AN INVESTIGATION OF THE DETERMINANTS OF MUTUAL FUND S
FINANCIAL PERFORMANCE

BY
ABDISIYAD HASSAN ADAN

Reg No: D61/67807/2011

A RESEARCH PROJECT SUBMITTED IN PARTIAL FULFILLMENT  OF THE
REQUIREMENTS FOR THE AWARD OF THE DEGREE OF MASTERS OF
BUSINESS ADMINISTRATION, SCHOOL OF BUSINESS, UNIVERSITY OF

NAIROBI

NOVEMBER, 2013



DECLARATION

| declare that this is my own original work andthe best of my knowledge it has not

been submitted for a degree award in any other édsity or institution of higher

learning.
ABDISIYAD HASSAN ADAN Reg No: D61/67807/201
SIgNAtUre ... Date........cvv e e

This research project has been submitted for mtidaravith my approval as University

Supervisor

SIgNAtUre ... Date.......covv e e

Mr. James Nganga
Senior Lecturer Department of Finance and Accogntin
School of Business

University of Nairobi



DEDICATION

| would like to dedicate my research project to faynily for their love and support

during this study.



ACKNOWLEDGEMENT

I would like to extend my appreciation and gratdéutb all who contributed their
tremendous inputs towards completion of this redegaroject . First and foremost, | am
grateful to my University of Nairobi Supervisor MMganga for his tireless assistance,
invaluable support, high quality and detailed woekperience and initiatives which
guided me in enriching and completing my researobjept. Finally, thanks to the
almighty God for giving me sufficient grace, withidum | would have not made it this

far.



ABSTRACT

Mutual funds provide an opportunity for investing the many individuals who lack
financial knowledge. This eliminates the amounttiofie and resources required to
identify a ‘best buy’ share or security. To invésta Mutual fund, investors buy units
through the fund manager at the prevailing selprige which is calculated daily. These
units can be bought any time as long as the fusdnbareached its maximum approved
size. Mutual funds face competition from varioutemdatives, when fund performance is
generally not impressive. Studies done on mutuadl fperformance have reported that
most funds did not match performance of comparatdeket indexes. This study sought
to find out how Mutual Fund performance is affecteyl various determinants. This
helped investors to make informed decisions orr fhgestment on Mutual Funds. The
descriptive research assets to enhance a systedestitiption that is as reliable, valid
and accurate as possible regarding the responst#f®eanvestment options available to
unit trust schemes and the aspects that are coedide selecting portfolio combination.
The study was also cover banking institutions waittitual funds. The study covered the
period 1st January 2008 to 30th December 2012dfidy sought to evaluate annual
report data. The study solely used secondary daiecss available at the companies’
books of account and the NSE or Capital Market Adth offices. The study used
multiple linear regression equation and the methiodstimation will be Ordinary Least
Squares (OLS) so as to establish the relationstipden determinants and performance.
The study revealed that the determinats of theopmdince of mutual funds financial
performance in Kenya were risk , transaction caite and country characteristic. The
study found that risk in the management of mutwaldé cannot be ignored in any
investment venture. The risk of a security isvwhgability in its expected future returns.
High risk securities have high dispersion arours iiean while low risk securities will
have a low dispersion around the mean. Risk asunedsis the variability of returns has
received widespread acknowledgement in decisiomryheThus, risk viewed as the
variability of returns is quantified in terms ofriability measures which include range,

mean absolute deviation, variance, standard dewiadind coefficients of variation.
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CHAPTER ONE

INTRODUCTION
1.1 Background of the Study

Mutual funds refers to an investment vehicle runalsget management companies that
is made up of a pool of funds collected from mamyestors for the purpose of investing
in securities such as stocks, bonds, money mankgtiments and similar assets. They are
normally referred to as funds. They are operatetuby managers, who invest the fund's
capital and attempt to produce capital gains aodnre for the fund's investors. A mutual
fund's portfolio is structured and maintained tdchathe investment objectives stated
in its prospectus. Mutual funds play an essentid¢ rfor channelizing and optimal
allocation of idle resources/savings availableh@ économy of the individual as well as

institutional investors, (Awan & Arshad, 2012).

The primary goal of a mutual fund is to pool smedlings, use the idle resources in
corporations and invest in a well-diversified polits of securities, which would allow
the investor to significantly reduce, or even efiaie the asset specific (non-market) risk
of securities. The presence of these mutual fuedeines even more essential when the
investors/savers do not have much investment krdgeleinformation and investment
climate and facilities as well as have low risketaince level which is a very dominant

characteristic of capital market (Nazir & Nawaz1@n

The Kenya Association of Stock Brokers and InvesinBankers (KASIB, 2011) defines
mutual funds as diverse stock holdings which areagad on behalf of the investors who
buy into the fund. Mutual funds allow investors tike advantage of a diversified

portfolio without the need of investing a large semmoney. A diversified portfolio



carries the advantage of offering protection adathe rapid market losses of any
particular stock. If stocks lose their value, tifee@ will be less if they belong to a
portfolio that is spread across twenty stocks th#mey belong to a portfolio that consists
of a single stock. Diversification is always a godeéa in making investments. The
problem for small investors is that usually dordvé enough funds to buy a variety of
stocks. Despite their limited funds, small investbenefit from diversification through

mutual funds, (Barber, Odean & Zheng, 2000).

Mutual funds, aside from stocks, can be consisted wariety of holdings that include
bonds and money market instruments. However, mufuabls also carry some
downsides. Aside from paying some fees no mattextwie performance of the funds is,
individual investors also have little say in whishcurities have to be included in the
funds or not. In addition to this, the actual vabiea mutual fund share is not as precise
as that of the stocks on the stock market. Thogé Vimited funds or investment
experiences may consider investing on mutual fumMdeen choosing the right fund,
investors have to consider how much risk they ating to take against their expected

investment returns, (Fink, 2011).

Most mutual funds firms operate five common typésfumds: Money Market fund,
Equity Fund, Bond Fund, Balanced Fund and IndexdFukdditional fund types are
managed, dependent on the research and developewartments of these firms and the
spread of their clientele. These funds are namenh fthe different securities that are
invested in, for example, an Equity Fund refera fand where the investment is made in
the shares of listed companies on the securitiebagge of a country. Consequently,

funds may also be classified by sectorial or gguga specialization, by investment



objective, by active or passive management, andlags of investor (institutional or

retail, with or without front loads etc.), (Fernandlapper, Sulla, & Vittas, 2003).

The first mutual funds were established in EuroPee researcher credits a Dutch
merchant with creating the first mutual fund in 477The first mutual fund outside the
Netherlands was the Foreign & Colonial Governmentsf which was established in
London in 1868. It is now the Foreign & Coloniaivé&stment Trust and trades on the
London Stock Exchange. The first open-end mutuatl fwas created in Boston in 1924
(Fernando, Klapper, Sulla, & Vittas, 2003). Ovee tdecades, mutual funds have

witnessed growth in the volume of investments, neinds firms and types of funds.

In their paper (Fernando, Klapper, Sulla, & Vitt2903), note that the most interesting
phenomenon of the 1990s was the explosive growthutfial funds. In the United States
the total net assets of mutual funds grew from US®trillion in 1992 to 5.5 trillion in

1998. In the 15 member states of the European Uthertotal net assets of mutual funds
grew from USD 1 trillion in 1992 to 2.6 trillion ih998. They also note that the growth of
the mutual funds also witnessed a surge in theass of household ownership of mutual
funds. Around the world focus has been directedatdw the performance of the US

mutual funds due to their expanse and inclusiveness

Mutual funds provide an opportunity for investing the many individuals who lack
financial knowledge. This eliminates the amounttiofie and resources required to
identify a ‘best buy’ share or security. In thesearch, (Kaminsky, Lyons, & Schmukler,
2001) identified four factors that led to the grbwvaf mutual funds. They noted that the
level of Equity investment in emerging markets lgaolwn rapidly in the 1990s, much of

it flowing through mutual funds. The growth of matufunds was fuelled by the



increasing globalisation of finance and expandirgsence of large multinational
financial groups in large countries and the strgagformance of equity and bond
markets. In addition, the search for safe finanmatruments that are liquid and come
with the promise of high long-term returns wooedyrawing number of investors.
Another factor identified as having contributedhe growth of the mutual funds was the
demographic aging that is characteristic of popaetin most high and middle-income
countries. The growth of mutual funds around theldvbas experienced a burst with
over 10,000 for example, being in the US. This dlohas mainly been witnessed in the
United States, Europe and Far East Asia. Howelrersame has not been translated into

the African Economy, and especially the East Africagion.

1.1.1 Mutual Fund Financial Performance

Across the world, the mutual funds industry hasobee a vast industry. From a small
industry, offering a relatively small nhumber of flgy mostly diversified equity and
balanced funds, it has changed into a multi-trifaollar industry offering thousands of

funds with diverse investment policies and straegi

A Mutual Fund is an investment scheme that poolsewdogether from many investors
who share the same financial objective to be mahdge a group of professional
managers who invest the pooled money in a portiiisecurities such as shares, bonds
and money market instruments or other authorizedrges to achieve the objectives of
the fund. In exchange of the money received froenitivestors, the fund issues units to
investors who are known as unit holders. The fusmth® income from the investment in
the form of dividends, interest income and capgains. The underlying value of the

assets of a Unit trusts is always directly repraseiy the total number of units issued



multiplied by the unit price less the transactiommmanagement fee charged and any other

associated costs.(CMA 2011).

The difference between mutual funds and unit trlisssin their structure the end result
for the investor is much the same. A Mutual is eeen by a trust company, while in a
mutual fund it is the responsibility of the diret®f the mutual fund company to ensure
that the fund manager and the custodian perfornr thdies in accordance with the

constituent documents (Oldert 2005).

According to Swinkels & Tjong-A-Tjoe, (2007) theyefthe a Mutual scheme as an
arrangement made for the purpose, or having tlextefdf providing, for persons having
funds available for investment. Facilities for tparticipation by them as beneficiaries
under a trust, in profits or income arising frone tcquisition, holding, management or
disposal means, in relation to a Mutual schemegld or interest (whether described as a

unit, as a sub-unit, or otherwise) or a beneficiarger the trust instrument.

To invest in a Mutual fund, investors buy unitsotigh the fund manager at the prevailing
selling price which is calculated daily. These simidin be bought any time as long as the
fund has not reached its maximum approved sizet kisiders can also sell their units

back to the fund manager at the prevailing buyingep The funds are collectively

invested in a portfolio of assets, such as shdmasds, money market instruments and
other authorized securities, in line with the comnadjective and needs of the group of
investors. The income derived by the fund by wagividends, interests and capital gains

are divided among the unit holders in proportiothiir investments(Rono, 2011)



1.1.2 Determinant of Mutual Fund Financial Performance

In one of the CMA investors guide line publicatipivsvestors who wish to invest in a
mutual fund are advised to buy units through tihedfmanager at the prevailing selling
price which is calculated daily. These units aradit any time as long as the fund has
not reached its maximum approved size. Unit holdarsalso sell their units back to the
fund manager at the prevailing buying price. Ibécause of this repurchase feature that
units are called open-ended funds. The fund manageronly issues new units to
incoming investors, they are also required to refpase or redeem units from outgoing
investors. The value of the fund or the price tgai by unit holders or the amount to be
received when the units are sold is based on thagset value of the fund plus charges
(if any). Funds where a substantial portion is sted in stocks and shares, the
performance of the fund would be affected by thefgumance of the stock market.
Hence, a unit holders selling price could eitherigher or lower relative to the stock

market’s performance when units were bought.(CMAL)0

1.1.3 Relationship between Determinants and Mutudfund Financial

performance

According to CMA investors guide publications, uhdlders have the potential to earn
money either by capital growth or dividend incorach unit in the fund represents a
slice or share of the fund’s underlying portfoliosecurities. Therefore if the value of the
portfolio goes up, so does the value of each diis is called capital growth, or capital
appreciation. If one sells the units at a highécepthan they bought, a profit would be
gained. The converse will mean a loss is incurfeélde units are sold for less than price

they were bought.



Income received by the fund from its investments/ rba passed on to unit holders as
dividends. However, dividends are not guaranteéeiffund makes little or no income, it
may not pay any dividend. Moreover, a fund thatcemtrates on achieving capital
growth may have a policy of paying very little av dividend at all. In such cases you
may have to sell your units if you need to redeemes cash. It is therefore important to
read the prospectus to find out the type of funiddeffered and whether it matches your

financial performanceobjectives.

1.1.4 Mutual Funds in Kenya

In Kenya, the establishment and licensing of mufuatls firms is done by the Capital
Markets Authority (CMA). These firms are registerasl collective investment schemes
(CIS) each mandated to operate a fund(s) baseleolicence granted. Elsewhere around
the world, mutual funds are the investment choifceost households. Kenya represents
over 50% of the economic power of the East Africauntries, with the most active
securities exchange, Nairobi Securities Exchangenkith the growth in the number of
investment firms and mutual funds, the uptake eséhinvestment opportunities has been
wanting. The volume of funds channelled to fundscamparison to other securities,
guestions the knowledge of the operations of fumdsgstor confidence and knowledge

of the different investment vehicles available.

The listed collective schemes are managed by fimigch have also been enlisted as
Stock Brokers, Investment Banks and Custodianss Tidicates that such funds are
professionally managed and the returns derived Idhoumic the market trends. As
recent as 2011, the CMA approved the First Ethi@glportunities Fund to First

Community Bank (FCB). The former Chief ExecutivefiCdr, Stella Kilonzo, noted



“This new fund, which is a unit trust scheme, Wi#lp Kenya attract foreign portfolio
investors as Socially Responsible Investing (SRB growing business in both the USA
and Europe. One out of every nine dollars undefegsional management in USA was
involved in SRI in 2007. It is expected that thel $Rarket in USA will reach US$3
trillion this year up from US$2.7trillion in 200The European SRI market grew from €1
trillion in 2005 to €1.6 billion in 2007” (CMA gnats consent for the registration of First

Ethical Opportunities Fund , 2011).

Major ethical funds globally include; Norwich Unidgthical Fund, Old Mutual Ethical
Fund, Aberdeen Ethical World Fund, and Aviva UKiE#h Fund. In the press release the
CMA observed that socially responsible investowta corporate practices that promote
environmental stewardship, consumer protection, dunmights, and diversity. In
developed SRI markets a screening criteria has peénn place with clearly set out

benchmarks for qualifying such funds.

1.2 Research Problem

Mutual funds face competition from various alteived, when fund performance is
generally not impressive. Studies done on mutuadl fperformance have reported that
most funds did not match performance of comparafaeket indexes. According to these
studies, slightly more than 50 percent of mutuatdfi outperformed their targeted
markets before considering transaction costs. Aftersidering such costs, more than 60
percent of funds did not match their market perfamoe, with the remainder performing
inconsistently. Transaction costs are thereforesicemed fund performance determinants.
Unimpressive mutual funds are therefore facing cefitipn from newer alternatives,

including exchange-traded funds (ETFs), folios aagdarately managed accounts. These



alternatives offer certain advantages over mutuabl$. For example, ETFs combine
features of index funds with low expenses for tmgdistocks; folios let investors
customize diversified stock portfolios; while segtaly managed accounts give investors
access to professional managers who choose stocksdltiple accounts to achieve

diversification.

Before a potential investor decides to take thegduy he or she must therefore be aware
of the risks and costs that Mutual funds’ investtaeantail. As with any other type of
investment, investing in mutual funds also caritesown risks, including interest rate
risk and management risk. To this one must adddbssntrol, as one does not have the
right to direct how one’s savings in the mutualduere invested, as long as the fund
manager is managing the funds in accordance wihptiospectus and deed. What is
more, there is a price tag for the services praligethe fund manager, which means that
the fees and charges payable to the fund managewmmpany do affect the

shareholder’s returns.

Ochieng (2005) observed that Old Mutual Asset Manant Kenya was established in
1997 and started operations in April 1998. As artilAR005, the total assets under
management were over Kshs 49 billion and of this,Equity fund that started operations
on 1st April 2003 had an approximate net assetevafiKshs 2.0 billion.Wagacha (2001)
outlined that with the passage of the Capital Merlé&uthority Amendment Act (2000),
which recognizes specific investment vehicles apkeially mutual funds and unit trusts,
then more opportunities for diversification by batktitutional and retail investors would
emerge in Kenya. Kamanda(2001),evaluated the ecquuottfolios held by Kenyan
insurance companies over the period January 198®tember 1999 and observed that

majority of the insurance companies' maintainedrigodiversified portfolios and the



market portfolio outperformed the insurance indugtortfolio. Kamanda also observed
that the market rate of return for the Nairobi t@&xchange was less than the risk free
rate during the study period. These findings ramaecerns of how efficient it is to invest
in the mutual funds since under normal circumstanik-averse investors would prefer
to invest in the money market at the risk free.r3teis therefore seeks to answer the
guestion; How do the Determinants of Mutual Fundfgrenance impact on investors

returns? To what extend do these determinantstaffetual Fund performance?

Many Mutual Fund investors have little or no knodde at all on what affects their
returns. This study, therefore, seeks to find aw Mutual Fund performance is affected
by various determinants. This will help investoosnhiake informed decisions on their
investment on Mutual Funds. The basic problem litg study is therefore an attempt to
enquire on how the determinants affect Mutual féindncial performance. This study

seeks to investigate the determinants of mutualddimancial performance in Kenya.

1.3 Objective of the study

The study sought to investigate the determinantsufial funds financial performance in

Kenya.

1.4 Value of the Study

Fund managers make investment decisions for thestovs. They seek to increase the
penetration ratio in the market. Fund performarscéherefore affected by the decisions
made by these managers. This study will therefoeeof help to them execute their role

effectively.

Since mutual fund investing has become a much mopilar choice for investors, it

10



would certainly be of interest for investors to wndow fund performance relates to
fund's fundamental characteristics such as funéstment objectives, fund size, age,
expense ratio, portfolio turnover ratio, initiargee charge (load fee), fund riskiness and
private/government fund status. The study will,réfiere assist individual investors in
their mutual fund choices based on their individisk tolerances.

Regulatory authorities play a crucial role in efsgithat there is fair play in the market
by all relevant market players in the industry. sSThhtudy will therefore assist the
regulatory authorities in assessing the suitabdftyhe current investment regulations for
mutual funds.

What drives an industry forward or backward is highdependent on the policies
governing the industry .Good policies are formulatéth a better understanding of how
mutual funds operate. This study will enlighteni®oimakers who are seeking a better
understanding of the industry in order to formulap@ropriate legislation.

Research and Development play a key role in angrgeconomy .This study will be a
source of reference material for future researchrtsacademicians who would study on
related topics hence it formulates a basis fohrtesearch.

Financial analysts carry out a research on mamdbpnance and on issues affecting the
financial market players. Findings from the studif hielp them give sound information
that will enable them to give informed decisions affer appropriate advice to investors

to make sound investment decisions.

11



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

The choice made by individuals in selecting an iterhof a basket of available options is
primarily driven by the desires, preferences arsleta of the individual. The decision

making process involved is rather difficult thare tface value that meets eye. This
explains the reason for different choices by déférpeople within the same status. The
general assumption is that the choice made isribdlmt the decision maker feels to best

satisfy their needs given the existing operatingrenment.

2.2 Theoretical Review

The field of analytical finance and economics ha@sdtto develop models that try to

inculcate the “human element” in financial decisioaking.

2.2.1 Financial Decision Making Theories

Kahneman and Tversky developed the “Prospect The®he advent of the “Prospect
Theory” heralded the introduction of psychologyoirthe world of economic analysis
moving away from the old age theory of the “ratiomevestor”. This model tried to
understand the attitudes of people towards rislceonng gains and the risk concerning
losses. This paper identified the variation frora #xpected decisions as a result of how
individuals weight the gains and losses to be sedli Instead of referring to the
traditional economic utility, they replaced utilityith value. Their research found that

individuals perceive outcomes as gains or lossdgerahan final states of wealth or

12



welfare. Every outcome of a decision is measuredhenperceived gain rather than the
perceived loss from the choice. Thus, if a persamewgiven two equal choices, one
expressed in terms of possible gains and the othmossible losses, people would choose
the former, even when they achieve the same ecenemd result. This theory has

become the foundation of modern behavioural studiéisance.

Later works have been developed building on theospect Theory”. In order to
understand the uptake of mutual funds in Kenyat @f literature on portfolio selection
under risk and uncertainty and the impact of huimflnences on decision making has
been identified. Most decisions made by individuaee biased towards earlier
predisposition about information they have acquireither through academics, grape
vine or pure hearsay. This directs an individuahiking a decision that may or may not
be founded on *“truths” resulting in either “goodf ‘hbad” decisions and subsequently
outcomes that are favourable or unfavourable. $ufclhmation creates a reference point
to the decision maker that may be founded or nbts Thay be a logical or illogical

reference point. This has been referred to as “Aring”.

This is characteristic of investors where generalrket information is ignored and
information is selectively applied to reinforce fre-existing convictions that an investor
has regarding a given investment option. The damssiopted for are centred on the
anchor point and are only adjustments to the anchis interferes with the decision
making process and is usually dependent on the mewpgerience, personality and
cognitive ability of the decision maker. In finantkis has commonly been witnessed in
the dependence of investors making decisions basegast performance or prior
information that may be irrelevant at the pointdefcision making. The focusing effect

(focusing illusion) is the end result of the anchgreffect where too much bias is placed

13



on one point statistic, event or information cagsam error in the prediction of the utility
of an expected future outcome. For example, theomahat investing in stocks and
mutual funds is a preserve of the rich would detelinvestor with excess disposable to

invest in the Securities Exchange to avoid beibgllad as “rich”.

Other research into the study of the decision ngakirocess in relation to investors and
finance includes: the gambler’s fallacy, herd bétay confirmation and hindsight bias,
overreaction and availability bias, overconfideaoe the theory of regret. Recent studies
now indicate that investors weigh the amount ofettp be undergone by selecting one
choice of investment over another (Landman, 198f¢. neo-classical theories appreciate
the value that is placed on the regret of the m@étitres not taken by the investor. This
would otherwise be quantified as the opportunitytebthe investment was taken. Regret
has been referred to as either a cognitive phenomesmotional phenomenon or both.
The choice of investment on whether to invest mwual fund scheme by any Kenyan
would be dependent on the amount of regret thainiigidual expects to undergo by not
selecting any other option, this be either, noesting in the bond market, equity market
directly through the stock exchange or investirgftimds in a fixed deposit with a bank.
Each of these anomalies noted in human behaviosrramifications in the desired
outcome and the investment selection process. ithdils have varying preferences
towards the desired investment options availabieutjh the stock exchange. However,
the common ground is that every instrument or itmest vehicle chosen should

maximise the wealth of the investor and give neitpee returns or flows to the investor.

This forms the basis of the study into the uptakeé ehoice of Kenyans with relation to
mutual funds. Mutual Funds have attracted a loattdntion and kindled the interest of

both academic and practitioner communities. Contpéwethe developed markets, very
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few studies on Mutual Funds have been done in Kemiiés literature review tries to

identify the different aspects of mutual fund se@@cand the patterns and behaviours of
investors that influence fund selection. The indiil drive of every human being is to
better their lives through improved income strearbis has been the classical
explanation of selection of investment options bgividuals. This research has been

directed towards understanding the level of investiniby individuals in mutual funds.

Generally, there is a lack of adequate literatexéemv about the mutual funds in Kenya.
The general tendency towards investment is to miagirthe returns that flow to the
investor. The choice of investment option is alspehdent on the risk perception of the
investor and how much of losses they are willingntour or gains they are willing to
enjoy. The rational investor has been found to ligntihe classical decision making
pattern. The probability of an investor selling @rfprming stock and holding onto a
losing one is higher (Barber, Odean, & Zheng, 200@g choice of investment is further
compounded by the behaviour of other investorsaamuhvestor will mostly want to be in
a “herd”. The recent studies on behavioural finahewe attempted to explain the
fallacies that follow individual investment. Indials tend to flock in on a past
performing stock or securities in anticipation ofure good performance from the same
stock. The selection of any mutual fund is a mowayafrom traditional investing in

stocks and having to presume an understandingeahtrket.

2.2.2 Modern Portfolio Theory (MPT)

Observations made according to MadAwan & Arsha@123 Modern portfolio theory is
based upon two dimensions, at one end there isahfiitnds manger that specialize in

constructing a portfolio while at the other endrénhés investor who choose a portfolio
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based upon their risk tolerance and risk-free agsstording to developments done by
Harry Markowitz, (1952) MPT states that it is nabegh to look at the expected risk and
return of one particular stock. By investing in mahan one stock, an investor can reap
the benefits of diversification - chief among theanreduction in the riskiness of the
portfolio. MPT quantifies the benefits of diversdition. The risk in a portfolio of diverse
individual stocks will be less than the risk inhren holding any one of the individual
stocks (provided the risks of the various stocks mot directly related). Consider a
portfolio that holds two risky stocks: one that paff when it rains and another that pays
off when it doesn't rain. A portfolio that contaiteth assets will always pay off,
regardless of whether it rains or shines. Adding nsky asset to another can reduce the
overall risk of an all-weather portfolio. In othevords, Markowitz showed that
investment is not just about picking stocks, budulchoosing the right combination of

stocks among which to distribute one's nest eqgg.

2.2.3 Arbitrage Pricing Theory

According to an argument by Breeden, (1979) Aalgeurs use the APT model to profit
by taking advantage of mispriced securities. AP&suthe risky asset's expected return
and the risk premium of a number of macro-econdiadtors. A mispriced security will
have a price that differs from the theoretical @nizedicted by the model. By going short
an overpriced security, while concurrently goingdahe portfolio the APT calculations
were based on, the arbitrageur is in a positiomaie a theoretically risk-free profit. A
statement by Eichner & Kregel, (1975) said thatestment places emphasis on the
importance of interest rates in investment decsi@hanges in interest rates should have
an effect on the level of planned investment urademn by private sector businesses in the

economy.
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2.3 Empirical Literature Review

The research on mutual funds has elicited studiés &t academic levels and at national
and global policy making levels. These studies varthe depth of research and topic of
interest. Interestingly, the findings from the di#nt research revolve around the
performance of the mutual fund units, fees chaaysditypes. However, there are limited
studies into the selection process of mutual fundsnvestors. This has been primarily
due to the assumption that investors are awardefekistence of the funds and the
investment strategy for each. However, the increpdinancial performance and

deepening of the different national securities exge within Africa requires

commensurate understanding of the specialised diabproducts offered by investment

banks, stock brokerage firms, listed firms etc.

In her paper (Ranganathan), identified that thenary elements that affected the
selection of a mutual fund. She identified that #avings objectives of an individual
investor, savings instrument preference for an store attitude towards the financial
instruments in the stock exchanges, preferenceubfiah investment in future, source of
information about mutual fund, the preference aefBting in equity rather than mutual
funds and the choice and mode of communication dofee by the mutual funds
determined the mutual fund selected. The reseadehtified that the awareness of
investors to mutual funds also drove the desiievest in mutual funds. Thus was highly
related to the route adopted by mist investors tdevainderstanding the operations and
investing in mutual funds. In her research, shesitihat 31% of the respondents did not
want to be at the mercy of the broker-friend-advisetwork. Other elements identified,

(Crpatna, 2011), based on the expected the investmeeds of an investor include:
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Security of Original Capital, Wealth Accumulatiddpmfort Factor, Tax Efficiency, Life

Cover, Income, Simplicity, Ease of Withdrawal, Coomication.

The key elements expected to be the drivers forslection of mutual funds are
expected to include: price of mutual funds unit€oime, and security of original capital.
The desired and most commonly used of researclysisahethod has been conjoint
analysis. This analysis method is desired duestapplicability by allowing respondents
to rank individual attributes. This has been a mekitool in the analysis of financial
services (GoOzbapy & Cytak, 2010). Other attributdentified include funds past
performance, fund’s manager experience, investrage of fund manager, fund size.
Fund founder, number of funds managed by the fondder and the expense ratio of the
fund. The combined multiple elements identifiedrirdifferent researches have different
weights. The proposed research into the Kenyan asiershould establish which

attributes carry the most weight into the uptakenatual funds.

The other factor identified is the educational lesethe individual (Rao, 2011). In the

paper, the respondents answered against six Estigiender, age, marital status,
education level, occupation and income level. Tésrly indicates that the decision to
invest in a given mutual fund is affected by bo#mibgraphic and situational factors.
Lewellen, Lease and Schlarbaum (cited in (Awan &shfad, 2012)) conducted the
research on demographic basis i.e. age, gendemmma@nd education affects investor
preferences for overall return, capital gain anddgind yield. Other research conducted
confirmed that the size of fund, the effectivenessmarketing programme and past
return of funds have great impact in pushing irdlals to prefer one fund over another
((cited in (Awan & Arshad, 2012). This researchawbthat marketing had the greatest

impact in the choice of a mutual fund by the ingest
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The choice of a mutual fund was found to be theqgpal decision of the investor and
was greatly influenced by information available otlgh marketing (Rajeswari &
Moorthy, 2000). Investors first seek security t@ithinvestment, followed by good

returns, tax benefits, liquidity and finally capiggpreciation.

2.4 Determinants of Mutual Funds’ Performance

2.4.1 Risk

Risk considerations are at the very heart of mostestment decisions. For both
individuals and companies the incorporation of riakiables in the decision process is of
utmost importance, Gitari (1990). Different perdpess on risk give rise to different
schools of thought. The variability school, MarefdeShapira (1987) perceive risk as the
variation in the distribution of possible outcomd#wir likelihoods and their subjective
values. This perception of risk also compares wt Robicheck (1969) perception of
risk being the possibility that the actual retufrem an investment may differ from the
expected returns. That is, the risk of a secustyhie variability in its expected future
returns. High risk securities have high dispersamund the mean while low risk
securities will have a low dispersion around theameRisk as measured as the variability
of returns has received widespread acknowledgenmemtecision theory. Thus, risk
viewed as the variability of returns is quantifiedterms of variability measures which
include range, mean absolute deviation, varianesdsard deviation, and coefficients of

variation (Spiegel, 1988).

The volatility school of thought perceives risk terms of the volatility of returns in
relation to the market returns. Thus a stock whesarns are highly correlated with the

market returns is said to have low volatility, wias a stock whose returns have little

19



correlation with the market returns is said to ighly volatile. A measure of risk based
on the volatility concept quantifies only that pont of the total variation which is
associated with the market variation (systematsk)riand ignores any unsystematic

variation (Bower and Wippern, 1969).

2.4.2 Transaction Costs

Many studies have attempted to determine whetheaityegnutual funds are able to
consistently earn positive risk-adjusted returnish@ugh these studies have documented
significant differences in risk-adjusted returnsoas funds, it became apparent early on
(Sharpe 1966) that those differences are to a laxgent attributable to differences in
fund fees. Most research on mutual funds has thaa himed at determining whether the
cross-sectional variation in performance that isexplained by fees can be explained by
the existence of managers with superior stock-pgkskills (Chevalier and Ellison
(1999). However, little attention has been paidthe relation between before-fee
performance and fees. Mutual fund fees pay forstteices provided to investors by the
fund. Since the main service provided by a mutualdfis portfolio management, fees
should reflect funds' risk-adjusted performancéolibws that there should be a positive
relation between before-fee risk-adjusted expeaadns and fees.

We then set out to explain this anomalous relatimyn investigating the role of
performance in the determination of fund fees. §bffersen and Musto (2002) propose
that mutual funds' fees are set taking into accthmtelasticity of the demand for their
shares, so that funds facing less elastic demaadyethigher fees. These authors argue
that funds with worse past performance face leastiel demand, since performance-
sensitive investors leave funds following bad perance. If performance is persistent

for at least the worse-performing funds (as indidaby Carhart (1997)), Christoffersen
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and Musto's hypothesis could explain our findingaofegative relation between fees and

before-fee performance. Gil-Bazo and Ruiz-VerdW@Qorovide a related explanation.

2.4.3 Size of the fund

As more and more investors are attracted to a fspeunutual fund, the manager is
presented with a significantly large amount of cagie risk that arises in this situation is
that to put the cash to work as soon as possibieesnanagers may purchase additional
instruments that are not optimal for the fund'sesters. (Financial Post November,

2009).

A small fund can easily put all of its money in litsst ideas, a lack of liquidity forces a
large fund to have to invest in its not-so-goodagl@and take larger positions per stock
than is optimal, thereby eroding performance. Gatttand Sheridan Titman (1989) find

mixed evidence that fund returns decline with figizk. Needless to say, there is no

consensus on this issue.

2.4.4 Country Characteristics

According to Christoffersen and Musto (2002) Cowmtnaracteristics can explain mutual
fund performance beyond fund attributes. There [ositive relation between mutual
fund performance and the country’s level of finahalevelopment, in particular in
countries with high trading activity and low transan costs. The level of economic
development is of particular importance for doneedtinds. Familiarity arguments
explain the performance of foreign funds as theyaiob better performance when
investing in countries that are geographically elesid countries that share a common

language.

21



2.5 Summary

Studies around the world have identified differsats of parameters that influence the
choice of decision that an individual makes. Mdsthe studies depended upon relate to
the Indian economy and the US. The works citedihagiwe a background into the study
of the Kenya mutual fund market. Although, Kenyaéd to equal the sophistication in
other markets, the income spread and age of populative been considered to be near
similar, and any differences accounted for throtlgd rapid economic growth that has
spurred the growth of the securities exchange (NBE® effects of each of the identified
elements that individually and collectively driveetlevels of investments in mutual funds
through influencing investors to opt for mutual disnrather than other investment
channels are wide and cannot be constricted taémgified five elements rather a deeper
understating should be desired to conclusivelyrdates the levels of correlation between
each element, the specific drivers of the elemedtthe final outcome on the investment
level in a mutual funds by a single or block of estors. The key elements to be
investigated in this research are: risk, transactiost and fund size and the country
characteristic.

Figure 1: Conceptual Frame work
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter describes the procedure used to conithec empirical research. This
included how the data was collected, the deternunaif the sample to be used and how

the information was analysed, interpreted and ptese

3.2 Research Design

Research design is the ultimate blue print forabkection, measurement and analysis of
data Kothari, Ramanna, & Skinner, (2010). The stwdy use descriptive research
design. This method is described by Cooper & Sdbmd2006) to be a detailed
description of events, situations and interactidiefween people and things. The
descriptive research assets to enhance a systedesticiption that is as reliable, valid
and accurate as possible regarding the respons#f®eanvestment options available to

unit trust schemes and the aspects that are coedideselecting portfolio combination.

Secondary historical unbiased data available tethmic was retrieved from the financial
statements of the unit trusts funds while primaatadvas collected through administering
of questionnaires to the unit trust fund managéne conclusion drawn was taken to be
true for all the observations hence a generalimasipecific to the unit trust funds in

Kenya.

3.3 Target Population

The study will entailed a census of all the mutiusids operating in Kenya with equity
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portfolios licensed by the Capital Markets Authyprithese are the Balanced Fund under
African Alliance Kenya and the Equity Fund underdWutual Asset Management
(OMAM) Kenya. The study was also cover bankingitofibns with mutual funds. The
study covered the period 1st January 2008 to 3@ite®ber 2012 this study will seek to

evaluate annual report data.

3.4 Data Collection

The study solely used secondary data sources blaikt the companies’ books of
account and the NSE or Capital Market Authorityice#$. The Secondary data sources
will be chosen owing to the fact that they are geeaand more quickly available than
primary data and help clarify and answer reseaugstipn. Secondary data was collected
from the companies’ annual reports as every compamngquired to report the extent to
which they complied with the performance principlastheir annual reports. Data on
performance was collected on Return on Asset widla on determinants was collected

on risk, transaction costs, fund size and courtteyacteristics.

3.5 Data Analysis

The study used multiple linear regression equaaioth the method of estimation will be
Ordinary Least Squares (OLS) so as to establishrelaionship between determinants
and performance. The study used a regression imatstthe model with ROA as the
dependent variable and the determinants as the@endent variables as used by Nishat
and Mir (2004). The economic model used in the\sia given as:

PERF =Bo + B1RISK +B2TCOSTS $3 FSIZE + CGit
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Where:
Bo is constant
B 1, 2,3,4 is the coefficient of the explanatoryi@hle (the determinant attributes),

¢it is the error term

PERF is the Fund Financial Performance
RISK is the Operational Risk

TCOSTS is the Transaction Costs

FSIZE is size of the fund Fund Size

CC Is the country characteristic

eit Error term

Where

PERF is mutual fund financial performance, this wasasured through profitability of
mutual funds, ROA Return on Assets was used to mmedsnutual fund investment, and

return on assets is the ratio of earning dividedobgl asset

ROA __netprofit

total assest

Risk is the operational risk Of Mutual Fund; thiasvmeasured using the liquidity of the
firm, Liquidity of the firm will be measured usindpe liquidity of current assets over

current liabilities

. Current assets
Risk =

current liabilities

TCOSTS is the transaction cost involved in mutuabdf investment which will be

measured by the transaction cost involved in mutuadl investment, this is the cost
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involved in the transaction pertaining to mutuahdu natural log of transaction will be

used.

FSIZE is the size of mutual fund investment whidh la.e measured by the natural log of

total assets of the company.

Country characteristics will be measured usingctientry inflation value
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CHAPTER FOUR

DATA ANALYSIS AND INTERPRETATION
4.1 Introduction
This chapter presents the data findings to invastighe determinants of mutual funds
financial performance in Kenya. These data wasectdd from the Nairobi Security
Exchange, and Capital Market Authority offices. kple linear regressions were
established through Ordinary Least Squares (OLSass@o establish the relationship
between mutual fund size and performance. The stoggred a period of 5 years from

years 2008 to 2012.

4.2 Regression Analysis
4.2.1 Regression Analysis for 2008

Table 4.1: Model Summary

Model R R Square| Adjusted R Square| Std. Error of the Estimate
1 .908(a) .824 .801 2372

Adjusted R squared is coefficient of determinatishich tells us the variation in the
dependent variable due to changes in the indepéndeiable, from the findings in the
above table the value of adjusted R squared wa310a® indication that there was
variation of 80.1% on mutual fund financial perfance due to changes in risks,
transactions cost, size and country characteasti5% confidence interval . This shows
that 80.1 % changes in mutual fund performanceldcba accounted for by changes in
operation risks, transactions cost and fund sizés Bhe correlation coefficient which

shows the relationship between the study varialfites) the findings shown in the table
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above there was a strong positive relationship éeitwthe study variables as shown by
0.908.

Table 4.2: Coefficients

Model Unstandardized | Standardized t Sig.
Coefficients Coefficients

1 B Std. Error Beta
Constant .533 A71 1.146 .887
Risk -.452 .951 -.207 -.668 519
Transaction Costs .143 .190 .007 121 .9838
Size .803 230 671 1.783  .08D
Country Characteristic | . 114 .398 -.222 -1.871 .06y

The established regression equation was
Y =0.533 - 0.452X- 0.143 % + 0.803 % -0.114X%

From the above regression equation it was revedhed holding risks, country
characteristic, transactions cost and fund sizeataonstant zero, mutual fund
performance would stand at would stand at 0.538iaincrease in operation risk would
lead to decrease in mutual fund financial perforoeaby a factors of 0.452, a unit
increase in transaction cost would lead to deer@asnutual fund financial performance
by factors of 0.143 and a unit increase in func siould lead to increase in fund
performance by a factor of 0.803, a unit increéaseountry characteristic would lead to
decrease in mutual fund financial performance byactors of 0.114 study further
revealed that risks, transactions cost and size w#tistically significant to affect fund

performance, as all the p value (sig) were less tha5%.

4.2.2 Regression Analysis for 2009

Table 4.3: Model Summary
Model R R Square | Adjusted R Square Std. Error ®f8ktimate

1 .859 .738 126 .07833
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Adjusted R squared is coefficient of determinatiwhich tells us the variation in the
dependent variable due to changes in the indepéndeiable, from the findings in the
above table the value of adjusted R squared wa®60an indication that there was
variation of 72.6% on mutual fund financial perfamce due to changes in risks,
transactions cost, size and country characteast®5% confidence interval . This shows
that 72.6 % changes in mutual fund performanceldcba accounted for by changes in
operation risks, transactions cost and fund sizés Bhe correlation coefficient which
shows the relationship between the study varialfites) the findings shown in the table
above there was a strong positive relationship éetwthe study variables as shown by

0.859.

Table 4.4: Coefficients

Model Unstandardized Standardized |t Sig.
Coefficients Coefficients
B Std. Error | Beta
1| (Constant) .654 .155 2.939 .010
Risk -.560 .148 -.554 -3.794| .001
Transaction Costs -.295 .140 -.308 -2.109  .042
Size .011 133 .013 .085 .033
Country Characteristic -.213 .208 -.182 -1.018 .013

The established regression equation was
Y =0.654 - 0.560 X- 0.295 % + 0.011 % -0.213 X

From the above regression equation it was reveidholding risks, transactions cost,
country characteristic and fund size to a constend, mutual fund performance would
stand at would stand at 0.654 , a unit increasmeration risk would lead to decrease in
mutual fund financial performance by a factors @60, a unit increase in transaction
cost would lead to decrease in mutual fund fir@@erformance by factors of 0.295 and
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a unit increase in fund size would lead to increastind performance by a factor of

0.011, a unit increase in country characteristiczildead to decrease in mutual fund
financial performance by a factors of 0.213 stualyhfer revealed that risks, transactions
cost and size were statistically significant toeafffund performance, as all the p value

(sig) were less than 0.05%.

4.2.3 Regression Analysis for 2010
Table 4.5: Model Summary

Model R R Square| Adjusted R Square Std. Error @f8ktimate
1 .836 .690 .678 .61978

Adjusted R squared is coefficient of determinatishich tells us the variation in the
dependent variable due to changes in the indepémdeiable, from the findings in the
above table the value of adjusted R squared wag30ab indication that there was
variation of 67.8% on mutual fund financial perfance due to changes in risks,
transactions cost, size and country characteast®5% confidence interval . This shows
that 67.8 % changes in mutual fund performanceldcba accounted for by changes in
operation risks, transactions cost and fund sizeés Bhe correlation coefficient which
shows the relationship between the study varialbles) the findings shown in the table
above there was a strong positive relationship eéennthe study variables as shown by

0.836.
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Table 4.6: Coefficients

Model Unstandardized | Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta

1 | (Constant .65z .18¢ 9.011 .11
Risk -.83¢ .16¢ -.762 -2.777 .02¢
Transaction Costs -.231 .126 -.245 -1.834 .001
Size 219 .145 .008 .065 .023
Country Characteristic| -.281 114 -.031 -.24¢ .01¢

The established regression equation was
Y =0.652 - 0.836 X- 0.231 X% + 0.219 % -0.281X%

From the above regression equation it was reveded holding risks, country

characteristic, transactions cost and size torstaot zero, mutual fund performance
would stand at would stand at 0.652 , a unit inreeeim operation risk would lead to
decrease in mutual fund financial performance Wgcors of 0.836, a unit increase in
transaction cost would lead to decrease in mdtural financial performance by factors
of 0.231 and a unit increase in fund size would lEaincrease in fund performance by a
factor of 0.219, a unit increase in country charastic would lead to decrease in mutual
fund financial performance by a factors of 0.28udgt further revealed that risks,

transactions cost and size were statistically Saamt to affect fund performance, as all

the p value (sig) were less than 0.05%.

4.2.4 Regression Analysis for 2011
Table 4.7:Model Summary

Model R R Square Adjusted R Square Std. Error @fBktimate
1 .855 731 712 .52536
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Adjusted R squared is coefficient of determinatiwhich tells us the variation in the

dependent variable due to changes in the indepéndeiable, from the findings in the

above table the value of adjusted R squared wak20an indication that there was

variation of 71.2% on mutual fund financial perfamce due to changes in risks,

transactions cost, size and country characteasti5% confidence interval . This shows

that 71.2 % changes in mutual fund performanceldcba accounted for by changes in

operation risks, transactions cost and fund sizés Bhe correlation coefficient which

shows the relationship between the study varialfites) the findings shown in the table

above there was a strong positive relationship éetwthe study variables as shown by

0.855.

Table 4.8: Coefficients

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

1 | (Constant) .361 129 8.978 710
Risk -.855 .764 -.693 -1.28¢6 .019
Transaction Costs .305 .097 402 3.145  .Q02
Size 737 537 .334 1.079 .306
Country Characteristic -.196 .695 -.065 -1.458  .648

The established regression equation was
Y = 0.652 - 0.836 X- 0.231 % + 0.219 X% -0.281X%

From the above regression equation it was revedhed holding risks, country

characteristic , transactions cost and fund sizeataonstant zero, mutual fund

performance would stand at would stand at 0.65@njtaincrease in operation risk would

lead to decrease in mutual fund financial perforoeaby a factors of 0.836, a unit

increase in transaction cost would lead to deer@asnutual fund financial performance
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by factors of 0.231 and a unit increase in func siould lead to increase in fund
performance by a factor of 0.219, a unit increaseountry characteristic would lead to
decrease in mutual fund financial performance byaetors of 0.281 study further
revealed that risks, transactions cost and size wtistically significant to affect fund

performance, as all the p value (sig) were less h@5%.

4.2.5 Regression Analysis for 2012
Table 4.9: Model Summary

Model R R Square| Adjusted R Square | Std. Error of the Estimate
1 .927(a) .859 0.841 .2582

Adjusted R squared is coefficient of determinatishich tells us the variation in the
dependent variable due to changes in the indepémdeiable, from the findings in the
above table the value of adjusted R squared wa$l0a® indication that there was
variation of 84.1% on mutual fund financial perfance due to changes in risks,
transactions cost, size and country characteasti5% confidence interval . This shows
that 84.1 % changes in mutual fund performanceldcba accounted for by changes in
operation risks, transactions cost and fund sizes Bhe correlation coefficient which
shows the relationship between the study varialbles) the findings shown in the table
above there was a strong positive relationship eéennthe study variables as shown by

0.927.
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Table 4.10: Coefficients

Model Unstandardized Standardized T Sig.
Coefficients Coefficients

1 B Std. Error Beta
Constant 417 .984 1.101 297
Risk -.695 441 -.029 -.093 927
Transaction Costs -.237 537 -.334 -1.079  .306
Size .480 .258 .681 1.247 218
Country Characteristic| _ 196 695 -.065 -1.458 .648

The established regression equation was

Y =0.417 - 0.695 X- 0.237 X% + 0.480 % -0.196X

From the above regression equation it was reveakdholding risks, transactions cost ,
country characteristic and size to a constant,zardual fund performance would stand
at would stand at 0.417 , a unit increase in operatisk would lead to decrease in

mutual fund financial performance by a factors @9%, a unit increase in transaction
cost would lead to decrease in mutual fund firgn@érformance by factors of 0.237 and
a unit increase in fund size would lead to increastind performance by a factor of

0.480, a unit increase in country characteristiziddead to decrease in mutual fund
financial performance by a factors of 0.196 stualyhfer revealed that risks, transactions
cost and size were statistically significant toeafffund performance, as all the p value

(sig) were less than 0.05%.

4.3 Summary of finding and interpretation

From the findinsg on the adjusted R squared thdysfound that variation of mutual
fund financial performance was due to changes $ksri transactions cost, size and
country characteristic. The study revealed thatethgas a strong positive relationship

between the study variables.
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The established regression equation for year 2638 w

Y =0.533 - 0.452X- 0.143 % + 0.803 % -0.114X%

The established regression equation for year 2G89 w

Y =0.654 - 0.560 X- 0.295 X% + 0.011 % -0.213 X

The established regression equation for year 2G) w

Y =0.652 - 0.836 X- 0.231 X% + 0.219 % -0.281X%

The established regression equation for year 2Gisl w

Y =0.652 - 0.836 X- 0.231 X% + 0.219 % -0.281X%

The established regression equation for 2012 was

Y = 0.417 - 0.695 X- 0.237 X% + 0.480 % -0.196X%

From the regression equation it was revealed riskasactions cost and country
characteristic negatively affect the financial pemiance of mutual funds and size

positively affects mutual fund performance.

From the findings the study revealed that changedund performance could be
accounted for by changes in risks, transactions s@® and country characteristic. This
is consistent with Hendricks et al, (1993) who aadéd that mutual funds’ performance is
exhibited by various determinants which includeskkiOrganizational structure and
decision making, Transaction costs, Country Charestics, Type of Fund Management

Company and Fund size.

The study also found that there was negative celaliip between fund performance and
operation risks. This is in line with Reilly & Braw(2003) who observed that risk cannot
be ignored in any investment venture. It is pemegigs the variation in the distribution of
possible outcomes, their likelihoods and their satye returns. Gitari (1990) states that
risk considerations are at the very heart of mastestment decisions; different
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perspectives on risk give rise to different schoofsthought. The variability school,
March and Shapira (1987) perceive risk as the wanan the distribution of possible
outcomes, their likelihoods and their subjectivduga. This perception of risk also
compares well with Robicheck (1969) perception iek being the possibility that the
actual returns from an investment may differ frdra expected returns. That is, the risk
of a security is the variability in its expectedufie returns. High risk securities have high
dispersion around the mean while low risk secwiti@ll have a low dispersion around
the mean. Risk as measured as the variability tirme has received widespread
acknowledgement in decision theory. Thus, risk @dvas the variability of returns is
guantified in terms of variability measures whiadklude range, mean absolute deviation,

variance, standard deviation, and coefficientsasfation (Spiegel, 1988).

From the regression analysis the study found trexetwas negative relationship between
fund performance and transactions cost. Transactists considerations are of utmost
importance if any value were to be considered in iawestment. This is in line with

Christoffersen and Musto (2002) who proposed thatual funds' fees are set taking into
account the elasticity of the demand for their shaso that funds facing less elastic
demand charge higher fees. These authors arguéutidg with worse past performance
face less elastic demand, since performance-sangitvestors leave funds following bad
performance. If performance is persistent for atsiethe worst-performing funds (as
indicated by Carhart (1997)), Christoffersen andsMls hypothesis could explain our

finding of a negative relation between fees andfgefee performance.

The study also found that there was a positivaiogighip between fund performance and
fund size. Fund size refers to large or small fand the challenges investors have in

handling such funds. This therefore affects peréoroe of a particular fund depending on

36



the size. The findings contradict those by Grirtbiatd Sheridan Titman (1989) who
found mixed evidence that fund returns decline Viithd size. Needless to say, there is

Nno consensus on this issue.

The study also found that there was a positivaiogighip between fund performance and
type of fund. This is in line with earlier studie@ich have attempted to determine
whether equity mutual funds are able to consistesdlrn positive risk-adjusted returns.
Although these studies have documented signifidi#ferences in risk-adjusted returns
across funds, it became apparent early on (Sha366) that those differences are to a
large extent attributable to differences in funeésfe Further, Bogle and Twardowski
(1980) reported bank-managed equity funds unddogeing their non-bank
counterparts. Previous research reporting undempesance of bank-managed funds
relative to nonbank ones may have ignored theifedlifg fiduciary standards (Frye
2001). Therefore, perceived underperformance ok{maanaged funds relative to non-
bank counterparts may be due to bank managerséptwayoidance of risks. Comparison
of funds managed by institution groups facing samilfiduciary standards, as
recommended by Frye (2001), is necessary to givardanased picture of their relative

performances.

The study also found that there was a positiveioglship between fund performance and
organization structure. This concurs with Cyert datch (1963) who stated that there is
a long standing concern that the strategy liteeahgeds a better understanding of how
organizational structure and decision-making afteganizational performance. Lack of
knowledge regarding how decision making structdfects organizational performance

continually resurfaces in different areas of manag.
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The study also found that there was a positivaiogighip between fund performance and
country characteristic. Country characteristicered the level of economic development
especially countries with high trading activity almv transaction costs. The findings
agrees with Christoffersen and Musto (2002) whacawed that country characteristics
can explain mutual fund performance beyond fundbaties. Miller (1995) also observed
that there is a positive relation between mutuatifperformance and the country’s level
of financial development, in particular in counsriwith high trading activity and low

transaction costs.
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CHAPTER FIVE

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS
5.1 Introduction
From the analysis and data collected, the followitigcussions, conclusion and
recommendations were made. The responses were bagbé objectives of the study.
The researcher had intended to investigate therrdetents of mutual funds financial

performance in Kenya.

5.2 Summary of Findings

From the findinsg on the adjusted R squared thdysfound that variation of mutual
fund financial performance was due to changes sksyi transactions cost, size and
country characteristic. The study revealed thatethveas a strong positive relationship
between the study variables.

The established regression equation for year 2638 w

Y =0.533 - 0.452X- 0.143 % + 0.803 X% -0.114%

The established regression equation for year 2639 w
Y =0.654 - 0.560 X- 0.295 X% + 0.011 % -0.213 X
The established regression equation for year 2G40 w
Y = 0.652 - 0.836 X- 0.231 X% + 0.219 % -0.281X%
The established regression equation for year 2CGisl w
Y = 0.652 - 0.836 X- 0.231 X% + 0.219 % -0.281X%
The established regression equation for 2012 was

Y =0.417 - 0.695 X- 0.237 X% + 0.480 % -0.196X%
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From the regression equation it was revealed riskasactions cost and country
characteristic negatively affect the financial pemiance of mutual funds and size

positively affects mutual fund performance.

5.3 Conclusions

The study revealed that the determinats of theopmdince of mutual funds financial
performance in Kenya were risk , transaction ceste and country characteristic.

The study found that risk in the management of @mutunds cannot be ignored in any
investment venture. The risk of a security isvhgability in its expected future returns.
High risk securities have high dispersion arourel iean while low risk securities will
have a low dispersion around the mean. Risk asune@dsis the variability of returns has
received widespread acknowledgement in decisioloryheThus, risk viewed as the
variability of returns is quantified in terms ofriability measures which include range,
mean absolute deviation, variance, standard dewiatind coefficients of variation. The
study revealed that generally there was a strargjtipe relationship between mutual
fund performance and various determinant. It wahéur revealed that there was negative
relationship between fund performance, inflatiaeks and transactions cost. The study
also found that there was a positive relationst@pwken mutual fund performance and

size.

5.4 Limitation of the Study

In attaining its objective the study was limited naitual fund companies in Kenya.
Secondary data was collected from the firm findn@ports. The study was also limited
to the degree of precision of the data obtainenhftioe secondary source. While the data
was verifiable since it came from the Nairobi S#&@s Exchange publications, it

nonetheless could still be prone to these shortogsniThe study was based on a five year
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study period from the year 2008 to 2012. A longaration of the study will have
captured periods of various economic significargesh as booms and recessions. This
may have probably given a longer time focus herigenga broader dimension to the

problem.

5.5 Policy Recommendations

The study recommends that there is need for theaganent of mutual funds to mitigate
risk involved in the mutual fund investment as @saxfound that high risk securities have
high dispersion around the mean while low risk sées will have a low dispersion
around the mean.

There is need for the organization involved in tienagement of mutual funds in Kenya
to have solid organization structure as it was tbtlnat organization structure affects how
information is processed through an organizatiorckvim turn affects fund performance
of any investment. Good organization structure atlibw for better investment decision
in the companies that manage mutual funds and itereasing the performance of
mutual funds in Kenya.

There is need to reduce the transaction cost iedoin the mutual funds acquisition, as it
was found that increase in transaction cost neggtaffects the performance of mutual
funds in Kenya. There is need for the government designing policies that will
stimulate economic growth in the country as it @md that country characteristic like

economic growth have positive relationship withdyerformance.
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APPENDICES

Appendix |: Approved Collective Investment Schemes

. African Alliance Kenya Unit Trust Scheme

. Old Mutual Unit Trust Scheme

. British-American Unit Trust Scheme

. Stanbic Unit Trust Scheme

. Commercial Bank of Africa Unit Trust Scheme
. Zimele Unit Trust Scheme

. Suntra Unit Trust Scheme

ICEA Unit Trust Scheme

Standard Investment Trust Funds
CIC Unit Trust Scheme

Madison Asset Unit Trust Funds
Dyer and Blair Unit Trust Scheme
Amana Unit Trust Funds Scheme
Diaspora Unit Trust Scheme

First Ethical Opportunities Fund

Genghis Capital Unit Trust Funds

Source (CMA, 2012)
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