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ABSTRACT

The relationship between asset allocation and &ihperformance of pension funds is
critical in determining whether asset allocatiorss selected by Trustees of pension
schemes is critical in increasing pensioners’ vireait Kenya. Given that the primary
reason for the establishment of pension schemtsa#ieviate old age poverty for their
members, it is paramount that the pension funds\ested in manner that is consistent
with the spirit of increased performance of theduwhere is this not done proactively
then, as might be expected, value of the pensindsfwill decrease, leaving its members
worse off than if they had benefited from their trdoutions now rather than in the future.
However, as the regulator, RBA is concerned witlethr trustees have developed an
Investment Policy (IP) and adhere to it. Therehsréfore a gap when it comes to

evaluating the effectiveness of those IPs in irgirgawealth.

The study adopted a descriptive survey and utilzedmple of 245 schemes that drawn
from a population of 1214 schemes in Kenya. Thepsanmcluded only those schemes
that invested in segregated funds, were in existénrcat least 7 years, have consistently
used fund manager over the period of the studyhaidda fund value of at least Ksh. 100
Million as at the end of 2011 was used and the datdyzed. The secondary data on
pension schemes asset allocation and returns wasneth from Retirement Benefits
Authority was analyzed using descriptive statistitbe quantitative obtained data was
analyzed in two stages. First, the R-Square (Gaefft of Determination) was calculated
in order to explain how much of the variabilityfohd returns can be caused or explained
by asset allocation. The purpose of this stagetwasrroborate the findings by Nguthu
(2009), who in his study showed that asset allooationly explained 37% of pension
fund performance in Kenya. The second stage ofattaysis was to determine the
relative importance of each asset class to theatiierancial performance of the fund. A
paired sample T-Test was used for this analysis.

The findings of the study were that asset allocaBaplains 28% of the variability of
fund returns. The remaining 72% is explained byebtactors such as asset class timing,

security selections and manager selection. Futtherstudy established that of all the
X



asset classes permitted by the Retirement Ben&fithority (RBA), investments in
equities was relatively more important than invesits in fixed deposits in determining

the overall performance of the pension funds.

The study recommends that the retirement benedfitsrses should be less regulated by
relaxing the rule for strict adherence to the itwesnt policies. In addition, RBA should
revise the policy and allow fund managers shoulflilg exercise active management of
the funds without strictly adhering to the inveshinguidelines provided by RBA, but
only use them as a guide. This is because the alésedtion in Kenya account for only
28% of the fund performance. If this is achievadhd managers should focus more
attention on investments in equities as opposéated deposits. This is supported by the
second stage of the analysis which found that tnvesst in cash was relatively more
important than investment in fixed deposits in tHetermination of the overall

performance of the pension funds.

Xi



CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

The growing importance of pension funds has boo#itedneed for methodologically
sound principles for asset allocation (Swietanovii®89). This is because pension funds
are a major source of retirement income for margpfgeworldwide. Additionally, with
the move from funded Defined Benefit schemes t@tasacked Defined Contribution
schemes, there is an increased need to measumgrpanice of the assets held by the
schemes. Trustees (the legal owners of the scharmae)equired to develop Investment
Plans (IPs), which are basically a strategy on dtrategic asset allocation for their
schemes. Trustees do this in consultation with stment advisors. The investment
advisors provide the technical input and the testeatify the IPs. The IPs are given to
fund managers for implementation. The fund managefsmit quarterly returns to

trustees on the performance of the portfolio.

The asset allocation strategies adopted by trusteEgnya should, in general, comply
with the guide provided by the Retirement BeneAitghority (RBA) and entrenched in
the Retirement Benefits Act. In addition, the spedPs need to be proactively managed
in order to maximize members’ wealth by taking adege of favourable market
conditions while minimizing on wealth erosion anmgi from adverse economic
conditions. Trustees should devote adequate tirdaesources in ensuring that the asset
allocation strategy adopted by pension funds irsegeerformance. This is because of the
very fact that pension funds are recorded at thmgirket or fair values. This therefore
means that an asset allocation strategy that dutdead to improved performance will be
evident from the drop in fund values and as sufikatepoorly on the performance of the

trustees.



This study looks- closely at the pension industrjKenya and the relationship between

asset allocation and the financial performancéefgension schemes.

1.1.1 Asset Allocation

Reilly and Brown (1997), define asset allocationtlas process of deciding how to
distribute an investor’'s wealth among different winieés and asset classes for purposes of
investment. An asset class is comprised of seearifhat have similar characteristics,
attributes, and risk/return relationships. A braesset class, such as “bonds,” can be
divided into smaller asset classes, such as Tregdsurds, corporate bonds, and high-
yield bonds. This asset allocation is based on stors policy statement and it
contributes to the performance of an investmentsefAsllocation is based on the
following decisions: what asset classes to condmleinvestment, what normal or policy
weights to assign to each eligible class, detemygitihe allowable allocation ranges based
on policy weights and what specific securities tochase for the portfolio. However
85% - 95% of the overall investment return is daethte first two decisions, not the

selection of individual investments.

There are two types of asset allocation strategagsely: strategic and tactical asset
allocation. Strategic asset allocation refers tar Iportfolio funds will be divided given
the portfolio manager’s long term forecasts of etpé returns, variance and covariance,
(Sharpe 1996). It involves the asset managers idgcah the asset classes as well as the
specific securities with superior performance iveist 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 detersnwhat deviations based on current
market valuations should be made from the stratexgiset allocation projections
(Lofthouse 2001). Reilly et al. (2007) further eadpl that in this strategy, a fund manager
attempts to produce active value-added returnslysdbeough allocation decisions.
Specifically, instead of trying to pick superiordimidual securities, tactical asset
allocation managers adjust their asset class exgosiased on perceived changes in the

relative valuations of those classes.



VanHorne (1997) observes that the process of alleeaition allows for the formation of
an efficient set and this allows the investment aggn to invest in those securities that
form the optimal portfolio. Reilly and Brown (199dlso observe that the asset allocation
decisions determine to a great extent both themetand the volatility of the portfolio.
Diversifying by combining different asset classesiportfolio reduces overall portfolio

volatility.

1.1.2 Pension Fund Performance

Hinz, et al. (2010) in their book observed thateii980s, the structure of arrangements
to produce retirement income has gradually movenh fdefined benefit (DB) systems to
various types of arrangements in which the prowisid pensions is backed by assets,
either in individual accounts or in collective sotes. This change has been motivated
principally by governments seeking to lessen tieali impact of aging populations and
to diversify the sources of retirement income. Thayher suggest that one of the key
results is that many pension systems are now irptbeess of becoming asset backed.
This has increasingly linked retirement incomesthe performance of these assets,
resulting in participants being exposed to the taggies of investment markets to
determine the level of benefits that they will métely receive.

In general the purpose of measuring portfolio performanceoisdétermine whether
portfolio managers add value with respect to p&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 differpehsion schemes have had performance

similar to their benchmarks (Walker and Iglesias@0

Walker et al. (2010) further explain that in sitoas where financial markets do not

exhibit strong form EMH characteristics, fund maeagcan add value. The performance



can be measured by assessing the degree to whchnianagers have been able to

deliver investment returns that are commensurate thve risk level assumed.

1.1.3 Relationship Between Asset Allocation and Pension Fund Performance

Blake, Lehmann and Timmermann (1998) in their nesean the importance of the
strategic asset allocation decision on pension fagrformance in the United Kingdom
(UK) demonstrated that 96 percent of the total ateon in monthly portfolio returns
could be explained by the normal asset class hggdatross funds on average. In fact,
normal asset class holdings explained more th&roh#ie variability in portfolio returns

for the fund with the smallest contribution to metwariability from this component.

Brinson, Hood, and Beebower (1986) put the aggeefyattion of total of pension fund
performance variation attributable to the strateggset allocation at 93.6 percent and
concluded that "investment policy (that is, theattgic asset allocation) dominates
investment strategy (market timing and securitec#n)”, a finding that has lead others,
such as Bogle (1994), to conclude that the "94%régsuggests that long-term fund
investors might profit by concentrating more on théocation of their investments
between stock and bond funds and less on the questiwhich particular stock and
bond fund to hold.” In other words, the practitiodiéerature has come to view the
comparative statistical importance of strategiceasdlocation performance as direct

evidence of the central economic role of this deais

1.1.4 Pension Industryin Kenya

Pension (Retirement Benefit) schemes the world emdrespecially in Kenya have been

necessitated by the need to reduce old age poverenya, the setting up of pension

schemes by employers (Occupational Pension Schensesyoluntary but once

established, all pension schemes are regulatedB#y & stipulated by the Retirement

Benefits Act. In such schemes, contributions aréertay both the employer (who is the

sponsor of the scheme) and the employees (whoharenembers of the scheme) in
4



proportions determined by the employer and varynfrane employer to another. The
contributions are set aside and invested and é&xsected, logically, that the level of
investment returns generated should outweigh tlsscof inflation over the years in
order to maintain or improve the employees’ staddafr living upon retirement. It is
statutory for all schemes to be established undeirravocable trust and managed by
appointed trustees. As per the Retirement BenAfits trustees are required develop an
IP that defines the asset allocation that the émssiplan to implement. RBA has also
developed an investment guide that acts to givecton to the trustees while developing
the IPs for their schemes. The guide provides lingein each asset class. This has been

attached irAppendix I.

Market volatility in itself is volatile; markets nabe relatively stable at some points in
time and explosively volatile at others (Collie M&nus, and Thomas 2011). This implies
that traditional (fixed-weight) strategic assebadltion policy can be variable over time.
This variability if not proactively managed may deto erosion of wealth. It is against
this background that trustees of pension fundseareired by the Retirement Benefit Act
to revise their IPs at least every three yearsalithin the limits of the prescribed guide.

The purpose of this revision is to ensure that [fh@emains dynamic in the face of
changing economic and fiscal conditions, to takeaathge of favourable conditions and
be shielded from adverse conditions so that thenmston their investment is maximized.

Mutuku (2011) reiterated that pension schemes amsidered long term investors who
may conceptually not be unduly affected by sharntenarket volatility so long as in the
long term investment performance is sufficient tatde them meet their liabilities to
members. Additionally, whereas standard economidetsowould suggest that pension
schemes would have stable well defined risk tolezatevels some research in
behavioural economics suggest that long term akk@ance may be altered by short term
events such as volatility (Sahm 2007). Kenyan eapimarkets have experienced
significant volatility in recent years. For examptluring the global financial crisis of
2008/2009 when local markets which were previowstyved as uncorrelated to global
markets exhibited high correlation (Mutuku 2010y aturing the second half of 2011
5



when Kenyan markets were impacted by an outstandudglen depreciation of the
exchange rate (World Bank 2011).

1.2 Research Problem

Strategic asset allocation can be seen as a m@goanent of risk management and good
governance in pension schemes. Given that the prineason for the establishment of
pension schemes is to alleviate old age povertyhigir members, it is paramount that the
pension funds be invested in manner that is candisivith the spirit of increased

performance of the fund. Where is this not doneagtigely then, as might be expected,
value of the pension funds will decrease, leaviagriembers worse off than if they had
benefited from their contributions now rather tharthe future. In fact, volatility may

reduce returns over the long run. Simply put, ifl yose 50%, you have to gain 100% to
break even (Arnott, Bernstein and Hall 1991). Teastof pension funds should therefore

be keen in ensuring that value of pension funds do¢ reduce unnecessatrily.

Given that pension funds are valued at the markéio values, members who exit the
schemes at the time of market lows are placed disadvantage. The value of their
contributions is far less as it will have been eddy market volatility. An important
means that enables trustees to ensure performéticeirofunds is maximized is through
strategic asset allocation in the form of IPs. Ohthe key mandates of RBA as spelt out
in the Retirement Benefits Act is to regulate thdustry and protect the interests of the
members and sponsors. To carry this out effectiyély have been made mandatory for
all schemes by RBA. This means that by law, allspgnschemes must first develop the
IPs and submit them to RBA. This should be donerpio actual investments of the
funds. It is also a statutory requirement for thestees to review the IPs at least every 3
years and submit the updated IP to RBA. This ingpiat in as far as the regulations are
concerned RBA is only mandated to verify that pegmsichemes have a documented IP;
that the IP has been developed within the guidelofehe investment policy prescribed
in the Retirement Benefits Act; and that the actwabstments that the schemes carry out
are in line with the documented and approved schése

6



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 sigmfiamount of the difference in returns
across time and hence a primary determinant ofrrrgberformance of unit trusts in
Kenya. However, there have not been any studies thmally that explain the nature of
the relationship between asset allocation and &Gsdperformance of pension schemes
clearly showing the important asset classes. Tiidysintends to address the research
guestion: Is there a relationship between assetatlbn and financial performance of

pension funds in Kenya?

1.3 Resear ch Objective

To establish the relationship between asset allwtaand financial performance of

pension funds in Kenya.

1.4 Value of the Study

The study will help the trustees of pension schetodsow the asset classes that have

the greatest influence on the performance of fieids.

The study will inform policy makers (Retirement Bdits Authority) to better manage

and regulate the industry in as far as investnrepension funds are concerned.

It will form a basis for further research to theademicians and other interested bodies.
The scholars and researchers who would like to tdebe carry out more studies in

pension funds will find this study useful as a basicarrying out more studies in Kenya.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

The review of literature involves the systematientification, location and analysis of
documents containing information related to thee@aesh problem being investigated
(Mugenda 1999). A literature review is a “criticahalysis of a segment of a published
body of knowledge through summary, classificatiangd comparison of prior research
studies, reviews of literature, and theoreticailcks” (University of Wisconsin Writing
Center). The section of this paper documents raleltarature, theories and studies that
have been carried out with the aim of providingfulseaformation in the area of Asset

Allocation and Pension Fund Management.

2.2 Theoretical Review

2.2.1 Modern Portfolio Theory

Modern Portfolio Theory (MPT) emphasizes how risie@e investors can construct
portfolios to optimize or maximize expected retlrased on a given level of risk,
emphasizing that risk is an inherent part of a é@igleward. According to the theory, it is
possible to construct an “efficient frontier” of topal portfolios offering the maximum
possible expected return for a given level of rigkis theory was pioneered by Harry
Markowitz in his paper “Portfolio Selection,” pustied in 1952 by thdournal of
finance There are four basic steps involved in portf@omstruction: Security valuation,
asset allocation portfolio optimization and the fpenance measurement. Harry
Markowitz laid the foundations of MPT, the greatesintribution of which is the
establishment of a formal risk/return framework fovestment decision making. By
defining investment risk in quantitative terms, Kawitz gave investors a mathematical

approach to asset allocation and portfolio managenMPT is limited by measures of
8



risk and return that do not always represent théties of the investment markets. The
assumption of an elliptical distribution is a majpractical limitation because it is
symmetrical. Using the variance (or its square,rtog standard deviation) implies that
uncertainty about better-than-expected returnassas disliked as the uncertainty about
returns that are worse than expected. Furthernusiag the more upside that downside
returns appear more risky than arguably they resaky and the opposite for returns with
a predominance of downside returns. The resulhas ts that using traditional MPT
techniques for measuring investment portfolio cartdion and evaluation frequently
distorts investment reality, Sortino and Satch@0Q1). Prior to Markowitz's work,
investors focused on assessing the risks and rewafdindividual securities in
constructing their portfolios. Standard investmatvtice was to identify those securities
that offered the best opportunities for gain witte tleast risk and then construct a

portfolio from these.

2.2.2 TheBlack-Litterman Modd

This is a mathematical model for portfolio allocatideveloped in 1990 at Goldman
Sachs by Fischer Black and Robert Litterman, anblighed in 1992. It seeks to
overcome problems that institutional investors hawmeountered in applying modern
portfolio theory in practice. The model starts witte equilibrium assumption that the
asset allocation of a representative agent shoaldroportional to the market values of
the available assets, and then modifies that te fako account the 'views' (i.e. the
specific opinions about asset returns) of the itores question to arrive at a bespoke
asset allocation (Black and Litterman 1992). Irtstavith a benchmark portfolio which
come from the equilibrium expected returns that otlear the market, assuming a
given risk model. The equilibrium expected retuimarket-implied views) are the set of
expected returns that would produce the marketfgdartf led into an optimser with the
specified risk model. In other words, these are rterns from reverse optimization
assuming the market portfolio is efficient (Drob@@01) and (Jones, Lim and Zangari
2007). These “market-implied” views are combinedhwthe investor’'s private views
using the Bayesian mixed-estimation techniques. Bfheck Litterman allows the
9



incorporation of both absolute views (e.g. affixexpected return) and relative views
(e.g. one stock or sector will out-perform anothdie relative weights placed on an
investor’'s view will reflect the confidence that lmas in that view. The posterior
distribution of expected asset returns given tloemanendation changes are used as the
input for portfolio optimization. The blended viewsll produce balanced portfolios that
are tilted towards the investor’s private viewsthwthe degree of tilt (for a given level of
risk) depending on the investor’s relative conficken his or her expectations. Practical
guides to the implementation of the model in gelnevatexts are presented by Drobetz
(2001) and Idzorek (2004).

2.2.3 Post-Modern Portfolio Theory

It has long been recognized that investors typicdd not view as risky those returns
above the minimum they must earn in order to a&htbeir investment objectives. They
believe that risk has to do with the bad outcomes returns below a required target), not
the good outcomes been noted by the researchérmice, economics and psychology,
including Sharpe (1964). Markowitz suggests thabtadel based on the semi-variance
would be preferable. Recent advances in portfolid &nancial theory, coupled with
today’s increased electronic computing power, havercome these limitations. The
resulting expanded risk/return paradigm is knownPast-Modern Portfolio Theory
(PMPT). Thus, MPT becomes nothing more than a apé&ymmetrical) case of PMPT,
(Sortino and Satchell 2001).

2.24 Barbel Theory

This is a very simple investment allocation theatyere your assets are focused on the

extreme ends on the risk spectrum, just like withagoell, the weight in on two ends.

This would be much different from a standard (MRMHich has become the standard

method of asset allocation in the past 20 yearstler words, if the two ends of the

barbell represent opposite ends of the risk spextthen you will allocate all of your

money between the very safe end and the very agjgeesnd. For example, you might
10



allocate 70% of your money to inflation protecteglasury securities and 30% of your
money to very aggressive small growth company stothe “Floor and Upside” strategy
means that, before investing in any kind of risktiodio, it makes sense to build a “floor”
of safe streams for the retirement years. Firdthde/our baseline consumption, and then
project what will be needed during your retiremgedrs. This gives us a baseline income
needed for retirement. Factor in any other guaeghiecome sources you expect, such as
social security and/or a pension. Determine how hmaaditional money you will need
above those guaranteed sources and use finansgtbat secure a level of income and

meets those basic needs, (Walnut Hill Advisors LLC)

2.3 Deter minants of Financial Performance

23.1 Volatility

Maya Fisher-French (2012) stated that volatilitgky of an asset class affects the returns
of an investment. Low volatility is associated wphbtential low returns while the vice
versa is also true. The researcher advocates #et akbocation for retirement savings
should consists of a wide range of assets includegh, bonds, property and equities

(shares), whose overall impact will be to have dioma risk portfolio.

2.3.2 Portfolio Weightings

In their study, Block and French (2002), showedt tthee weighting of individual
securities within the portfolio. The weight thgpartfolio manager assigns to a given
security in a portfolio can make a contributionréburn that is just as important as the
security selection and investment timing decisiofke researcher found that fund
managers tended to hold consistentconstructing and maintaining equal weights in

management on retirement benefits funds.
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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 changdss implies that where retirement
funds are invested in equities and the money matkah asset classes will lose if
interest rates decrease and the vice versa woudtl thee if there was an increase in

interest rates.

234 Liquidity

This is the ease (and speed) with which an assebeaold and still fetch a fair price. It
is a relationship between the time dimension (homglit will take to dispose) and the
price dimension (any discount from fair market gyiof an investment asset. Cash and
money market instruments such as T-bills and coriaepaper are most liquid assets,
and real estate is among the most illiquid. Ligaskets tend to have lower rates of
returns than the less illiquid assets. Therefomd fmanagers should strike a balance
between liquidity and desired returns by estabtiglthe minimum level of liquid assets

they wish to hold in the investment portfolio.

2.35 Investment Horizon

This is the planned liquidation date of the investinor 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 sohligiier yields than short term bonds.
Horizon needs to be considered when investors ehdmsween assets of various
maturities, such as bonds, which pay off at spetifuture dates, considering that this
has an impact on the financial performance of sigelcportfolios.

12



2.3.6 Regulations

Only professional and institutional investors aomstrained by regulations. First and
foremost is the prudent investor rule. That is,fggsional investors who manage other
people’s money have a fiduciary responsibility eéstrict investment to assets that would
have been approved by a prudent investor. Howekrere are specific regulations that
apply to various institutional investors. For inmgta, there are investment guidelines
issued by RBA to regulate the way in which trustéeetirement benefit schemes invest
retirement funds. This affects financial performanaf the funds as an investment
manager is restricted from investing, say, 100%héeassets that have the highest returns

like equities.

2.3.7 Tax Considerations

Tax consequences are critical to investment dewsiolhe performance of any
investment strategy is measured by how much idgiglfter taxes. For household and
institutional investors who face significant taxes tax sheltering and deferral of tax
obligations may be pivotal in their investment &gy. However, in the context in
retirement benefit industry in Kenya, returns of fands are not taxed at the corporate
level but at an individual level at the time of mdrawal.

2.3.8 Unique Needs

Every investor faces special circumstances. Perfaimts will differ in their investment

policy, depending on the average age of plan ppaints. A pension fund with most
participants nearing retirement age will have itwvent policies that are prudent i.e.
those that are riskless and have stable but lourngt On the other hand, plans with
younger participants will tend to be more aggressig. significant proportions invested

in the quoted equities.

13



2.4 Empirical Review

Brinson, Singer and Beebower (1991) showed thd&%1of the portfolio returns were
attributable exclusively to strategic asset allmeat Elkin (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 wagydtherate over time. Surz, Stevens and
Wimer (1999) devised a simple model to estimatetypleacentage of investment policy
is explained by performance pertaining to the magie of the return, not the variability
of the return. In this model, the fraction of ret@xplained by policy was devised. They

found that asset allocation on average explainste@®%6 of investment returns.

Dorbetz and Kohler (2002) used the same approaehithsBrinson et al. (1991), with
German and Swiss balanced mutual fund data to sheworrect answer depends on the
specific question being asked. They found that nttweia 80% of the variability in returns
of a typical fund over time is explained by asd&cation policy, roughly 60% of the
variation among funds is explained by the policg amore than 130% of the return is

explained, on average, by the policy return level.

Ibbotson and Kaplan (2000) in their study of USrestent benefit funds concluded that
the main determinant of investment performance r@ftisement benefits fund is the asset
allocation, rather than the stock selection. Inrtseudy, they considered 94 balanced
mutual funds and the quarterly returns for 10 yemnd also 58 returns for both the
pension fund for 5 years. Policy weights were usethlculate the policy returns for both
the pension and the mutual funds. Data was analyzel@termine the returns behavior
over time, across funds and what level of returas wxplained by the asset allocation.
Over time, specific policies explain less than twlthe remaining time series variation
of funds returns. Asset allocation explained alf)#o of the variation of returns among

the funds. The method of data analysis used wesgoéssion analysis and ratio analysis.

Brinson, Hood and Beebower (1986) and Brinson ef18P1) in their study of US
corporate pension plans concluded that the invegtrpelicy explained 93.6% of the
14



total variation of the actual returns of the funtis.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. Tined returns were decomposed to the
selection and timing reasons. Regression of theyoéturns against the actual returns

wad done and the level of correlation determined.

In their studies, Dimson, Marsh and Staunton (2@0®) Cornell (1999) found that there
is a considerable amount of evidence that in comiyeetcapital markets’ additional risk
is compensated by additional expected returns {leegequity risk premium); therefore,
in both the long and the short run, there is aalineade-off between risk and return, as in
the Capital Asset Pricing Model (Sharpe, 1964), agdities are not relatively more
attractive for long term investors. There is engairievidence that equities are not a good
hedge for pension scheme liabilities, and so tiere particular hedging advantage in
equities over other forms of investment (Sutcli2€04). In this paper, the UK private
pension funds had a deficit of £160 Billion in J@R03, the FTSE All Share index fell to
less than half of its initial value. The UK cult tife equity meant that pension scheme
losses from this stock market fall were much lattp@n would otherwise have been the
case. These equity losses were an important factbe pension schemes reporting large
deficits, closing to new members and increasing tentribution rates. In this case the
asset allocation decision depends of the risk-nmetoreferences of the trustees, in
consultation with the employer. A high equity prapm leads to a high risk, high
expected return outcome; while a low equity praparigives a low risk, low expected
return outcome. In the absence of taxation, riskialy and default insurance, the asset
allocation is based on the risk-return prefererdgébe employer and the employees; and
so varies between schemes, probably in an unpaddiéctnanner. This conclusion means
that, where they apply, the asset allocation shbeldletermined primarily by taxation,
risk sharing and default insurance.

Loeper (1999), in his article on Asset Allocatiorytil, demonstrated that there is little
cross-sectional variation in average ex post retionstrategic asset allocation, market
15



timing, and security selection. Long-run assetcatmns, however modelled, account for
the bulk of the time-series variation on returngs btudy was based on 306 retirement
benefit funds over a period of 8 years. Retirentamefit funds sampled in the study had
a single investment manager over the period andhhopension returns were available

for 8 asset classes. Value weighted benchmarknetuere computed for each fund. The
recorded returns had to be decomposed to bothcthvee aand passive returns. From the
data analysis which involved regression of the herark returns against the actual total
returns, it revealed that UK retirement benefitdsirearned negative returns from active
portfolio management. Also from the analysis, 96Bthe variation returns is explained

by strategic asset allocations. Cross sectionahtan of returns of about 0.32% is

explained by the security selections. Beside tisetaallocation factor, chief among other
gualitative factors influencing the UK pension peniance is the legal and economic
environments. The pension industry is dominatedivey large pension managers who
use their reputation to acquire more clients amainmeold ones other than changing their

fees.

Nguthu (2009) in his research to establish how masget allocation policy contributed
to the returns level retirement benefit fund in K&round 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 sucheasrites selection, timing of
investments and managers’ selection explainedetmainder. The study was done on 40
segregated occupational schemes in Kenya and sedmalyzed using regression analysis

and descriptive statistics.

Kagunda (2011) in her study to evaluate asset alilmt by fund managers and the
financial performance of unit trusts establishealt thor unit trusts available to Kenyan
investors, asset allocation can explain a sigmtiGanount of the difference in returns
across time and hence a primary determinant ofirgitarformance of these trusts. This
was a survey study carried on equity-based fundk smemes that deal with stocks

traded in Kenya.
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2.5 Summary of Literature Review

Most studies tend to conclude that on average adketation strategies explain to a
significant extent the performance of funds. Mdsthese studies have been carried on
done on developed markets, for example the studipbgtson and Kaplan (2000) and
that by Brinson, Hood and Beebower (1986). A Istally by Nguthu (2009) explained
that asset allocation explained about 62% of tharme of pension funds in Kenya.
However, the scope of the study did not includeekient to which the individual asset
classes contributed to the overall performanceheffund. This is important as policy
makers and trustees in Kenya will be guided on lvhsset classes contribute the most to

fund performance so as perform the selection inrthst informed manner.
There has therefore not been any study carriedoaupension funds in Kenya to

determine the extent to which individual assetsg#asexplain the financial performance

of pension funds in Kenya. This justifies the némdhe current study.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter describes the methodology that wad tsearry out the study. Research
methodology is the operational framework within @fhithe facts are placed so that their
meaning is seen more clearly. The methodology @esedmpasses the research design

selected, the population, sampling, data colleciot analysis.

3.2 Resear ch Design

The research design selected was a descriptivee\suRobson (2002) explains that a
research design portrays as accurate profile aopet events or situations, while Trevor
(1969) states that surveys are conducted to estathie nature of the existing condition
or situation. This research design was chosen powides a means to gather, analyze
and interpret the relationship between asset dlmtand fund performance of pension

schemes in Kenya.

3.3 Target Population

The target population was for all the registeredspen schemes in Kenya. According to
RBA, there were 1,244 registered segregated schentemya as at 31 December 2011.
This constituted the population of the study.

3.4 Sample

The sample size of 245 schemes based on the a@riescribed below was drawn from

the target population for the purposes of the study
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All schemes that have invested solely in guaranfeeds were eliminated from the

sample for the purposes of this study. These dmemeent benefit schemes that are run
by insurance companies and whose minimum ratestafns are pre-determined. They
are an ideal investment for funds where trusteesi@mbers require capital guarantees
and low volatility, whilst still achieving superiocompetitive returns. These were
excluded from the sample as data on asset alloc@tionvestments under guaranteed
funds were difficult to obtain due to the fact tiitas not a statutory disclosure under the

Insurance Act.

For sampling purposes, schemes that were in existéar at least 7 years were used.
This period was chosen for the purposes of acagdhm data from the RBA database.
Prior to 2005, it was not statutory for pensiondsito submit information on fund returns
to RBA and as such that data cannot be obtained Aesult the scheme data that was

used in the study were fund returns from 2005 te dad were obtained from RBA.

Another sampling criterion was to select schemésctad that used one fund manager
over the period of the study. Different fund marragedopt different portfolio valuation
methods and may have varied methods of determisasgt allocation. Using one fund
manager ensures consistency in asset allocatiset, @aluation methods adopted over the
period and more importantly the performance cataadamethodology.

The final sampling criterion used was to selechmpe of schemes that had fund values
of at least Ksh 100 Million as at the end of 20114rge pension funds were used because
they had sufficient returns and investment weigtftsrmation that were sufficient for the

computational needs of the study.

Stratified random sampling was adopted in the stlithg schemes selected in the sample
were stratified based on their fund as at the drizDd1. The schemes were sorted based
on their fund values, from smallest to the largast then stratified in ranges of Kshs.
100M. This was done in order to ensure that eatterse had an equal chance of
selection.
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3.5 Data Collection

Secondary data on quarterly returns and assetasibocwere obtained from RBA. The
returns obtained were gross of expenses. This vedeaper and reliable source of data
because all fund managers are required to subnsitdata to RBA for compliance
purposes. The data collected was categorizedhetmtlividual asset class weighting, the
individual asset class returns together with thefploo return for the period 2005-2011.
The portfolio currency was in Kenya shillings fbetpurposes of calculating returns and
the asset class weights. Data on the standard trfa@kehmarks included NSE 20 Share
Index and Treasury Bill Rate rates. These benchsnasee obtained from the Nairobi
Securities Exchange and Central Bank of Kenyalferpurposes of computing the value-
weighted asset class benchmarks.

3.6 Data Analysis

Data collected for each of the pension schemes gamtitative in nature. The
guantitative data was analyzed in two stages. ,Fils# R-Square (Coefficient of
Determination) was calculated in order to explanwhmuch of the variability of fund
returns can be caused or explained by asset abacdthe purpose of this stage was to
corroborate the findings by Nguthu (2009).

The second stage was to determine the extent tchvd@ch asset class contributes to the
overall financial performance of the fund by estimg the relative importance of the
regressors in the linear regression. For this mepa linear regression T-Test was
applied. In addition to the fund totals returns mezded the policy weights of each fund
and the total returns on asset class benchmarken@he total returns to the fund and the

estimated policy returns we solved for the acteteimns.
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3.6.1 Analytical Model
A multiple regression model was used to predict éktent to which fund returns are
explained by asset allocation. A similar model wiae by Nguthu (2009) in his study.

The model is therefore necessary in order to comaib the findings in the study by

Nguthu. The following multiple regression model weed in the study:

Y = a + BiX1 + BoXo + PaXs + PaXa + PsXs + PeXe + P7X7+ PeXe + €

Where:

Y is the Fund returns

a is the risk free rate of return

Bis the regression coefficient

X1, is the actual weight of cash in the fund

X2, is the actual weight of fixed deposit in the fund

X3,is the actual weight of fixed income in the fund

X4,1s the actual weight of Government security infired

Xs,is the actual weight of quoted equities in the fund

Xg,1s the actual weight of unquoted equities in thedfu

X7.is the actual weight of offshore investment in filved
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Xg,is the actual weight of immovable property in tbad

€ is the error term

Tests of significance were used in the study. Thestuded Bivariate Correlation
between the asset classes and portfolio returnssgdare, ANOVA, Coefficient of

Determination and Paired Sample T-Test.
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CHAPTER FOUR

DATA ANALYSISAND FINDINGS

4.1 Introduction

In this chapter the findings of the data analyses @resented. The data of the sampled
schemes was collected and analyzed in responsketmhlijective of the study. The
objective of the study was to establish the retesimp between asset allocation and
financial performance of pension funds in Kenyasaiple of 245 pension schemes, that
had invested in segregated funds, were in existircat least 7 years, had consistently
used one fund manager over the period of the saindyhad a fund value of at least Ksh.
100 Million as at the end of 2011 was used. Thelifigs presented in this chapter
demonstrate the relationship between asset allotand financial performance of
pension funds and illustrates further the extenthach each asset class contributes to the

overall financial performance 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 zedlin two stages. First, tests of
significance and descriptive statistics, such asetations, the R-Square (Coefficient of
Determination), Analysis of Variation (ANOVA) ando€fficients. The purpose of this

stage was to corroborate the findings by Nguthu0920 The second stage was to
determine the extent to which each asset classrilsotgs 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 beesgmted in the tables below:
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4.2.1 Statistical Significance and Descriptive Statistics

Correlations between the dependent variable (RartlReturns) and the independent
variables (returns on the various asset classes)degtermined. This analysis was to

locate the critically important asset classes oitlwthe fund returns depend.

Table4.1: Bivariate Correlations Output Table

Correlations

Portf
olio Fixed | Fixed Quote | Unquote Immov
Retu Deposi| Inco | GovtSe| dEquit | dEquitie | Offshor | ablePro
rns Cash t me curity ies S elnv perty
Portfol | Pearson
ioRetur | Correlat 1| .180" | -.354" | .104| -362 | -.18C" -074| -244 .038
ns ion
Sig. (2-
tailed) .005 .000| .104 .000 .005 .246 .0p0 .249
N 245 245 245 245 245 245 245 245 445

**_Correlation is significant at the 0.01 leveHailed).
*, Correlation is significant at the 0.05 level tled).

Source: Research Findings

As shown in table 4.1 above, the correlation index the relationship between
PortfolioReturnsandCash,s 0.18, which is below 0.4. This result indicatestttihere is a

weak and positive correlation between portfoliares and the returns of cash.

On the other hand the correlation indices for #lationships betweeRortfolioReturns

and FixedDepositand GovtSecurityare -0.354 and -0.362 respectively, which are
between -0.4 and -0.7. These results indicate thate is moderate and negative
correlation between portfolio returns and the mguof fixed deposits and government

securities.
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The correlation indices for the relationships beatwe PortfolioReturns and
QuotedEquitiesandOffshorelnvare -0.18 and -0.244 respectively, which are below
-0.4. These results indicate that there is a waa#t negative correlation between
portfolio returns and the returns of quoted eqsitiad offshore investments.

4.2.2 Regression Output: Model Summary

The impact of the variation over time was determdibg the regression of the total fund
returns against its policy returns and reportinglen R value of each of the fund in the
study. A lower Rmeans that the performance of the Fund Returnstisletermined by

the Investment Policy but by the active tacticadumanagement approach.

Table4.2: R-Square

Model Summary

Adjusted
R R Std. Error of
Model R Square Square the Estimate
1
5272 277 253 1.74353

a. Predictors: (Constant), ImmovableProperty, Fixedincome,
GovtSecurity, UnquotedEquities, Cash, Offshorelnv,
FixedDeposit, QuotedEquities

Source: Research Findings

As shown in table 4.2 above, the value of R-squef@277. This statistic explains how
much of the variation in the value of the dependemtable (Portfolio Returns) is
explained by the regression model. Regressing @artfeturns on asset allocation
produces an R-square of 0.277, which indicatesapptoximately 28% of the variation
in portfolio returns can be explained by the altaoain the different asset classes.
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4.2.3 Regression Output: Analysisof Variation (ANOVA)

Table4.3: Analysis of Variation

ANOVA*®
Sum of
Model Squares df Mean Square F Sig.
1 Regression 275.461 8 34.433 11.327 .000°
Residual 717.418 236 3.040
Total 992.879 244

a. Dependent Variable: PortfolioReturns
b. Predictors: (Constant), ImmovableProperty, Fixedincome, GovtSecurity,

UnquotedEquities, Cash, Offshorelnv, FixedDeposit, QuotedEquities
Source: Research Findings

As shown in table 4.3 above, the linear relatiopgtmong the variables in the regression
was determined by examining the Analysis of Varea(BNOVA) results obtained from
the analysis. The value of the F statistic angiggificance level (denoted by the value
of "Sig.") was noted. The value of F was found ¢oshatistically significant at a level of
less than 0.05, suggesting that there is a linelationship among the variables. The
regression effect is statistically significant icaking that prediction of the dependent

variable (portfolio returns) is accomplished bettem can be done by chance.
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4.2.4 Regression Output: Correlation Coefficient

Table4.4: Correlation Coefficient

Coefficients®
Unstandardized | Standardized 95.0% Confidence
Coefficients Coefficients Interval for B
Std. Lower Upper

Model B Error Beta t Sig. Bound | Bound

1 (Constant) 10.372 168 61.707 do0  10.041  m|70
Cash 341 181 127 1.881 061 -qd16 $99
FixedDeposit -135 025 .34 5525 .000 -184 -.0B7
Fixedincome 147 .050 179 2.936 .004 048 2k6
GovtSecurity -.147 032 274  -4.608 .000 -209 -.0B4
QuotedEquities 101 070 1103 1.448 149 -.036 28
UnquotedEquities -.040 045 -.050 -.890 374 -129 .0ko
Offshorelnv -.267 124 -128  -2.084 040 -5p2 201
ImmovableProperty  _ goq 044 -.001 -.016 087 -.088 .0B6

a. Dependent Variable: PortfolioReturns

Source: Research Findings

As shown in table 4.4 above, the value of the @nistan be determined by studying the
results of the coefficients. With the exception ©ash, Quoted Equities, Unquoted
Equities and Immovable Properties, all of the prenls are statistically significant at 5%.
As can be seen by examining the beta weights imdbeession results, Fixed Deposits,
followed by Government Securities, Fixed Income kstly Offshore Investments make

the relatively larger contributions to the predatimodel.
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425 Paired SamplesT-Test

To determine the extent to which each asset clasfilbutes to the overall financial

performance of the fund the relative importancéhefregressors in the linear regression
was estimated using a Paired Sample T-Test. Eatiieafegressors was paired with the
fund returns, Y, for the entire period. The restriten the analysis are shown on table 4.5

below.

Table 4.5: Output of Paired Samples T-Test Analysis

Paired Samples Test

Paired Differences t df | Sig. (2-
Mean Std. Std. | 95% Confidence Intervdl tailed)
Deviation | Error of the Difference
Mean Lower Upper
) PortfolioReturns - | 10.03845 2.02116] .12913 9.784101 10.2928Q 77.741| 244 .000
Pair 1 Cash
) PortfolioReturns - | 7.08249 6.14725 .39273] 6.30891] 7.85607| 18.034( 244 .000
Pair2 FixedDeposit
) PortfolioReturns - 8.00306] 3.00441 .19194 7.62498 8.38114 41.695| 244 .000
Pair3 Fixedlncome
) PortfolioReturns - | 9.93600 4.87506 .31146] 9.32251] 10.54949 31.902(244 .000
Paira GovtSecurity
Pair 5 PortfolioReturns - | 10.7120Q0 3.12611 .19972] 10.31861 11.10539 53.635(244 .000
QuotedEquities
) PortfolioReturns - 9.86771 3.33378 .21299 9.44819 10.28724 46.330| 244 .000
Pairé UnquotedEquities
Pair 7 PortfolioReturns - | 9.99212] 2.41656| .15439] 9.68802 10.29623 64.721(244 .000
Offshorelnv
Pair 8 PortfolioReturns - | 9.82331 3.20354| .20467 9.42017| 10.22644 47.997| 244 .000
ImmovableProperty

Source: Research Findings

The results shown in the Table 4.5 above reprdabensecond stage of the analysis. The

purpose of this stage was to determine the extewhich each asset class contributes to
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the overall financial performance of the fund btireating the relative importance of the
regressors in the linear regression. The Sig. (&davalue is 0.000 for all the pairs

analyzed. This value is less than 0.05 i.e. 5%ifsigmce level.

4.3 Interpretation of Findings

From the analysis, the asset classes that had dseimpact on the performance of the
fund were Government Securities and Fixed Depos$itese had a moderate negative
correlation with the overall performance of thedanThis finding was in consonance
with the ANOVA analysis in Table 4.3 and coeffidigranalysis in Table 4.4. The
Analysis found that there is a linear relationshigtween Fund Returns and Fixed
Deposits, Government Securities, Fixed Income affidhGre Investments. Quoted
Equities and Offshore Investments had a similaati@hship but the strength of the
correlation was found to be weak. Only cash wasidoto have a positive correlation
with fund performance but the relationship was wédiese findings could be as a result
of the borrowings made by the schemes, such thde witerest rates increased, the
benefits of higher returns obtained from investinginterest earning instruments was
negated by even higher interest payable on theoworgs. This was found to be
especially true for the sample used, where thersekewnere had a large fund base and
therefore had accessed huge borrowings from fiahmtitutions.

R-Square (Co-efficient of Determination) was deteaed 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@am®and 25.3% respectively show
that the weighted combination of the predictor ables explained approximately 28% of
the variance of the fund returns. There is a sligb$ in the computation of the Adjusted
R Square which is due to the relatively large numifethe sample compared to the
relatively small set of the predictors. The R Squaalue also shows that the fund
managers for the schemes under analysis adoptiae approach to management of the
funds. Active management of funds approach is adbjecause of the quantitative
assets restrictions placed by the Retirement BesnAfithority and also adopted by the
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trustees in their investment policies. The pensimd results shows that, because policy
explains only 28% of the variation of returns asrdands, the remaining 72% is
explained by other factors such as asset classidinsecurity selections and manager
selection. The cross sectional &pended on how much the asset allocation polafies

funds differed from one another and how much tmel$uengaged in active management.

This finding is similar to findings by Nguthu (200&hich showed that 37% of the return
difference was explained by the policy differencébe drop of about 9% could be
attributed to increased awareness of the pensiarette need for trustees to increase
value of their investments. This has increasedsprreson the trustees to actively manage
pension funds to increase fund value. In additi®®tirement Benefits Authority
introduced Trustee Training Programme which is dina¢ building capacity of the
trustees in order to increase pension fund valR&A has made it mandatory for each

scheme to train 2 trustees in order to achievedthjsctive.

Prior studies by Brinson (1986) and Ibbotson (3060developed markets had shown
that the policy explained about 90% of the varimataf return over time for pension
funds. The difference is as a result of differenicegegulation and investment practices.
Developed markets are less regulated and therdeagse investment restrictions on
investment asset classes. The converse is trudefaioping countries like Kenya where

there is a heavy regulation and there are quagtassets restrictions in place.

To determine the extent to which each asset clasfilbutes to the overall financial
performance of the fund the relative importancéhefregressors in the linear regression
was estimated using a Paired Sample T-Test. Eatiieafegressors was paired with the
fund returns, Y, for the entire period. The resufsthe T-Test found that there is a
statistically significant difference between thatfmio returns and all the asset classes
considered for the analysis. Since the Paired Sesrfptatistics reveal that the T value for
Pair 1 is highest with 77.7 and lowest in Pair Bwili8.0, further indicating that returns in
cash investments were positively correlated with filmd performance, hence, it can be
concluded that investments in cash was relativebyemmportant than investments in
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fixed deposits in the determining the overall perfance of the pension funds at 5%

significant level. This is attributed to that faloat the period of the review.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This chapter provides a summary, conclusion andnmeeendations of the study. The
study intended to address the research questiotmete a relationship between assert
allocation and financial performance of pensiond&iim Kenya? Secondary quantitative
data was collected and analyzed using SPSS in tordatisfy the objectives of the study.
Specifically, the following tests were carried aurt the data: Correlation, R Square,
ANOVA, Coefficients and Paired Sample T-Tests. Tihdings of the analysis have been
documented and have formed the basis for this ehaphis chapter presents a summary
of the findings, the conclusion that addresses thsearch question and the

recommendations of the study.

5.2 Summary

The objective of the study was to establish thati@hship between asset allocation and
financial performance of pension funds in Kenyd. udable data was analyzed and the
respective information was discussed in narratorenfand the output of the analysis
presented in tables. From the findings of the ymis| there is a linear correlation
between fund performance and the returns of theowsrasset classes. This was
demonstrated by the results of Correlation, ANOVAdaCoefficient analyses.
Correlation was found to be strongest between foedormance and returns in fixed

deposit and Government securities.

Further test was performed by analyzing the dataguR-Square. The R-Square of the
data was found to be 27.7% which indicate thatedifiices in the fund returns were

explained by approximately 28% of the investmenlicgo The remaining 72% was
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explained by other factors such as assets selectiming and manager selection.
Previous study by Nguthu (2009) found that 37%hef teturn difference was explained
by investment policy differences. The drop of ab®ut could be attributed to increased
awareness of the pensioners on the need for tlste#si to increase value for their
investments. This has increased pressure on theésito actively manage pension funds
to increase the fund value for the benefit of ests. In addition, Retirement Benefits
Authority introduced Trustee Training ProgrammeuStee Development Programme,
Kenya) which is aimed at building capacity of thastees in order to increase pension
fund values. RBA has made it mandatory for eadheraent benefit scheme to enroll at

least two of its trustees in the programme in otdexchieve this objective.

Finally the study, as indicated by the resultshef Paired Samples T-Tests, found out that
that investment in cash was relatively more impdrtaan investments in fixed deposits
in determining the overall performance of the pendunds at 5% significant level. This
is because cash was the only asset classes whosesreere positively correlated with
returns of the funds in Kenya.

5.3 Conclusion

The objective of the study was to establish thati@hship between asset allocation and
financial performance of pension funds in Kenyankrthe study it was found out that
there is a linear correlation between fund perforoeaand the returns of the various asset
classes with the strongest correlation being betweed performance and returns in
fixed deposit and Government securities. Furthes,study also showed that 28% of the
variability among fund performance is due to poliifferences of the various funds. The
balance of about 72% is due to other factors sgctih@ manager’s selection, timing of
investments and securities selection within astatass and whether the manager adopts
an active style of management of the fund. Thisashthat the fund managers for the

schemes under analysis adopt an active approanaAriagement of the funds.
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It is therefore very important for the trusteeswtte that changing the policy of the fund
will not change much the variability of returns libts can be reduced by adopting an
active management of the fund. From the analysa¢sa found that investments in cash
was relatively more important that investmentsixed deposits in the determining the

overall performance of the pension funds.

5.4 Recommendationsfor Policy

The study finds that there is need for RBA to relag quantitative asset restrictions
which limits the fund managers’ ability to make @stment decisions based on the risk-
return analysis. Fund managers should be allowédlljoexercise active management of
the funds without strictly adhering to the inveshinguidelines provided by RBA, but

only use them as a guide. This is mostly becau8e a@2fund performance is dependent
the manager’'s selection, timing of investments sedurities selection within as asset
class and whether the manager adopts an activedtyhanagement of the fund and only

28% is dependent on the investment policies.

From the findings of the study that cash is relfivmore important than investments
that other asset classes in the determinationvtbeat performance of the pension funds,
this study therefore also recommends that fund gersashould invest a large proportion
the pension funds in cash as it has the most netevén the determination of fund
performance. Currently based on the restrictiomsosed by RBA (see Appendix 1)
fund managers can only invest up to 5% of pensiord$ on cash. Conversely, fund
managers are allowed by RBA to invest up to 30%ixad deposits yet as per the study
fixed deposits are the least significant in theedmination of pension fund performance.
The investment guidelines provided by RBA were tlgved in the year 2000 and have
not been revised since. Due to the time lapse oyeE3s from the time the guidelines
were developed and time this study was done, soan@bles that were used in the
development of the guidelines may have changedtlamdestrictions of the guidelines
may no longer represent the needs of the indusffijne guidelines should therefore be
revised to give more weight to the cash asset.class
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Another recommendation of the study is to compeltraistees of retirement benefit
schemes to comply with RBA requirement to atten@ fthrustee Development
Programme, Kenya to ensure that they are able t@ roancrete investment decisions

and actively manage the pension funds in orderdate value for the pensioners.

5.5 Limitations of the Study

The study was restricted to data of pension fundsaged by few managers. This was to
ensure consistency in valuation of the investmants calculations of returns. Different
managers adopt different valuation and performaadeulation methods. Data collection
and therefore analysis was restricted to schemegrumanagers who use similar

valuation and performance calculation methods.

The study was restricted to analysis of returnsegiregated retirement benefit schemes
which account for only 37% of the retirement betsefichemes in Kenya. The balance of
63% invests in guaranteed funds issued by insuremicganies whereby it is difficult to

determine the asset allocation for each of theaniaed 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 schemegparid make personal contributions
to the Plans. This is because there is no statuemyirement for the IPPs to submit
performance returns to RBA. The same also appliddmbrella Funds due to the same

reason thus the same were also excluded from uldg.st

5.6 Suggestionsfor Further Studies

With the standardization of valuation and perforoencalculation methods and

enforcement of declaration and submission of fugtdrns for all vehicles of retirement

35



savings, similar studies should be extended toudelreturns for all the schemes in

existence in Kenya.

The analytical model used in the data analysidisfstudy used actual weights of assets
which vary significantly from scheme to scheme.sifilar study should be carried out
replacing actual weights of assets with a depddaexgation from the weights

recommended by RBA to determine if the same coratgsof the study will still hold.

A similar study should be carried out on retiremegnefits schemes that have invested in
guaranteed funds issued and managed by insurangeaotes, Individual Pension Plans
and Umbrella Funds, to determine if the same candithold if they are included in the
sample to be studied.

A study should be carried out to assess the impécthe Trustee Development
Programme, Kenya on the fund performance in Ke8pecifically, it should seek to find
out if the schemes that have trained their trusiteéise programme have higher financial

returns than those that are yet to train theit¢es
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APPENDICES

APPENDIX |

INVESTMENT GUIDELINES

INVESTMENT CLASS| MAXIMUM (%)
Cash 5
Fixed deposit 30
Fixed Income (Private)| 30
Government Securities| 70
Quoted Equity 70
Unquoted Equity 5
Offshore Investments 15
Immovable Property 30
Guaranteed Funds 100
Other Investments 5

Allowance for temporary violations of the maximum:

Max of 30 percent of fund in a particular equity

Limit of 3% investment in the sponsor (10% for crebequity of sponsor)
Investment in “any other asset” requires prior appl of the Authority following

application by the scheme.

Offshore investments limited to bank deposits, gonvent securities, quoted equities,

rated corporate bonds and offshore collective itnaeat schemes reflecting these assets.

(Source: Retirement Benefits Act)
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DATA CAPTURE SHEET

APPENDIX [1

Actual Asset Policy Asset Policy
Actual Return Allocation Allocation Benchmarks
Total | Fixed Quoted Off Fixed Quoted Off Fixed Quoted Off T- Off
Fund | Income | Equities | Shore | Income | Equities | Shore Income | Equities | Shore | Bill NSE | shore
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APPENDI X [11

STANDARD MARKET BENCHMARKS

Treasury | NSE 20
Quarter End | Bill Index

1 31-Mar-05 2.14% 69

2 30-Jun-05 2.179 27%

3 30-Sep-05 2.17% -49%

4 31-Dec-05 2.019 4%

5 31-Mar-06 1.97% 39

6 30-Jun-06 1.739 4%

7 30-Sep-06 1.54% 15%

8 31-Dec-06 1.599 16%

9 31-Mar-07 1.55% -99
10 30-Jun-07 1.67% 0%
11 30-Sep-07 1.77% 0%
12 31-Dec-07 1.849 6%
13 31-Mar-08 6.909 49
14 30-Jun-08 7.73% 7%
15 30-Sep-08 7.69% -19%
16 31-Dec-08 8.599 -16%
17 31-Mar-09 7.319 -20%
18 30-Jun-09 7.33% 17%
19 30-Sep-09 7.29% -9%
20 31-Dec-09 6.829 8%
21 31-Mar-10 5.989 25%
22 30-Jun-10 2.98% 7%
23 30-Sep-10 2.04% 7%
24 31-Dec-10 2.289 -4%
25 31-Mar-11 2.779 -12%
26 30-Jun-11 8.95% 2%
27 30-Sep-11 11.93% -17%
28 31-Dec-11 18.30% -2%

Sources: CMA and CBK
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