e#id portfolio is chosen; or even asset-liability
modelling in this the basic idea is to project #ssets and liabilities of an institution to see how
they might develop in relation to each other urel@umber of different conditions. Many fund
managers are therefore in the position that theyage assets that are intended to meet specific

liabilities.

Tactical asset allocation on the other hand referbsow the funds are to be divided at any
particular moment given the investors short-termedasts. The decision determines what
deviations based on current market valuations shbelmade from the strategic asset allocation

projections, Lofthouse, (2001).

VanHorne, (1997) observes that the process of adleettion allows for the formation of an
efficient set and this allows the investment mandgenvest in those securities that form the
optimal portfolio. Reilly and Brown, (1997) also s#ives that asset allocation decisions
determines to a great extent both the returns laaddlatility of the portfolio. Diversifying by

combining different asset classes in a portfolauees overall portfolio volatility.

Brinson, Singer, and Beebower (1991) showed thd&%of portfolio returns were attributable
exclusively to strategic asset allocation. EIkioq®) also stated that asset allocation, rather than
stock picking or market timing, is by far the masiportant factor that determines the returns
that a portfolio would generate over time. SurgvBhs, and Wimer (1999) devised a simple
model to estimate what percentage of investmentyd explained by performance pertaining
to the magnitude of return, not the variability return. In this model, the fraction of return
explained by policy was devised. They found thaetasllocation on average explains about

95% of investment results.

Dorbetz and Kohler (2002) used the same approaith, erman and Swiss balanced mutual
fund data to show that the correct answer dependh® specific question being asked. They
find that more than 80 percent of the variabilityréturns of a typical fund over time is explained

13



by asset allocation policy, roughly 60 percent loé tvariation among funds is explained by
policy, and more than 130 percent of the returrelles explained, on average, by the policy

return level.

2.5 Investment M anagement

According to Sharpe (1996), investment managementhé process by which money is
managed. It may be active or passive managemeatimydicit or explicit procedures and, is
relatively controlled or uncontrolled. Elton and uBer (1997), observes that passive
management involves holding securities for reldyivieng periods of time with small or
infrequent changes. This implies a well-diversifigattfolio with infrequent trading and market
level risk and return expectations. The concemmnatherefore will be on less risky assets.
Passive portfolio managers act as if the markegladively efficient and for this reason the price
of securities shows their intrinsic value, thereftinere are no mis-priced securities. However,
their decisions are consistent with the acceptaf@®nsensus estimates of risk and return. The
portfolio they hold may be a surrogate for the neaigortfolio known as index fund, or they may
be portfolio tailored to suit clients with differepreferences. The paper will try to understand the
type of investment management practiced in Kenyd &ow this affects the financial

performance of different funds.

According to Elton et al (1995), the simplest cagpassive management is the index fund that
is designed to replicate exactly a well-definedexaf common stock, such as the 20-share
index or S& P 500. The managers of the fund buyhesttare in the index in exactly the
proportion it represents in the index. Although @xaeplication is the simplest technique for
constructing an index fund, many index funds arecoastructed this way. Managers of the fund
must face a series of decisions in designing a.flihdse decisions involve a trade-off between
accuracy in duplicating the index (called trackiegor) and transaction costs .The passive
approach is usually identified with buy and holdattgy. A buy and hold strategy means
purchasing and holding a security to maturity ateraption and then reinvesting cash proceeds

in similar securities.
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Active management on the other hand, accordindtamet al (1995), involves taking a position

different from that which would be held in a passportfolio, based on a forecast about the
future and that the security markets are inefficifihere are two main approaches to active
management: technical analysis and fundamentaysieal.oft house (2001), technical analysts
look at past prices, believing that future trends be deduced from the past, they also look at
the behaviour of various types of market partictpamompany directors and other insiders,
sentiments and contrary opinion, and liquidity Isvelechnical analysts are contrasted with
fundamental analysts, who try to calculate the waderlying value of a stock by analyzing

dividends, growth, interest rates and other factbtanagers of the fund have to decide on the

tools to use, to calculate the true underlying @atistock.

Some of the tools that the managers can use incluaies where these can be done in a number
of ways: Dow theory where the stock’s price is tipatuto reflect everything that will be known
by investors; moving average for markets, stocksiass, etc. for a variety of periods; support
and resistance where managers argue that shardsstsnatc. have psychological support and
resistance levels. The idea is that the market fivill it hard to, for example, rise through a
resistance level but if it does, it can move aheatll a new resistance level is established,;
relative strength which is calculated for a stazksthiow how it has been performing relative to its
sector or to the market as a whole, or for a seelative to the market Lofthouse (2001).

Another tool is the smart money. If the fund mamagannot decide how to invest, then copying
somebody who knows what they are doing seems anmabke tactic. They can achieve this
through insider trading where certain types of pablic information is used by company
directors in connection with a share transacti¢'s. widely believed that insider trading is a
useful guide to forecasting the market’s level. Justification for this is a belief that insidersta
partly in response to general economic factors tmgtact their firms. If they react to such
general information before it's widely known, theyght provide a good guide to the market’s
likely direction. Another tool is the contrarianvastment strategy. This involves going against
the crowd Lofthouse (2001). If the fund manageigehe that the market is inefficient and they
can exploit, then they should make active bets.
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Elton et al (1995) say that active managers caoldssified into three groups: market timers,
sector selectors, and security selectors. Marketr8 change the beta on the portfolio according
to forecasts of how the market will do. They chatiye beta on the overall portfolio either by
changing the beta on the equity portfolio or by dhgount invested in short-term bonds. Security
selection involves search for undervalued secsraied the methods of forming these securities
into optimum portfolios. Sector/ industry selectignlike security selection, except that the unit
of interest is an industry. Managers practicinghis type of analysis will rotate their portfolios
overweighing/ under weighting sectors over timetlasy change forecasts of what sector is
undervalued or overvalued. According to Karanj@0(@ investment objective is one of the most
important factors influencing portfolio choice angsh investment companies. The fund
managers of unit trusts should therefore understh@dbjectives of their investors as this will

help in determining how to invest to ensure effitidiversification.

2.6 Factors Considered by Investors

Key issues revolve around risk and return of ttvestment. However, there are other issues and
factors that have a direct or indirect impact oe tisk and return of an investment. Fund
managers must undertake analysis of macro and rfactors to select assets that are valuable

currently and in the future.

2.6.1 Economic Factors
According to Gitman and Joehnk (2002), investmatiticles are heavily influenced by the state

of the economy and economic events. The overalbpaance of the economy has a significant
bearing on the performance and profitability of doenpany. A study of the economy should not
only give an investor a grasp of the underlyingureatof the economic environment but also
enable them to assess the current state of theoegoand formulate expectations about its
future course. Taxation and government expendiasewell as monetary policies of the

government provide the present and future investoith information of the investment

environment. When the economy is growing, corpoeateings and in turn returns and capital
gains increase Bhalla (1997). Elton et al (199%)gavernment fiscal policy for example taxes
tend to be expansive when it encourages spendihgnwhe government reduces tax and or
increases the size of the budget. Similarly, maggtalicy (money supply and interest rates) is

said to be expansive when money is readily availaiold interest rates are relatively low. The
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fund managers have to understand the governmengtargrand fiscal policies as the impact of
these major forces filters through the system dfettaseveral key dimensions of the economy.
This will help them know which investment vehictelduy and at what time.

Lofthouse (2001) observes that inflation expectati@re formed on the basis of economic
conditions and monetary policy. For example, a geaof government may change the policy
trade-off between growth and inflation. The anttipn or actual changes in the exchange rate
also lead to inflation. Investment vehicles arduifced differently by inflation. Investment
vehicles whose values move with general price teygtocks) have low purchasing power risk
and are most profitable during periods of risingcgs. Those that provide fixed returns have
high purchasing power risk and they are most @blg during periods of low inflation.
Purchasing power risk is the chance that changmice devels (inflation or deflation) will
adversely affect investment return. The managersditierent funds need to understand
inflationary periods for them to know when to shifeir kind of investment. Mwobobia (2004)
observed that investment in stock is influencedebgnomic factors such as inflation and tax
rates, corporate bonds are influenced by the istterates and inflation while tax rate is
unimportant. Government bonds are influenced beredst and inflation rates. While the
economic factors influencing investment in realeésavere interest rates and inflation this is

because investments in real assets are mostlyciaathrough debt capital.

2.6.2 Industry Factors

Investors will want to keep an eye out for specttanpanies that appear well situated to take
advantage of industry conditions. Growing industneovide an avenue for ideal investments
because demand of the firm’s output is anticipéegiow and profitability will be maintained in
the event of increased competition with other indes. The stage of industry growth, the
stability of the growth, the stability of the salesthe industry and the rate at which the industry
is growing are important Elton et al (1995). Wakag1999) observed that retirement benefit
schemes and fund management companies considersfattplay in the industry than in the
company or in economic environment. They consideality of management, change in
investment trends, and safety of the principal tedpnet profit margin and company growth in

sales. Specific industry factors enhance a companiprmance. In understanding the industry
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the managers will actually know whether to changeta@'s or securities in order to increase the

real worth of their companies.

2.6.3 Company Factors

Specific market and economic environment impactstpely and negatively on a company’s
performance for a short period of time, howeverirans own managerial capabilities will
determine its performance over a long period ottiRatio analysis highlights the direction the
company is taking and its financial position. Ttegune of the company involves factors such as
marketing influences, future company earning irmgeif quantity and quality, market share,
growth in sales and stability of sales, Gitman doehnk (2002). This therefore calls for careful
scrutiny of the company’s reports of account ineortb get any information about the nature of
any company that might help in making a viable siea. Gitman and Joehnk (2002), argue that
the firms operating characteristics influence opegaefficiency and earnings of the company.
Quality Management is important to investment sasca maintaining a competitive position of
the company and to successfully run its affairgptoduce profits. There is a need for fund
managers to analyze the companies that they wishvest in and in particular the quality of
management, this will ensure that customers’ fuads not committed to projects or even
companies that will not do well. Wakaguyu (1999%@tved that, insurance companies consider
company factors more important than any other factéhey consider changes in share prices,
safety of the principal capital, amount of capit&turn in equity, amount of debt, changes in

investment trends and operating efficiency

2.6. 4. General Factors

Investment should be evaluated from a risk- reperspective. Markowitz (1959) observed that
creation of an optimum investment portfolio is sohply a matter of combining a lot of unique
individual securities that have desirable risk-netaharacteristics. The goal is to diversify or to
invest in various assets to avoid failure. Divecsifion helps to spread the portfolio and reduce
risk. Markowitz set out a way of diversifying satifor any degree of risk, the investor got the
best return possible or alternatively, for any methore the lowest risk. Reducing total risk will
increase expected cash flow thereby increasingdhe of the firm. There is a need therefore to
understand how securities are combined in ordenitomize the risk of the unit holders and

increase their value.
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Total risk can be divided into systematic and utesysitic components. Systematic risk is the
variability of return on stocks or portfolios assted with changes in return on the market as a
whole. It's due to risk factors that affect the mlemarket, such as changes in the nation’s
economy or, tax reforms. They affect securitiesrale@nd consequently, cannot be diversified
away. On the other hand, unsystematic risk is Hreaility of return on stocks or portfolios not
explained by general market movements. It is unigua particular company or industry. It is
independent of economic, political and other fexttirat affect all securities in a systematic
manner. By diversification this kind of risk can teeluced or even eliminated if diversification is
efficient Van Horne (1997). In understanding fasttinat influence the different securities the
fund managers will know how to diversify their gotios.

Return on the other hand is a key variable in tivestment. It allows us to compare the actual or
expected gains of various investments with theléeweé return we need. The level of return
achieved or expected from an investment depends weriety of factors. The key factors are
internal characteristics and external forces. frdkbcharacteristics include characteristics such as
the type of investment vehicle, the quality of ngaraent, and how the investment is financed
and the customer base of the issuer. External radtelude wars, political and international
events. Components of return come from periodiargays, such as dividends or interest and
appreciation in value, the gain from selling anestyent vehicle for more than its original
purchase price. These two sources are called ¢unmesme and capital gains or losses Gitman
and Joehnk, (2002).0monyo, (2003) observed thlatamsl return are the key considerations in
investment practices of pension fund managers inygeAccording to Gitman and Joehnk,
(2002) the level of return achieved depends onstment factors, the managers therefore need
to understand these factors for them to make fete@n expected returns of different companies

and investment vehicles.

According to Lofthouse (2001), this is the abilitf/assets to be converted into cash immediately
at full market value in any quantities without makiany price concessions. Some assets are
more liquid than others. This can be assesseddygitte of the issue. For example, the smaller
the issue in the case of bonds the greater themetiten yields. Fund managers must put the
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issue of liquidity into consideration, as their @stors might want to redeem their issues.
According to the analysts, what you would expeatrfithe performance of a unit trust relative to
the market is that they should outperform the matkeough diversification, if they have
competent fund managers. This means that in timbk&gb performance, the unit trust funds will
slightly lag behind in comparison to the market {la¢ relevant benchmarks). Equally, in times
of market downturn as being experienced today, widynot come down as significantly as the
market does (Daily Nation Pg 8 dd 26, 2009 Invesitine

This normally tends to cushion an investor fromsticamarket downturns relative to the markets
and possible high performance in times of goodrnstiWWhen you average out over a relatively
long-term perspective, you can post some decensgaitheir investments. The market declined
between January and December 2008 by about 32npeas a result investments in the unit
trust declined by between 18 percent and 30 pertfeanything, during times of indiscriminate
and systematic market falls like now, it is difficuf not impossible, for any manager to deliver
positive returns on an equity fund as all sharessacall counters fall at the same time. It iseuit
difficult to completely insulate them from the oa#performance of the markets, since they are
also subject to their cyclical movements (Daily iNatPg 8 dd 26, 2009 Investment). This paper
therefore seeks to establish how the fund managerormed over a period of five years
between 2005 and 2009.

2.7 Empirical Review

Financial times (2000) present comparative dat&@olarge pool schemes in Kenya, Europe and
USA. The data revealed that in Kenya, 50.2% offtime is invested in real estate compared to
7.0% in Europe. Equity only formed 11.8% of thedun Kenya compared to 34.2% and 53.1%
in Europe and USA respectively. Bonds and billktap 16.3% of the Kenyan fund while they
took up 12.6% and 22.7% of the European and Ameritands respectively. Offshore
investments only formed 5.5% of the Kenyan fund parad to 26.5% and 11.1% of the
European and USA funds respectively. The fund marsalgave a good reason for making such
investment decision. The different proportions e tifferent countries could be due to the
different factors in these countries. This study thierefore try to look at performance of equity
based portfolios.
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Moon and Bates (June 1992) found that Maxwell Compation Corporation (MCC) will be
reasonably profitable though heavily indebted afterdertaking straightforward financial
analysis. This will be after media speculation d@bfraudulent transactions and accounting
deficiencies. The implication being that, unsusipgcshareholders were losing through no fault
of their own, as it would not have been possibleliem to predict any potential business failure
from the given published accounting informationeyttoncluded that all the information about
the financial stability of MCC will be in the audd accounts, if the investors had bothered to
analyze the accounts. Most times, financial statésndo not disguise the true financial position
of a company. Fundamental analysis involves intdapalysis of the firm’s financial statements,
which form the basis of investment decisions aretehis a need therefore to know whether

financial position of a firm can be clearly dedudexin the financial statements.

Fowler, Ross et al, (Oct 2007) found that for wnists available to New Zealand investors, asset
allocation can explain a significant amount of thiiéerences in return across time and between
trusts. Across time, asset allocation accountsafout 80% of the variation in actual return.
Between trusts, asset allocation explains about @%he variation in returns. From either
perspective the choice of asset allocation is gmomant factor in explaining returns. Investors
expect active managers to provide returns thateskpassive returns, after fees and expenses.
Their results suggest that New Zealand investoghibe better off with passive trusts as active
managers contribute little after deducting theiesfeand transaction costs. This paper will
determine whether asset allocation by the fund gensan Kenya determine the performance of

these funds.

Mugo (1999) observed that factors identified inafige literature are considered in investment
decision by institutional investors at the NSE. Hoer, the relevance of the factors is different
as insurance companies and fund management corspaaiesider company factors more
important while Retirement Benefits Schemes comsitttustry factors more relevant. However
institutional investors should not be looked athasnogeneous and therefore these findings

cannot be generalized for Collective Investmentcfuts.
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Mwobobia (2004) concluded that factors that investtrmanagement companies consider across
the board of investment instruments from the mogiartant to the least are risk, return, and
growth of capital, diversification, income stahjlitand liquidity. The factors range from
economic, company, social and geographical. Siiyjlathe factors influence investment
instruments differently, for example, factors likeflation influence investment in government
bonds more than it does in corporate bonds andkstddowever, investment management
companies differ from unit trusts in the sense fialy are closed-ended where the money

invested is not changed for long periods.

Unit trusts on the other hand are open-ended asnangan buy units for cancellation or
liquidation by the managers. The study thereforekseto identify these factors that fund
managers consider in asset allocation decisiortgplarly the unit trusts, as the two cannot be
generalized. Omonyo, (2003) observed that risk egtdrn are the key considerations in
investment practices of Pension Fund Managers iny&eCurrent income is not their fund
objective; however, the most predominant objectwd be capital preservation. Pension
schemes also differ from collective investment sobe as they have a minimum funding
requirement and they are established to investsftodneet pension liabilities. That is they are
invested with the expectation that they will befisignt to pay pension entitlements when these

are due.

2.8 Conclusion

Most surveyed results indicates that on averageages of unit trusts have not been able to
forecast share prices accurately enough to outmerfa simple buy and hold policy.
Additionally, there was, however, evidence of statally significant inferior performance.
These results hold even when management expenseadded back. The major finding as
regards to the beta values was that none of thetusis examined provided volatility greater
than that of the market. This is most likely be@ausit trusts invariably tend to invest in a wide
spread of shares, and because they keep muchiofuhéds in cash especially when the stock

market is depressed.
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For instance a study by Daniel (1997) which lookédharacteristics based benchmark that is
designed to measure whether mutual funds pick stalet outperform simple mechanical
strategy. The evidence presented in this paperestgghat the average mutual fund does, in
fact, succeed, along this allocation dimension. elwv the amount by which it beats the
mechanical strategy is fairly small and is apprately equal to the average management fee.
Aggressive growth strategy funds which exhibit thighest performance, probably also

generate the largest costs.

The is that no study therefore that has been choug on the asset allocation by fund managers
and the performance of unit trusts in Kenya. Theeefa research gap exists that need to be
filled by doing a thorough survey on the assetcallmn by fund managers and the performance
of unit trusts in Kenya. Traditionally stock holdinmutual funds managers hold stocks that
beat the market portfolios by almost enough to coleir expenses and transaction costs. It's
clear then that mutual fund holding of cash anddsprs presumably to maintain liquidity in the

face of uncertain investor inflows and redemptions.
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CHAPTER THREE

RESEARCH METHODOL OGY

3.1 Introduction

The chapter presents the methodology that will seduto carry out this research. Research
methodology is defined as an operational framewuatkin which the facts are placed so that
their meaning is seen more clearly. The methodolofyhis research includes the research
design, population to be studied and the samplingteg)y, the data collection process, the
instrument to be used for gathering data, and hata @ill be analyzed. Data to be collected was
for the period 2005 to 20009.

3.2 Resear ch Design

The study used the descriptive survey researchgmlesiving to its capability to address the
objective of the study. Travers (1969) states siateys are conducted to establish the nature of
the existing situation or condition. According tol#8on (2002), the research design portrays an
accurate profile of persons, events, or situatidries method will enable the researcher to
collect a large amount of data. The survey desigs ehosen because it provided a means to
contextually interpret and understand performaniceinat trusts in Kenya compared to asset

allocation and unit trust performance.

3.3 Population and Sampling

There are twenty six approved collective investnsehiemes in Kenya, (Kenya Gazette dd
April, 2009). Given the objective as explained ieasithe unit trusts selected for this study
consisted of equity-based funds that deal withkstd@aded in Kenya. This restriction limited the
number of funds available for evaluation, but pded a well-focused comparison of funds that
are popular among investors. There are seven irbauthat deal with equity fund and random
sampling was used. A simple random sample is obddy choosing elementary units in search
a way that each unit in the population has an echahce of being selected. A simple random

sample is free from sampling bias, Salant and &ifi(1994).

24



3.4 Data Collection

The researcher utilized secondary data. Data olorpgance of unit trusts including net asset
value and dividend paid by unit trusts was collécteom offices of respective unit trusts
schemes. Data on estimate of dividend receivechemtarket portfolio, and the 20 share index
was collected from the Nairobi Stock Exchange. Data market interest rates, interbank
allocation rates and free rates was collected fileenCentral Bank of Kenya. The NSE 20 share
index was used in estimating the performance ofiatust performance. The index is calculated
using equities of 20 companies; this clearly inthsahe need to restrict the study to unit trust
that invests only in shares. Data on asset allmcatias collected from the annual reports for the
period 2005-20009.

3.5 Data Analysis

In this study, the researcher was used Jensemdasthperformance measure since the main aim
of the study was to get an absolute measure objeance. The formula to compute the

performance of unit trust, market index and rigefreturns was as follows:

NAV.; + D,
Rj,t = log, W ()
I
Rm,t = ]'Oge[_t (2>
-1
1+R
Rfm,t 10ge ( 12 f,t> (3>

Where:

*R;=monthly continuously compounded rate of returthefith unit trust during month
*NAV j:=net asset value for unit trysat the end of month

*D ;=dividend per unit paid by unit trusturing month;

*R t =estimated monthly continuously compounded ratetfrn on market portfolian for
montht;

| (=level of the Market interest rate index at the ehthontht;

*R¢= inter bank allocation rate for one month (quategearly rate); and
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*R = Inter Bank allocation Rate for one month (quatethonthly rate).

Jensen (1968) shows that the capital asset prinmdel (CAPM) holds for any arbitrary length
of time as long as the returns are expressed mstef the proper compounding length of
interval. Jensen asserts that the natural logariftorm of return provides a very good

approximate for calculating returns.

Consequently, in an effort to avoid huge fluctuasion prices that might distort our data, we
employed the compounded rate of return. Equatithso((3) were used to calculate the rates of
return based on a continuous compounding methddwhsa adopted by Jensen (1968). Jensen
further suggests that loading charges could beuded from the calculation of the funds’ rates
of return when conducting an evaluation of the ¢asting ability of fund managers. In addition,
we omitted the dividend vyield of the market poitfofrom our analysis, since, as mentioned
earlier, Sharpe and Cooper (1972) suggest thatatue of betas would not change significantly.
The compounded rate of return on the market paotf&, ; was then be compared with the NSE

20 share index for that month.
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CHAPTER FOUR

DATA ANALYSISAND FINDINGS

4.1 Introduction
This chapter presents analysis and findings ofrédsearch. The findings are represented in

tables. The financial information analysed comptise5 years from the year 2005 to 2009. This
information was collected from seven unit trustsesnes (see appendix 1) as well as the NSE.

4.2 Unit Trust Returns.
This section provides an analysis of returns givgninit trusts under study. The data reflects

data gathered over period of five years for seventrusts. The findings are summarized in
table 1

Table 1: Unit Trust Return (%)

Minimum Maximum Mean SD
2005 3.12 138.45 57.097 198.5314
2006 6.88 183.84 78.049 257.1934
2007 3.75 141.91 81.688 200.1628
2008 2.58 122.83 64.342 180.234
2009 3.12 153.23 75.627 200.091

Source: NSE

Table 1 provides the return of unit trusts overftie year period. Looking at the average values,
we can be able to see that unit trust increaseetimns from 57.097% in year 2005 to 78.049%
in the year 2006. The returns increased furthé&1t688% in 2007 before the returns reduced to
64.342% in the year 2008. However, the growth resemed in the year 2009, where the returns
increased to 75.627%.
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4.3 Unit Trust Returnsin Comparison with Market Returns

This part compares the returns of unit trusts ustiesty with that of the Nairobi Stock Exchange

20 share index. The results are tabulated in table

Table 2: Comparison with the Market

Unit trust return Market Return
Min | Max Mean | S.D Growth Min Max Mean S.D Growth

rate rate

2005| 3.12| 138.45| 57.10| 198.53 3094.38 3982| 3648.20| 8066.02

2006| 6.88| 183.84| 78.05| 257.19| 37%| 4025.21] 5645.65 4597.57| 11043.69 26%

2007 | 3.75| 141.91| 81.69| 200.17 5% 4971.04| 5774.27| 5259.63| 12021.53 14%

2008| 2.58| 122.83| 64.34| 180.23| -21%| 3341.47| 5336.03] 4522.71| 10381.16| -14%

2009 | 3.12| 153.23] 75.63| 200.09| 18%| 2474.75] 3294.56| 3027.31| 6416.83| -33%

Source: NSE

The table above shows unit trust performance ag#iesmarket portfolio. The mean value for
unit trust ranges from a low of 57.097% in the y2@®5 to a high of 81.688% in the year 2009.

Statistically there is a huge variance betweenntiemum and maximum return of unit trusts

given their rate of return and this is confirmedthg large values of standard deviation.

For the market return measured by the Nairobi Stexghange 20 share index can be seen to

oscillate between a low of 3027.31 points in thary2009 to a high of 5259.629 at the end year
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2007. The minimum and maximum return for the stotkrket was highest in the year 2007

illustrated by the standard deviation.

The returns of unit trusts was 37% in the year 20@% slowed down to a growth rate of 5%
before slumping to a negative growth rate of 21%owever, in 2009 unit trust return to a
growth pattern of 18%. For the stock market, tharrs were on an upward growth rate in the
year 2006 and 2007. However, the stock marketmetiumped in the year 2008 and even further
in the year 2009 by up to 33%. These can be at&ibto the reduced confidence in the bourse
by investors following post election violence in0Z02008. This clearly indicates that the unit

trust returns outperformed the market.

4.4 Unit Trusts Returnsin Comparison with Asset Allocation
To answer this total return for each trust andkbechmark were computed. The trust returns

(dependent variable) were regressed against teachmark returns (explanatory variables) and

the results are illustrated in table 3.

Table 3: Comparison with Asset Allocation

Name Of Unit Fund R*
(Calculated)

Old Mutual Equity Fund 0.308

British American Equity 0.327

Fund

Commercial Bank Of Africa | 0.19

Equity Fund

Suntra Equity Fund 0.0083

ICEA Equity Fund 0.055

Standard Equity Growth Fund0.0079

Dyer And Blair Equity Fund | 0.0098

Source: NSE
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The research found that for Equity Based Fundtmmsts available to Kenyan investors, asset
allocation can explain a significant amount of diféerence in returns across time and hence a
primary determinant of return performance for thiessts. British American Equity Fund had
the highest return of 32.7% followed by Old Mut&agjuity Fund with 30.8%. Dyer & Blair,
Suntra and Standard Equity Growth Fund took thethaiee positions with less than one per cent

each.

45T Test Statistics
This section provides a statistical view of thalfilgs, where the t-test statistic is used to give

significance to the results. This is illustratedable 4

Table4: T Test Statistics

Unit trusts Stock market
Mean 4211.084 71.3606
Variance 766020.3 105.5758
Observations 5 5
Pearson Correlation 0.394888
Hypothesized Mean Difference 0
df 4
t Stat 10.62499
P(T<=t) one-tail 0.00022p
P(T<=t) two-tail 0.000444

Source: NSE

The Two-Sample t-Test analysis test for equalitytteg population means underlying each

sample. The three tools employ different assumptitimat the population variances are equal,
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that the population variances are not equal, aatlttte two samples represent before treatment
and after treatment observations on the same gabjét addition the Pearson correlation
provides a basis to show that there is a significalation between stock market returns and that
of unit trusts. The t statistic was used to detaemwhether the returns of the market differed
statistically with that of unit trusts. We can dbat for either one tail test, the significance is
0.000222 and for two tail test, the significanc®.i800444, which is low than our threshold of
0.05 hence we agree with our null hypothesis that returns of the market do not differ

statistically with that of unit trusts.

4.6 Regression Statistic
Regression tests carried out are illustrated irtdbée 5

Table5: Regression Statistic

Multiple R 0.394887628
R Square 0.155936239
Adjusted R Square| -0.125418348
Standard Error 928.4898021
Observations 5
ANOVA

df SS MS F Significance
Regression 1 477801.3| 477801.3] 0.554234 0.510605
Residual 3 2586280 862093.3
Total 4 3064081

Coefficients | Standard Error t Stat P-value LowePko

Intercept 1810.75889p 3250.84| 0.557013| 0.616376 -8534.86
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Unit trust return 33.63655726 45.18195| 0.744469 0.510605 -110.153

Source: NSE

From the regression statistic, the coefficient etiedmination (R square) measures the proportion
of variability in a data set that is accountedlfgra statistical model. In this case it can be seen
that there is strong relationship between the nstwf unit trusts and that of the market. In this

case we can see that 15.6% of the market retudetésmined by that of unit trusts.

From the sum of squares, we can see that regressdel (477801.3) is lower than the residual
value of (2586280) which implies that there areeotfactors that determine the returns of the
market other than regressing the return of unst&rand that of the market. The coefficients

provide numerical figures that could be used toreste the returns of the market.

4.7 Jensen Index
The main index used in this study to carry outstest unit trusts returns is illustrated in table 6

below.

Table6: Jensen Index on Unit Trust Return

Year Beta Jensen alpha Adjusted Jensen dlpha
2005 0.48 0.00339 0.00145

2006 0.63 0.00087 0.00065

2007 0.67 0.0067 0.00082

2008 0.53 -0.0236 0.00981

2009 0.69 -0.0053 0.0101

Overall 0.662 0.00432 0.00327

Market returns 1 0 0

% of funds >market 34.35% 36.54%
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Source: NSE

Beta represents the level of portfolio risk, whildjusted Jensen alpha is simply a ratio of Jensen

alpha over systematic risk. Jensen alpha was deim#he methodology chapter.

The beta value for unit trust ranges from a low0@f8 during the year 2005 to a high of 0.69
during the year 2009. The complete data sample sladweta value of 0.662. We can see that the
Jensen generally indicates positive returns tostors in unit trusts with the exception of two
years that is 2008 and 2009.

For the overall data, it can be seen that 34.35%teofunds perform better than the market in
terms of Jensen's alpha and 36.54% in terms o&dnested Jensen alpha. This confirms that

more than one third of unit trusts performed bdtian the market.
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CHAPTER FIVE

SUMMARY OF FINDINGS, CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction
From the analysis and data collected the foregoitigcussions, conclusions and

recommendations were made. The response was basled objectives of the study.

5.2 Summary of Findings
The objective of the study was to evaluate the tasBecation by fund managers and the

financial performance of unit trusts in Kenya.

The study found out that there was a differencevéen the performance of unit trusts and the
market. This is illustrated especially in the ye@09, where the stock market slumped in its
performance while that of the unit trusts improvadits returns by 18% as compared to the
previous years. However, in the year 2006 and 220/ returns from the stock market and the
unit trust recorded an upward trend while in 208&h were affected by external factors namely
the post-election violence to record a downwarddri performance. The research also found
that for equity based unit trusts available to Kemynvestors, asset allocation can explain a
significant amount of the difference in returnsaasr time and hence a primary determinant of

return performance for these trusts.

Carrying out t-test statistic our null hypothesisswaccepted since even though, unit trust
recorded a better performance than the stock marketould be able to see that the results were
not statistically significant given the low level§ significance for both one tailed and two tailed
tests. By carrying out regression tests, it wassipdes to confirm the relationship between unit
trust return and that of the market where it wastbout that the two have a strong relationship.
However, the regression analysis could not be es@tusively since it was found out to be
much lower than the residual figures hence configrthat stock market returns were affected to
a large extent by other factors other than ungtsu

Jensen index was carried out to confirm the retafrie stock market by removing fluctuations

that might distort the data used. Both the Jenj@maand adjusted alpha confirmed the positive
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returns from unit trust in the four out of five ysaunder study. It was also possible to get the

percentage by which unit trust returns were highan that of the market namely by 34.35%.

5.3 Conclusion
Given the desire of investors to seek out diveraifon in their asset portfolios and considering

the performance of the stock markets, many invesbawve sought to diversify their holdings

further by investing in unit trusts. Unit trusteattractive mainly because of the minimum risk
involved as well mutual funds are professionallynaged. These funds are invested in shares,
bonds and real estates. Fund managers are paadtfoe management and they have claimed to

offer better returns than that offered by a mapatfolio.

This study employed several ways of comparing wogts return with that of the stock market.
The measures included: raw return, market adjustégin, Jensen's alpha, adjusted Jensen's
alpha, regression tests and t-test statistic. Whss analyzed from the year 2005 to year 2009. It
should also be noted that this period consistsanfous sub periods with different economic
conditions. In the beginning it was a period ofthgyowth and very bullish stock market (2005-
2007). Then the country experiences a severe fiabasis in the year 2008 following the post
election violence. This is then followed by recovgears of 2009 and onwards. Because of the
different short-term characteristics of the ecormsiiuation, our results may have been strongly
influenced by the severe financial crisis. Hencéreame caution needs to be exercised in
interpreting the results.

The findings show that unit trusts have performedl wver the period of study. In most of the
instances, the market trail behind the performaateunit trusts. The fact that unit trust
outperform the market can be attributed to the tlaat fund managers could be in a position to
predict stock prices based on several fundamergebhes such as initial dividend yields,

market capitalization, price earnings ratios, andgpto book value ratios.

This implies that fund managers may have accesnoogh private information to offset their
expenses. These results are consistent with thenntitat mutual funds are efficient in their

trading and information gathering activities.
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5.4 Limitations of the Study
Care must be taken to generalize the results sfstioidy as there were some limitations. The use

of regression analysis assumes that there is amas®n of linearity with the various models,
the observations are independent of each otherpgeneity of variances exist which may not be

the case.

It is also within the period of study (2005-2008at elections were held and this may have an
impact on the performance particularly that of sesarThe post election violence that locked
many parts of the country (2007/2008) caused ardeah the performance of the market. The
findings may therefore be compromised.

Most of the unit trusts firms have not been in apens for long and this limit the period of the

study. Some have just been in operation for twasyesile the oldest unit trust is ten years.

5.5 Recommendation for Further Sudy
The current research focused on the unit trustemyld. This excludes other industries, and

future studies should consider returns in otheustides such as returns in the insurance sector,
pension funds and other institutional investorguFaistudy can be done including variable such
as diversification level, number of holdings, ediaralevel etc. Do these variables influence the

performance of unit trust funds or these other stides?

The research also investigated the performanckeofibit trusts that invest in shares, excluding
those that invest in bonds and real estates. Aarelseshould be done for those that invest in
bonds and real estate and a comparison done tobafeer information to the stakeholders in the
Capital Market Authority and NSE.

One may also be interested to know the kind oftegfas used by fund managers in asset
allocation decisions that will make them experierstgerior performance though not very
significant. It is worthy to note that the expensesirred by fund managers reduce the dividends

paid to unit trusts holders.
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APPENDIX 1
EQUITY BASED FUNDS AND SCHEMES

OLD MUTUAL EQUITY FUND

BRITISH AMERICAN EQUITY FUND
COMMERCIAL BANK OF AFRICA EQUITY FUND
SUNTRA EQUITY FUND

ICEA EQUITY FUND

STANDARD EQUITY GROWTH FUND

DYER AND BLAIR EQUITY FUND
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