THE EFFECT OF SIZE ON THE PERFORMANCE OF MUTUAL FUN DS IN
KENYA

BY

BEN WAMBUGU MAINA
D61/60874/2011

RESEARCH PROJECT SUBMITTED IN PARTIAL FULFILLMENT O F THE
REQUIREMENTS FOR THE DEGREE IN MASTER OF BUSINESS
ADMINISTRATION, UNIVERSITY OF NAIROBI

OCTOBER, 2013



DECLARATION
This project is my original work and has not beeespnted in any other University for the

award of any degree.

Signature.......ccooeeeeeeeeeeieeeiiiiis Date....ccovvie e
BEN WAMBUGU MAINA
D61/60874/2011

SUPERVISORS APPROVAL

This work has been submitted for consideration withapproval as the supervisor.

SIgNALUIE....ueeeiieie e e e e D 1
DR. ADUDA JOSIAH O

Chairman: Department of Finance and Accounting



DEDICATION

This research paper is dedicated to my parentsaid. Mrs.Wambugu, my sister Linda
Wangechi and my brother Joe Wairiuko who have bagrconstant source of inspiration.
They have given me the discipline and drive to ledhkis task with enthusiasm and

determination. Without their love and support fiisject would not have been possible.



ACKNOWLEDGEMENT

| take this opportunity to express my profound igmde and deep regards to my supervisor,
Dr.Josiah Aduda for his exemplary guidance, immesspport and positive criticism
throughout the course of my project. The encouraggrand guidance given by him time to

time shall give me the drive in the journey of lifie which | am about to embark.

| also take this opportunity to express a deepesengratitude to The Retirement Benefits
Authority, The Nairobi Stock Exchange and the resige fund managers in Kenya for their
cordial support, valuable information and guidamekich helped me in completing this task

through various stages.

| am obliged to my colleagues at Kenya CommerciahiBfor the valuable information
provided by them in their respective fields. | anatgful for their cooperation during the
period of my assignment. | am also grateful to mplyer for the patience and opportunity

provided to me to be able to work on this project.

| am also grateful to the University of Nairobi faccording me the opportunity and facilities
to advance my knowledge. | am also thankful to mmify for their great patience and
support as | prepared this project. Most of adinl grateful to God for giving me the strength

and ability to finish and present my project.



ABSTRACT
According to RBA, there has been a gradual andtaahgrowth in the size of mutual funds
in Kenya in the recent years. Theoretically, th@eeted relativity of fund size and their
performance is not explicit; some studies insistagnositive relationship, others a negative
relationship while others suggest no correlation adit between the two variables.
Contextually most of the studies on mutual fundgehbeen done in European, Asian and
American markets but few studies have been donallyocA question that remains
unanswered after these studies is, “How does $ieetahe performance of mutual funds in

Kenya?”

The research framework was descriptive one heraeseriptive survey research study was
preferred. The population of interest in this stuehs the types of mutual funds in Kenya as
at the start the year 2008. There were 33 regitbhetual Funds in Kenya at the end of
2008 under the management of 11 mutual fund masaghis paper utilized secondary data.
Correlation coefficients between fund size and grenbnce was computed to assess the
degree of relationship between fund size and padoce of mutual funds. The study used
multiple linear regression equation and the metbfoestimation was Ordinary Least Squares

(OLS) so as to establish the relationship betweetuat fund size and performance.

The study found that there was a positive relatignetween fund performance and fund
size. The study found that operation risks, tratieas cost and fund size were statistically
significant to affecting mutual fund performancekianya. The study found that risk in the
management of mutual funds cannot be ignored iniavgstment venture. The risk of a
security is the variability in its expected futuegurns. The study recommends that there is
need for the management of mutual funds to mitiggieration risk involved in the mutual
fund investment as it was found that high risk sées have high dispersion around the
mean while low risk securities will have a low désgpion around the mean. There is need to
reduce the transaction cost involved in the mufuatls acquisition, as it was found that

increase in transaction cost negatively affecspgrformance of mutual funds in Kenya.
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CHAPTER ONE

INTRODUCTION
1.1 Background of the Study
Historians are uncertain about the origins of itwvest funds; some site that it was launched
in Netherlands in 1822 by King William. Others poio a Dutch merchant named Adriaan
van Ketwich whose investment trust created in 1@¥aly have given the king the idea.
Ketwich probably theorised that diversification Waincrease the appeal to small investors
with minimal capital. The name of Eendragt MaaktgWdranslates to “unity creates
strength”. The next wave of near-mutual funds idell an investment trust launched in

Switzerland in the 1880sv{vw.investopedia.com/articles/mutualfund/05/mfthistory.asp).

The idea of pooling resources and spreading risk toot in Great Britain and France before
eventually gaining popularity in the United Staties the 1890s. The creation of the
Massachusetts Investors’ Trust in Boston, Massattajsherald the arrival of mutual funds

in the United StatesMww.investopedia.com/articles/mutualfund/05/mfhistory.asp.)

A mutual fund is a means of investing that enabids/iduals to share the risks of investing

with other investors. All contributors to the fumedperience an equal share of gains and
losses for each dollar or shilling invested. A nalittund owns the securities of several

corporations. It pools money from hundreds and s$hads of investors to construct a

portfolio of stocks, bonds, real estate, or otleusities, according to the kind of investments
the mutual fund trades. Investors purchase sharg®imutual fund as if it was an individual

security. Fund managers hired by the Mutual Funch@any are paid to invest the money

that the investors have placed in the fund. Heethegadage "Don't put all your eggs in one
basket" the holders of mutual fund the shares laleeta gain the advantage of diversification

which might be beyond their financial means indistly

(www.davidcole.net/mutual_funds/money

Mutual funds are usually run by Fund Managers wheasponsibility is implementing a

fund’s investment strategy and managing its padftlading activities. The funds can be



managed by one person or by a team. Fund managemgaa a fee which is usually a
percentage of the funds’ average assets under mareag. The fund managers must possess
a high level of educational and professional créden and appropriate investment
managerial experience (www.investopedia.com/teffasimanagessp).

United States is the world leader in the Mutual dundustry (MFI) with asset base
approximating $11.6 trillion under management by émd of year 2011. The mutual fund
industry in Africa is among the lowest in the woddcounting for 13% when combined with
Asia pacific. (www.ici.org/pdf/2012_factbook.pdf)

In Kenya, Mutual Funds are referred to as unitter@d investors can only invest in them
through licensed companies. Unit trusts are thellsmaestor's answer to achieving wide
investment diversification without the need of pbitive sums of money (www.cma.or.ke).
Returns are periodically distributed to investdos,example yearly or every six months, and
some funds allow some investors to redeem theduat any one time within a few days’
notice. The terms of investing and the rates afrrevary based on the type mutual fund and

the company offering them.

Only Mutual Funds that are approved by the CapMalkets Authority (CMA) may be
offered for sale to the Kenyan public. Such schemast comply with the Capital Markets
Act Cap 485 A and also the Capital Markets (Colectnvestment Schemes) Regulations,
2001. An approved fund can easily be identified tbg cover of its prospectus which
contains a statement that a copy of the prospdwssbeen lodged and approved by the
CMA. Although there are laws and guidelines to iankstor protection, it is ultimately the
investor's responsibility to evaluate the suitaljli profitability and viability of an
investment. An investor must read the informatidmal is required to be provided in the
prospectus and make the decision whether to iroresbt, based on their own circumstance
and attitude towards risk.

All locally licensed mutual fund companies offeetbption to invest in multiple types of

mutual funds which are engaged in different typeinancial investments. Mutual Funds in



Kenya fall into six main categories: There is thendy Market Fund which invests in the
money markets that is made up of short-term trgabills & bonds, cash deposits and
accounts. There is also Fixed Income Fund whictestss in securities that give specific
returns on specific dates i.e. treasury bills, Isoadd cash deposits. Balanced Funds are also
used to invest in a diversified portfolio of sharesnds and the money markets, Equity Fund
invest in company shares through the stock maB@bd Fund invests in government and
corporate bonds and Managed Fund pools the coleatvestments of the employees in a
company with returns made available upon theirgetent.

In Kenya, mutual Funds are regulated by the CMA\fwema.or.ke), a corporate body set up
in 1989 through an Act of Parliament with the madedaf promoting, regulating and
facilitating the development of orderly, fair anffi@ent capital markets in Kenya.

1.1.1 The Performance of Mutual Funds in Kenya

Mutual Fund performance in Kenya is evaluated imgeof capital growth, periodical returns
in the form of dividends, interest received anditzdgains realised from the appreciation of
the assets invested in and value funds respectividlg survival of the fund is solely

determined by its performance in the market, thapersistent increase in capital for growth
funds and constant returns for value funds. AsNttd in Kenya grows, there is need to

move the performance dimension away from straigidiod performance measures and
benchmarking, to style based studies which alssemteinformation regarding persistence in
fund performance, fund characteristics, behavioyratterns, stock-picking and timing

abilities of managers ( Melih, 2010) .

Fund size is one of the key elements in evaludbngotential performance of mutual funds.
Fund size has been studied in different countrigstie results have not been conclusive
enough to be regarded as universal truth. Accortbngfudy conducted in the US by Chen,
Hong, Huang, & Kubik (2004), they obtained evidemdediminishing returns to scale but
which was not true for performance of funds locatatside the US and funds in the US that

invest overseas are not negatively affected byes@@brreira, Miguel, & Romas, 200p.



47).This leads us to the conclusion that the efééd¢tind size on Mutual Fund performance

still needs more research.

1.1.2 Size of Mutual Funds in Kenya

Performance of Mutual Funds is evidently determibgdseveral factors. Their significance
varies from economy to economy. In Kenya, Mutuahd&i have considerably grown in
acceptance and popularity in recent years. This/tirdnas been evidenced both in numbers
and the size of mutual funds. The number of apmtawaitual funds in Kenya has grown
from virtually zero in 2001 to 11 in 2008 and 162812. The size of the industry has also
grown to Kshs. 29 Billion (USD 340million) as atceof June 2011.However, compared to
more developed Mutual Fund markets, the Kenyan dPhuch smaller. For example, it is
300 times smaller than the South African Mutual drimdustry pointing to a lot of room for

growth.

Given the number of players in the industry, atsdcontribution to the country’s Gross
Domestic Product (GDP), there is no doubt that tieisd will continue. However, the effect
of growth in the Mutual Fund differs greatly fronmeo country to the other and from one
research method to the other. Some academics thaitrthe mutual fund industry suffers
from diminishing returns to scale. This has beeppsued by evidence from a study
conducted in the US by Chen et al (2004). Anotleiosl of researchers claim that the MFI
enjoys economies of scale. This is a theory deweldyy Latzko (1998) after a detailed study
of Mutual Funds in the US. Since many mutual furdemses are fixed costs, asset growth
should reduce the ratio of fund expenses to avenagessets and consequently lower the
fund’s average cost. Even though the two groupesdarchers conducted study on the same
country’'s mutual fund during the same duration,ytleach came up with conflicting
deductions. This goes to show how controversiakffect of fund size is in the performance

of mutual funds.

According to Kenya'’s blue print Vision 2030, theykgoal in the area of financial services is

to raise savings and investment rates from 17 30t&6 of GDP. This vision will definitely



amplify the effect of fund size on the performaont&lutual Funds as considerable growth is

expected in the industry.

It is against this background that the researchhveilundertaken with the main objective of
studying the relationship between fund size andnigact on the performance of mutual

funds in Kenya.

1.1.3 Relationship between Size and Performance Miutual Funds in Kenya

Size of mutual funds is usually measured by theuarhof asset under the fund manager’s
control for investment. Funds with a bigger assetebare therefore deemed larger than those
with a lower asset base without regard even tephysical and geographical distribution and
size of the mutual funds. Fund performance on therdhand is evaluated in terms of capital
growth, periodical returns in the form of dividendsterest received and capital gains
realised from the appreciation of the assets im¢kest and value funds respectively. Some
studies conducted in the past have reported pesitesults for the size-performance
relationship while others have reported negatisults.Other studies have even concluded
that there exists no relationship between the tamables. This can be attributed to general
and fund-specific laws and regulation in the défgrcountries. The judicial system quality
measure and the approvals variable are both pelsitand significantly related to the size of
the fund industry, suggesting that a stronger legsiem benefits the fund industry.

According to Grinblatt and Titman (1989), small éisncould outperform larger ones because
of their impact on security prices when moving mdaut of securities is smaller. Manuel
and Moerth (2005) and Hishamuddin (2006) alsostigated the relationship between fund
size and performance and found a negative reldtiprizetween fund size and return. Gitagia
(2013) from his study that fund size and fund penfance are negatively correlated so that
as fund’'s assets rise, it is more than likely ttnet fund manager will be less flexible in
taking decisions and will be facing a great deabwfeaucratic inefficiency as do industrial
firms. Christopherson et al (2002) also concur itk idea that there might exist an inverse
relationship between net asset value and perforenémcsmall-cap investment managers.

Manuel and Moerth(2005) investigated the relatigmshetween hedge fund size and



performance and found a negative relationship betwiend size and return, except in the
case of smaller funds. Another school of acaderb@feve that there exists a positive
relationship between fund size and performancelvBednd Olson (1998) in their study
discovered that large funds were able to achieva@uies of scale and, thus, their expense
ratios were lower. Keswani(2010) obtained no sigaift relationship between fund size and
performance variables. There was no conclusive eexie that the fund size affected

performance of Balanced Mutual Funds, whether memmall, medium or large sized funds.

1.2 Research Problem

According to RBA, there has been a gradual andtaahgrowth in the size of mutual funds
in Kenya in the recent years. Performance of tinel$thas also changed drastically from year
to year. Theoretically, the expected relativity fahd size and their performance is not
explicit; some studies insist on a positive relasioip, others a negative relationship while

others suggest no correlation at all between tlveviaviables.

A great number of academics have emphasized thatgative relationship does exist;
Grinblatt and Titman (1989) concluded that smalds could easily outperform larger
funds.The explained that the difference arose dubé different benchmarks used in the two
studies. Ciccotello and Grant (1996) also suppothesl hypothesis that size does affect
performance negatively. Dahlquist et al (2000) disond that smaller equity funds did

perform better than larger equity funds.

Dellva and Olson (1998) reported positive resultsnf their study for the size-performance
relationship which was also supported by Otten &ains (2002). In line with this
hypothesis, Indro et al (1999) and Christophergaad €002) concur with the idea that there
might exist an inverse relationship between neetagalue and performance for small-cap
investment managers. Grinblatt and Titman (1994 second research on the same sample
as in 1989 found that fund size has no effect afopeance. This was in great contrast to
their first hypothesis. Elton, Gruber, Brown, & Goaann (2007) also found no relationship

between fund size and performance.



Contextually most of the studies on mutual fundgehbeen done in European, Asian and
American markets but few studies have been donallyjocKagendo (2009) and Gitagia
(2013), in their study, identify some of the maattbrs affecting the performance in Kenya
as fund characteristics, behavior of mutual funchagersstock-picking and timing abilities
of managers. They however but fail to study howe;sthe most dynamic of the factors,
affects the performance of mutual funds in Kenyag#hda (2011) did a research on the
effect of asset allocation on mutual fund perforoebut ignored the effect of the overall
size of the asset under management to the perfaemnainthe fund. Different countries have
different economic conditions and characterisfidss thus affects the effect of fund size on
performance and which makes it necessary to cans@eh country separately in order to
find out the actual effect of size on mutual fundsKenya. A question that remains
unanswered after these studies is, “How does $ieetahe performance of mutual funds in

Kenya?”

1.3 Objectives of the Study
The main objective of this research was to find Hond size affects the performance of

mutual funds in Kenya and consequently their ditraness as an investment option.

1.4 Significance of the Study

Kenya plans to take action to enhance the use rdipes, insurance, capital and securities
markets in realising the investment goals set fisiovi 2030. The overall research will help
Kenya in achieving Millennium Development Goals (K8) and Vision 2030 which heavily
rely on mobilization of small savings and poolingresources to fuel investments in the

country.

The research aims to clarify to potential investargl employees who will at one time
become retirees or need a form of security or srsteg on how mutual funds are also a
viable investment option just like the others theg more common like equity. An extract
from the document Vision 2030 states, "Financialises will play a critical role in the next

phase of the development of our country by progdmetter intermediation between savings

and investments than at present.”



The research findings will also go a long way imvding understanding of the field of
mutual funds for potential investors. Understandiignutual funds provides a chance for
investors to only consider it but also prefer itaasinvestment option. According to the field
of behavioural studies, investors have an aversorambiguity. People are fearful of
ambiguous situations where they feel they havde lithformation about the possible
outcomes. By evaluating the factors that influetiee performance of mutual funds, then
such ambiguity would be eliminated.

The findings of my research also aim to aid funahaggers in the selection and development
of portfolios. Relation between mutual fund sizel gerformance of mutual funds should
provide a means of evaluating the best and optimal of investing additional funds for
maximum returns. This would thus help them fulfiieir obligation in the agency relation
that exists between them and the owners of thesfuiithe investors expect the fund
managers to act in their best interest by respgtha risk profiles favoured by the investors

and ensuring maximum returns for that level of dekired.

The research findings of this study will pave way further research in mutual funds and
finance in general. A lot of literature on finanseavailable in the world. However, only a
small portion of that literature has its source#é\frica and thus also Kenya. In recent years,
mutual funds have gathered great popularity ancthvis on an upward trend. There have
also been great changes in the field of financeclviiiave hatched the need for further
research. It is for this reason there is neednith diut more about mutual funds in Kenya if we
are to make our contribution to the world of finaras a country. Kenya is a piece in a big

financial jigsaw puzzle that can never be completgdout our contribution.

The research findings will also assist potentiakestors in making an informed decision on
the investment vehicles available. This researdhbei able to provide summated financial
information and evaluate performance of mutual fuimd Kenya against their asset bases.
Such evaluation that would provide explicit retuate to the world should be able to make

clear to the investor on the best investment chimclim.



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter takes an in-depth review of the varitheories, concepts and past research
findings relating to the asset base of the mutuati§ and how they relate to persistence of
returns of the mutual funds. The conceptual framrkwb the research will also be discussed

in this chapter.

2.2 Review of Theories

Over forty years ago, Sharpe (1966) outlined metlagies to examine mutual fund
performance within the context of three closelyredl areas: portfolio, selection, the Capital
Asset Pricing Model (CAPM), and the general behawgiostock market prices. It is however
important to note that it is impossible to rely npm single benchmark as a reliable indicator

of even past performance.

2.2.1 The Theory of Portfolio Selection
Portfolio selection theory defines the roles okthmarket participants: the portfolio analyst,
the security analyst, and the investor. Works byKdwitz (1955), Sharpe (1963), and Fama

(1965) outline market taxonomy.

Modern Portfolio Theory (MPT) is a theory of finanthat attempts to maximise a portfolio’s
expected return for a given amount of portfolidrisr equivalently minimize risk for a given
level of expected return, by carefully choosing gieportions of various assets. Although
MPT is widely used in practice in the financial urstiry and several of its creators won a
Nobel prize for the theory. In recent years theidbassumptions of MPT have been widely
challenged by fields such as behavioural finance.

MPT is a mathematical formulation of the concepdfersification in investing, with the
aim of selecting a collection of investment assktt has collectively lower risk than any

individual asset. This is possible, intuitively agang, because different types of assets often



change in value in opposite ways. For examplehé¢oeitent prices in the stock market move
differently from prices in the bond market, a collen of both types of assets can in theory
face lower overall risk than either individuallyuBdiversification lowers risk even if assets'

returns are not negatively correlated-indeed, évitrey are positively correlated.

More technically, MPT models an asset's return aerenally distributed function (or more
generally as an elliptically distributed random igble ), defines risk as the standard
deviation of return, and models a portfolio as agiveed combination of assets, so that the
return of a portfolio is the weighted combinatioh the assets' returns. By combining
different assets whose returns are not perfectkitipely, MPT seeks to reduce the total
variance of the portfolio return. MPT also assuriias investors are rational and markets are
efficient.

MPT was developed in the 1950s through the eark04%nd was considered an important
advance in the mathematical modeling of financec&then, many theoretical and practical
criticisms have been leveled against it. Theseuthlthe fact that financial returns do not
follow a Gaussian distribution or indeed any symmoedistribution, and that correlations
between asset classes are not fixed but can va@gndeng on external events. Further, there
is growing evidence that investors are not rati@ral markets are not efficient. Finally, the
low volatility anomaly conflicts with CAPM's tradeff assumption of higher risk for higher
return. It states that a portfolio consisting ofvlieolatility equities (like blue chip stocks)
reaps higher risk-adjusted returns than a portfaiith high volatility equities (like illiquid
penny stocks). A study conducted by Myron Schdliéshael Jenson, and Fischer Black in
1972 suggests that the relationship between retndnbeta might be flat or even negatively

correlated (www.wikipedia.com ).

2.2.2 The Arbitrage Pricing Theory
The Arbitrage Pricing Theory (APT) was developednarily by Ross (1976).1t is a one-
period model in which every investor believes ttie stochastic properties of returns of

capital assets are consistent with a factor stractdoss argues that if equilibrium prices

10



offer no arbitrage opportunities over static pditi® of the assets, then the expected returns

on the assets are approximately linearly relatétiédactor loadings.

Ross’ (1976) heuristic argument for the theoryasdal on the preclusion of arbitrage. Ross’
formal proof shows that the linear pricing relatisra necessary condition for equilibrium in
a market where agents maximize certain types ofyutHis subsequent work derives either
from the assumption of the preclusion of arbitragéhe equilibrium of utility-maximization.
The APT is a substitute for the CAPM in that bofisext a linear relation between assets’
expected returns and their covariance with otheddaen variables. The covariance is
interpreted as a measure of risk that investorsiaaavoid by diversification. The slope
coefficient in the linear relation between the etpd returns and the covariance is
interpreted as a risk premium. Such a relationasety tied to mean-variance efficiency.

The APT lends itself to various practical applioas due to its simplicity and flexibility. The
three areas of applications for APT are asset alme, the computation of the cost of
capital, and the performance evaluation of mandgeds.

2.2.3 Capital Asset Pricing Method

The capital asset pricing model (CAPM) of Sharp86d) and Lintner(1965) were the
pioneers of the asset pricing theory (resulting iNobel Prize for Sharpe in 1990). Before
CAPM, there were no asset pricing models built friorst principles about the nature of
tastes and investment opportunities and with clkeatable predictions about risk and
return(Fama, 2003).

CAPM is widely used in applications, such as edfimgathe cost of equity capital for firms
and evaluating the performance of managed portolidhe CAPM builds on Markowitz’
(1952- 1959) mean-variance portfolio model. In Mavkz’ model, an investor selects a
portfolio at time t-1 that produces a random retdgrat t. The model assumes that investors
are risk averse and, when choosing among portfotlesy care only about the mean and
variance of their one-period investment return. fdel’s main result follows from these

assumptions. Specifically, the portfolios relevéot choice by investors are mean-variance

11



efficient, which means; they minimize portfolio wet variances 2(g, given expected

return, E(Ry) they maximize expected return given variance.

The attraction of the CAPM is its powerfully simpégic and intuitively pleasing predictions

about how to measure risk and about the relatiolwd®En expected return and risk.
Unfortunately, perhaps because of its simplicityg €mpirical record of the model is poor —
poor enough to invalidate the way it is used inligapons. The model’'s empirical problems
may reflect true failings, but they may also be duweshortcomings of the empirical tests,
most notably, poor proxies for the market portfaifanvested wealth, which plays a central
role in the model's predictions. We argue, howeubgt if the market proxy problem

invalidates tests of the model, it also invalidatesst applications, which typically borrow
the market proxies used in empirical tests.

Sharpe(1964) and Lintner(1965) add two key assiomptto the Markowitz model to
identify a portfolio that must be efficient if thmarket is to clear. The first is complete
agreement: Given market clearing prices at t-lestors agree on the joint distribution of
asset returns from t-1 to t. And it is the truetrdisition, that is, the distribution from which

the returns we use to test the model are drawn.

The second assumption is that there is borrowinglemding at a risk-free rate¢,Rvhich is
the same for all investors and does not dependhenamount borrowed or lent. Such
unrestricted risk-free borrowing and lending imgplia strong form of Tobin’s (1958)

separation theorem.

2.3 Review of Empirical Studies

This section is devoted to the review of all stadielating to mutual fund performance and
size of fund. The topic is not short of literatared different opinions and findings have been
well presented.

The first academics to discover an effect of furm ©n the performance of Mutual Fund

performance are Grinblatt and Titman (1989).Themeaip with a hypothesis that small
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funds could outperform larger ones because thgmaanhon security prices when moving in
and out of securities is smaller. On the other hamely also hypothesized that larger funds
could outperform smaller ones as a result of ecoe®mwf scale and lower transaction costs.
In forming a quintile(sample or population is diedl into fifths)portfolios based on the
funds’ net asset values as at the beginning of thefiod of investigation, Grinblatt and
Titman (1989) obtain results consistent with tHast hypothesis. The smallest quintile of
funds outperformed the other quintiles and it was dnly quintile that was able to maintain
positive abnormal returns significant at the onegant level. Even after controlling for the
fact that the smallest quintile contains more aggjke® growth and growth funds than the
others, the size effect remains. However, the asttgecond hypothesis was also partly
confirmed. Transaction costs are inversely relatedund size, eroding the effect of the

smaller funds’ superior performance on a net rebasis.

Grinblatt and Titman (1994),again investigated slaene sample of domestically investing
mutual funds as in their 1989 study. They usedasset value as one of five independent
variables in a cross-sectional regression. Theg alsed two different benchmarks, the
coefficient on the net asset value variable is tiegaut insignificant regardless of the

benchmark in use. According to their second sttidgy found that fund size has thus no

effect on performance.

Ciccotello and Grant (1996)investigated a samplé2&f mutual funds in the period of 1992-
1996.Their results agreed with those from previstuslies on the effect of size on mutual
fund performance. They adopted Grinblatt and Tits§b989)methodological approach and
sorted the funds in quintiles based on their ng¢tagalue at one specific point in time. At the
end of their period of investigation they measunetlasset value in order to test the first of
their two hypotheses; that large funds should lggeater returns than small funds. They also
follow Grinblatt and Titman’s (1989)methodologi@proach of measuring fund size at the
start of their period of investigation in ordertést their second hypothesis; stating that small
funds should have greater future returns than largéds. Indeed, as predicted by hypothesis
one, large funds outperformed small funds on theeshaf past returns. This was in agreement

with Becker and Vaughan(2001), who discovered thaperforming funds were able to
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attract significantly more money from investorsrtahers. The second hypothesis, relating
to a fund’s future returns was only partially confed by the data. Fund size was found to
have no effect on future fund performance exceptifose funds with an aggressive growth
investment objective. The authors denoted thislr@subeen intuitive, because logically the

inflow of assets should pose a problem to a fundagar with limited investment choices.

Dermine and Roller (1992) studied French mutuadfufor the presence of economies of
scale and scope and found an optimal size for arsiied company in the range of 2.9
billion French Francs at that time, suggesting totl asset exceeded this amount leading to

the diseconomies of scale and scope.

Within the framework of a pooled cross-sectionaléiseries regression, Droms and Walker
(1994) relate mutual fund performance to a largeo$efund characteristics. Unlike the

studies on size and performance previously mentionieey investigated a sample of
international funds available to US investors. Thegutinized 60 coefficients for asset size
and were able to obtain a clear cut result: nonthefcoefficients is significantly different

from 0. This led them to conclude that asset szanrelated to the risk-adjusted returns on
mutual funds in the US. Indro et al (1999) did istgations on a sample of 683actively
managed US mutual equity funds over the period 11985. They are the first scholars to
come up with the idea that there exists a requinedmum size of a mutual fund. If a fund

has not reached a minimum net asset volume, tballkal break-even size of a fund, the cost
of gathering and processing information are tod habe outweighed by returns. Moreover,
the authors discovered declining marginal retumsinformation activities that become

negative once a fund has reached a certain net asisgne. The authors attribute these
diseconomies of scale to higher transaction cogts large purchases/sale orders,
administrative stress, deviations from desired stment style, the opportunity costs of not
implementing trades and the lack of the freedoradiowithout signaling intent. The central

argument is that as a mutual fund attracts morenaoe money from investors, there are

less investment opportunities left for him to takkvantage of.
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Dellva and Olson (1998) in their study discoverbdttlarge funds were able to achieve
economies of scale and, thus, their expense ratws lower. Moreover, they also found a
negative relationship between performance of famdsthe expense ratio. Some studies have
reported positive results for the size-performamtationship.

In line with Indro et al (1999),Christopherson &t(2002) concur with the idea that there
might exist an inverse relationship between neetagalue and performance for small-cap
investment managers. Their study contains data mall€£ap managers, most of them
offering a variety of products, not only mutual éisn The general problems connected with
trading stock are, according to the authors, augederhen it comes to moving in and out of
small-cap stocks. In tendon with previous studilbe, managers are sort into size quintiles.
The methodological difference from previous studigss in Christopherson et al
(2002)grouping managers in quintiles in every sabaga. By doing so, they control for the
fact that well performing managers attract moreteathan mediocre ones and are thus able
to isolate an uncontaminated size effect. The amalyevealed that indeed there exists an
inverse relationship between risk-adjusted perforceaof a small-cap manager and the level
of assets under management and growth in assets umhagement, respectively. Hence,
investors are urged to move out of small-cap iraests once they have grown too large.
Gitagia (2013) concluded from his study that furmk and fund performance are negatively
correlated so that as fund’s assets rise, it isentioan likely that the fund manager will be
less flexible in taking decisions and will be fagia great deal of bureaucratic inefficiency as

do industrial firms. It is inevitable that this widithave dire consequences.

Mbataru (2009) investigated the factors influencthg performance of mutual funds in
Kenya. Key amongst them was size. She concluded gtawth of funds is a critical
determinant of performance of mutual funds. She atncluded that as funds grow larger,

they tend to become less efficient in their opersi

Otten and Bams(2002) investigated the influencduafl characteristics on risk adjusted
performance. They regressed several fund charsitsrion the funds’ four-factor alphas.

They observed a positive effect of size on riskustdjd performance on all countries
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investigated which was enough for them to dedueé European mutual funds still have to
grow to reach an efficient size. The authors howewdenit that this finding might have been

biased by self-induced correlation.

Using a sample of mutual funds covering the extensime period 1962-1999,Chen et al
(2004) made use of the CAPM as well as the Caili®97) four-factor model to test the
relation between fund size and performance. Thesults revealed a statistically significant
inverse relationship between fund size and perfaceaHowever, as the authors emphasize,
the size effect is only visible while controllingrffund family size. A larger fund family size
is associated with higher returns. This effecttiskbauted to larger fund families being able to
realise economies of scale associated with tradmgmissions and lending fees. Fund
family size is positively correlated with fund siaed the negative size effect would not be
visible without controlling for fund family sizengpired by the stipulations of the “liquidity
hypothesis” stating that net asset volume shouldcafsmall cap investments more than
others, the authors controlled for the size ofitivestment target. The results they obtained
point to the confirmation of the “liquidity hypothis”.

While small-cap funds are largely affected by tteegise effect of size on their performance,
the performance of large-cap funds is unaffectedhaysize of their asset base. Another
interesting finding of Chen et al (2004) relatesgiie number of stocks held in the mutual
funds’ portfolios. The median fund in the smallsgte quintile held about 16stocks, while
the median fund in the largest quintile held al®fiistocks. In connection with the fact that
the largest funds are many more than four timegdsighan the smallest funds, this means
that large funds on average have to take largettigos in individual firms than smaller

ones. This lends further support to the unfortunaaidity concerns for large funds.

Recently, Chan et al (2005) present a study onrghetion between fund size and the
performance of Australian equity managers. Alorglthes of previous research, they report
a negative influence of fund size on manager perémce. While digging deeper towards the
origin of these diseconomies of scale, the authecsive results suggesting that high fund
inflows exert purchasing pressure on the managachwresults in him picking inferior

investments and ultimately erodes performance.
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Manuel and Moerth(2005) investigated the relatigmsbetween hedge fund size and
performance and found a negative relationship betwend size and return, except in the
case of smaller funds. Larger funds, however, téridehave lower volatilities than smaller

funds and similar Sharpe ratios.

Ferreira et al. (2006) checked the determinantawttial fund performance using four factor
models for the funds from 19 countries. The majudihg of the study explained that size of
the funds did matter and the performance of largel$ was better. Furthermore, young
funds investing abroad performed better than dilnaals. The performance of funds charging

higher fees and being managed by more experiencedduals was better than others.

Hishamuddin (2006). in a study conducted in theayisian Stock Exchange expressed that
large companies had higher return and lower riskomparison with small companies with
fewer volume of investment. He concluded that theas a negative relationship between
size and unsystematic risk in which, the largerfilm size, the unsystematic risk would be

lower.

Elton et al. (2007) found no relationship betweemdf size and performance whereas
Dahlquist et al. (2000) found that smaller equipds did perform better than larger equity
funds. In his master's thesis, Lu (2007) investidate relationship between firm size and
performance. He believed that increase in the wizeld lead to higher company turnover.
Therefore, the cost would be divided to more uaind would have a positive effect on the
performance of company. Even so, positive and aeatence in this case was not found.
The main reason in this matter was the positivesgetive about increasing size of a
company and its effect on performance, and itdicglship with the economic sphere and

reducing transaction costs in a large volume.

Keswani(2010) obtained no significant relationskhigtween fund size and performance
variables. There was no conclusive evidence thatftind size affected performance of

Balanced Mutual Funds, whether micro, small, medmrarge sized funds.
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2.4 Conclusion

Various findings from study concerning the fundesand the performance has been reviewed
in the previous section. The studies have beenngedh chronologically to show the
development in research techniques and theoriehéve changed with time. Some studies
report an adverse relationship between size arfdrpgance, while others detect no effect at
all whereas the others report a favourable relatign As a result of such findings, the
difficulties fund managers face in making decisiasgund size changes is revealed.
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction

This chapter provides the methodology to be usetthenresearch. It will cover the design,
population, sampling techniques, instrumentatiatacollection, data analysis procedures
and hypothesis testing. The chapter looks at th@ows benchmarks that are used in

measuring performance of mutual funds in Kenya.

3.2 Research Design

The research framework was descriptive one herdeseriptive survey research study was
preferred. The descriptive survey design is ideadesit is concerned with making accurate
assessment of the statistical inferences, distabuand relationship of the phenomenon
(Edwards, 2006). Surveys have the advantage ofigingy important information for all

kinds of public information and research fieldstsas that desired in this research.

3.3 Population and Sample

The population of interest in this study was thgety of mutual funds in Kenya as at the start
the year 2008. There were 33 registered Mutual Fuméenya at the end of 2008 under the
management of 11 mutual fund managers. To incriesaccuracy of data collected in this
research, a census survey was adopted. Census tefdata collection about everyone or
everything in a group or population and has adwge#asuch as accuracy and detail.
Considering that the population is finite and isoabmall, adoption of sampling less than

population would consequently lead to higher pratgitof error.

3.4 Data Collection

This research aimed at examining the relationsbifpvéen mutual fund size and performance
in the Kenyan mutual funds. This paper utilized oselary data. Data of financial
performance of mutual funds and size was obtaimed ffinancial journals, financial

statements and the mutual funds’ respective webdiimancial performance was evaluated
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on periodical returns received in the form of dands. Data on estimate of performance of

mutual was collected on financial performance atumal funds for the period 2008-2012.

3.5 Data Analysis

Correlation coefficients between fund size and qrembnce was computed to assess the
degree of relationship between fund size and padioce of mutual funds. The most
commonly used correlation statistics is the PeaPyaduct Moment Correlation coefficient,
which measures both the strength and directionhef linear relationship between two
variables ( Bryman and Bell, 2007). Analysis of Mace (ANOVA) was conducted to
ascertain whether the variance of performance bi@saamong Fixed Income Instruments
and Big and Small Cap Stock Mutual Funds is sigaift at 5% significance level. A
significant level of 5% will be applied; which is& most common one in statistical analyses.
Null hypothesis was rejected if their significardvél became below the 5 % Iimits;
otherwise, it was accepted (Bryman and Bell, 200RHe SPSS software was used for

calculating various models to get to proper results

The main purpose of performance evaluation rasogenerally to compare the return of a
managed portfolio in a given time period with theturn of a based selected portfolio
(George & Wayne, 2006). There are several modhilshacan be used for the performance
evaluation of mutual funds; Sharpe measure, Somieasure, Treynor measure, Jensen
Differential measure and Information measure. Tharfe ratio will however be my model
of choice for this research because it is the ssiphtio of performance evaluation based on

risk adjusted measures.

3.5.1 Regression Analysis

The study used multiple linear regression equatod the method of estimation was
Ordinary Least Squares (OLS) so as to establishretegionship between fund size and
performance. The study used a regression to estithatmodel with ROI as the dependent
variable and the independent variables as useddhaNand Mir (2004).
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The economic model used in the study is given as:

Y= Po+ BFit +eit
Where, Y is the dependent variabBe, is constant3 1, 2 and3 is the coefficient of the
explanatory variable , andt is the error term assumed to have zero meanratependent
across time period. From the economic model ingteation above, equation below will

evolve:
PERF =Bo + B1RISK +B2TCOSTS $3 FSIZE +sit

Where:

PERF Fund Performance
RISK Operational Risk
TCOSTS Transaction Costs
FSIZE Fund Size

3.5.2 Pearson’s Correlation Coefficient

Pearson's correlation coefficient between two Wem is defined as the covariance of the
two variables divided by the product of their startldeviations. The form of the definition
involves a "product moment", that is, the mean (th&@ moment about the origin) of the
product of the mean-adjusted random variables; édnéime modifier product-moment in the

name.

Pearson's correlation coefficient when applied fwopulation is commonly represented by
the Greek lettep (rho) and may be referred to as the populatioretation coefficient or the

population Pearson correlation coefficient. Therfola forp is:

Ceov(XY)  Bl(X = px)(Y - py)]

Pxy = =
Ox0y Ox 0Oy
Where X = Funds’ performance as per@h&atio
Y = Funds’ asset base

oX = Standard deviation of the funds’ asset base

oY = Standard deviation of the funds’ performadegrmined by Sharpe ratio
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3.6 Data Validity and Reliability

In order to check the significance relationshipwesin fund size and performance,
correlation coefficients between fund size andgrenfince in the study over the period 2008
to 2012 was computed. A hypothesis was generatebypdthesis is an explanation for

something that has been observed. Types of hypsthresude null hypothesis, alternative

hypothesis, and scientific hypothesis. Null aneralative hypotheses are the two types of
hypothesis found in statistical hypothesis testiDge is often just the negation of the other.
Scientific hypothesis is most commonly known as educated guess. The following

hypothesis testing will be done:

HO: There is no significant relationship betweemdusize and performance of Kenyan
mutual funds (r=0).

H1: There is a significant relationship betweendfgize and performance of Kenyan mutual
funds (¢20).

At 95 % level of confidence, the null hypothesiswmwat be rejected because the result
suggested (p >0.05) no significance relationshifwbeen fund size and performance of
Kenyan mutual funds. Then, when the significancehef relationship was tested to accept
the error limit, the obtained amount was far frame minimum limit of 5%; so, the null

hypothesis could not be rejected.
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CHAPTER FOUR
DATA ANALYSIS AND INTERPRETATION

4.1 Introduction
This chapter presents the data findings on to fiad fund size affects the performance of
mutual funds in Kenya and consequently their ditraness as an investment option. . These
data was collected from the Nairobi Security ExgfggrCapital Market Authority offices and
the respective fund managers’ websites. Multipledr regressions were established through
Ordinary Least Squares (OLS) so as to establisheta¢éionship between mutual fund size
and performance. The study covered a period ofBsyieom years 2008 to 2012.
4.2 Data Presentation
4.2.1 Regression Analysis
Regression Analysis 2008
Table 1: Model Summary

Model R R Square Adjusted R Square Std. Error @Bbktimate

1 .859 .738 726 .07833

Adjusted R squared is coefficient of determinatwhich tells us the variation in the
dependent variable due to changes in the indepérdeaable, from the findings in the above
table the value of adjusted R squared was 0.72hdination that there was variation of
72.6% on fund performance due to changes in operatks, transactions cost and fund size
at 95% confidence interval . This shows that 72.@Ranges in mutual fund performance
could be accounted for by changes in operatiors risknsactions cost and fund size. R is the
correlation coefficient which shows the relatiopshietween the study variables, from the
findings shown in the table above there was a gtpmsitive relationship between the study
variables as shown by 0.859.
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Table 2: Coefficients

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

The established regression equation was

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

From the above regression equation it was revahbgcholding operation risks, transactions
cost and fund size to a constant zero , fund padoce would stand at would stand at 0.654
, @ unit increase in operation risk would leadi¢crease in fund performance by a factors of
0.560, a unit increase in transaction cost woahtilto decrease in fund performance by
factors of 0.295 and a unit increase in fund sipeld lead to increase in fund performance
by a factor of 0.011. The study further revealeak toperation risks, transactions cost and
fund size were statistically significant to affdand performance, as all the p value (sig)

were less than 0.05%.

Regression analysis 2009

Table 3: Model Summary
Model R R Square Adjusted R Square Std. Error ®fHbktimate
1 907 .811 .798 .88195

Adjusted R squared is coefficient of determinatihich tells us the variation in the
dependent variable due to changes in the indepérdegable, from the findings in the above
table the value of adjusted R squared was 0.79B\@ination that there was variation of
79.8% on fund performance due to changes in operasks, transactions cost and fund size
at 95% confidence interval . This shows that 79.8H4nges in fund performance could be

accounted for by changes in operation risks, tr@msss cost and fund size, and type of fund.
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R is the correlation coefficient which shows th&atienship between the study variables,

from the findings shown in the table above thers watrong positive relationship between

the study variables as shown by 0.901.

Table 4: Coefficients

Model Unstandardized Standardized Sig.
Coefficients Coefficients
B Std. Error Beta
1 (Constant) 510 440 1.209 .000
Operational Risk -.226 129 -.026 -.205 .018
Transaction Costs -.125 112 -.152 -1.121  .026
Fund Size 247 125 .262 1971 .043

The established regression equation was

Y =0.510 - 0.226 X- 0.125 % + 0.247X%

From the above regression equation it was revahbtdcholding operation risks, transactions

cost and fund size, type of fund to a constant zéoad performance would stand at would

stand at 0.510 , a unit increase in operation nskuld lead to decrease in fund performance

by a factors of 0.226, a unit increase in transactiost would lead to decrease in fund

performance by factors of 0.125 , unit increaséuimd size would lead to increase in fund

performance by a factor of 0.247. The study furthevealed that operation risks,

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

the p value (sig) were less than 0.05%.
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Regression Analysis 2010

Table 5: Model Summary

Model R

R Square

Adjusted R Square

Std. Error ®Bbtimate

1 947

.897

.853

AS277

Adjusted R squared is coefficient of determinatwhich tells us the variation in the

dependent variable due to changes in the indepérdegable, from the findings in the above

table the value of adjusted R squared was 0.85Bdination that there was variation of

85.3% on fund performance due to changes in operatks, transactions cost and fund size
at 95% confidence interval . This shows that 85.8anges in fund performance could be
accounted for by hanges in operation risks, traima cost and fund size. R is the
correlation coefficient which shows the relatiopshietween the study variables, from the

findings shown in the table above there was a gtpwsitive relationship between the study

variables as shown by 0.947.

Table 6: Coefficients

Model Unstandardized Standardized Sig.
Coefficients Coefficients
B Std. Error Beta
1| (Constant) .706 .345 4.941 .000
Operational Risk -.269 132 -.101 -.523 .004
Transaction Costs -.256 182 -.062 -.310 .018
Fund Size .092 147 117 .626 .036

The established regression equation was
Y =0.706 - 0.269 X- 0.256 X% + 0.092X%

From the above regression equation it was revahbdcholding operation risks, transactions
cost and fund size to a constant zero , fund paidoce would stand at would stand at 0.706
, @ unit increase in operation risk would leadiécrease in fund performance by a factors of
0.269, a unit increase in transaction cost woahtl|to decrease in fund performance by
factors of 0.256 and a unit increase in fund sipeld lead to increase in fund performance

by a factor of 0.092. The study further revealeat toperation risks, transactions cost and
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fund size were statistically significant to affdand performance, as all the p value (sig)

were less than 0.05%.

Regression Analysis 2011

Table 7: Model Summary
Model | R R Square Adjusted R Square Std. Error @ktimate
1 874 .834 .815 12225

Adjusted R squared is coefficient of determinatihich tells us the variation in the
dependent variable due to changes in the indepérdaable, from the findings in the above
table the value of adjusted R squared was 0.81Bdination that there was variation of
81.5% on fund performance due to changes in operatks, transactions cost and fund size
at 95% confidence interval . This shows that 81.8#énges in fund performance could be
accounted for by changes in operation risks, tiimes cost and fund size. R is the
correlation coefficient which shows the relatiopshbietween the study variables, from the
findings shown in the table above there was a gtpmsitive relationship between the study
variables as shown by 0.874.

Table 8: Coefficients

Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error | Beta
1 | (Constant) .878 357 2.459 .016
Operational Risk -.305 .097 -.402 -3.145 .002
Transaction Costs -.071 .093 -.091 -.760 .049
Fund Size 158 .100 183 1.583 .017
Type of Fund .245 147 182 1.664 .010

The established regression equation was
Y =0.878 - 0.305 X- 0.071 % + 0.158 %
From the above regression equation it was revahbgdcholding operation risks, transactions

cost, fund size, type of fund, organization struetand country characteristic to a constant
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zero , fund performance would stand at would s@n@.878 , a unit increase in operation
risk would lead to decrease in fund performange actors of 0.305, a unit increase in
transaction cost would lead to decrease in fumtbpeance by factors of 0.071 and a unit
increase in fund size would lead to increase irdfparformance by a factor of 0.158. The
study further revealed that operation risks, tratisas cost and fund size were statistically

significant to affect fund performance, as all fhealue (sig) were less than 0.05%.

Regression Analysis 2012

Table 9: Model Summary

Model R R Square Adjusted R Square Std. Error eHktimate
1 928 .861 .836 .70617

Adjusted R squared is coefficient of determinatihich tells us the variation in the
dependent variable due to changes in the indepérdaable, from the findings in the above
table the value of adjusted R squared was 0.83tdination that there was variation of
83.6% on fund performance due to changes in operaks, transactions cost and fund size
at 95% confidence interval . This shows that 83.6H4nges in fund performance could be
accounted for by changes in operation risks, titiwas cost and fund size. R is the
correlation coefficient which shows the relatiopshbietween the study variables, from the
findings shown in the table above there was a gtpmsitive relationship between the study
variables as shown by 0.928.

Table 10: Coefficients

Model Unstandardized Standardized |t Sig.
Coefficients Coefficients
B Std. Error | Beta
1| (Constant) 570 271 .9940 .000
Operational Risk -350| .107 -.327 -3.276 .002
Transaction Costs -.093 .154 -.075 -.603 .048
Fund Size 192 .108 218 1.788 077
Type of Fund 116 .094 132 1.228 .023
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The established regression equation was

Y =0.570 - 0.350 X- 0.093 % + 0.192X%

From the above regression equation it was revahbgcholding operation risks, transactions
cost and fund size to a constant zero, fund pedooa would stand at would stand at 0.570,
a unit increase in operation risk would lead ¢égrdase in fund performance by a factors of
0.350, a unit increase in transaction cost woudltt &0 decrease in fund performance by
factors of 0.093 and a unit increase in fund sipeld lead to increase in fund performance
by a factor of 0.192. The study further revealedt thperation risks, transactions cost and
fund size were statistically significant to affdand performance, as all the p value (sig)

were less than 0.05%.

4.2.2 Correlation Analysis
Table 11: Correlations coefficient

ROI Risk Tcost Size
ROI Pearson Correlation 1 -.764 -.634 872
Sig. (2-tailed) 302 926 .634
N 11 11 11 11
Risk Pearson Correlation .764 1 594 .148
Sig. (2-tailed) .302 .070 .683
N 11 11 11 11
Tcost Pearson Correlation -.634 .594 1 .361
Sig. (2-tailed) .926 .070 .305
N 11 11 11 11
Size Pearson Correlation 872 .148 .361 1
Sig. (2-tailed) .634 .683 .305
N 11 11 11 11

On the correlation of the study variables, the aed®er conducted a Pearson Product
Moment correlation. From the findings on the catieih analysis between Return On
Investment and fund transaction cost , fund sinel fand operation risk , the study found

that there was positive correlation coefficienven Return On Investment and fund size as
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shown by correlation factor of 0.872, the studyodisund a negative correlation between
fund performance and operation risk as shown bgretagion coefficient of 0.764,
association between fund performance and transacost was found to have negative
relationship as shown by correlation coefficien0d#34.

4.2.3 ANOVA Analysis
Table 12: ANOVA?

Model Sum of Squares df Mean Square| F Sig.
1 Regression | 0.002 2 .001 3.869 015
Residual 1.092 52 .021
Total 1.094 54

From the ANOVA statistics in table above, the pssszl data, which is the population
parameters, had a significance level of 0.015 whklubws that the data is ideal for making a
conclusion on the population’s parameter as thaevaf significance (p-value ) is less than
5%. The calculated was greater than the critiedliesr (2.0049<3.869) an indication that
transaction cost , operation risk and fund sizeewsgnificantly affecting the mutual

performance in Kenya .The significance value was than 0.05 an indication that the model

was statistically significant.

4.3 Summary and Interpretation of Findings

The findings of the study revealed that fund permfance is highly dynamic. Such changes
could be accounted for by changes in operatiors risknsactions cost and fund size. It is for
this reason that multiple linear regression analyand the method of estimation of Ordinary
Least Squares was the best model to achieve tipisrafional risks, transactions cost and

fund size were compared simaribusly to changes in fund performance.

The study also found that there was a positivetiogighip between fund performance and
fund size. Fund size refers to the net asset \@dlee funds. Mutual funds are customarily
categorized as either large or small funds. Latyel$ offer challenges to investors as they

create larger investment portfolios. However, from study, these large funds also perform
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better than the smaller funds.

From the regression analysis the study found thertet was negative relationship between
fund performance and transactions cost. Transaamsis considerations are of utmost
importance if any value were to be considered wiamestment. Transaction costs incurred
by mutual fund managers in Kenya include the fegsexpenses paid for mutual funds, the
investment management costs paid by institutionsl, the transaction costs paid by all

traders.

The study also found that there was negative oglahip between fund performance and
operation risks. That is, the risk of a securityhie variability in its expected future returns.
High risk securities have high dispersion arouredrttean while low risk securities will have
a low dispersion around the mean. Risk as measgdige variability of returns has received
widespread acknowledgement in decision theory. Thisk viewed as the variability of
returns is quantified in terms of variability mesesi which include range, mean absolute
deviation, variance, standard deviation, and coieffits of variation.

My findings are consistent with those of Hishamud(®006), who in a study conducted in
the Malaysian Stock Exchange, expressed that kemgganies had higher return and lower
risk in comparison with small companies with fewetume of investment.My findings also
supported the study conducted Bgrreira et al. (2006) who checked the determinahts
mutual fund performance using four factor models tfee funds from 19 countries. The
major finding of his study explained that size loé funds did matter and the performance of

large funds was better.

However, my findings were in contrast to thosarfrthe study conducted by Indro et al.
(1999) and Christopherson et al. (2002) who coojed that there exists an inverse
relationship between net asset value and perforenfimicsmall-cap investment managers.My
findings are also with Reilly & Brown (2003) who s#yved that risk cannot be ignored in
any investment venture. It is perceived as theatian in the distribution of possible

outcomes, their likelihoods and their subjectivéumes. Gitari (1990) states that risk
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considerations are at the very heart of most imvest decisions; different perspectives on
risk give rise to different schools of thought. Thariability school, March and Shapira

(1987) perceive risk as the variation in the dusttion of possible outcomes, their likelihoods
and their subjective values.
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CHAPTER FIVE
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS
5.1 Summary
Mutual funds face competition from various alteived, when fund performance is generally
not impressive. Studies done on mutual fund peréoice have reported that most funds did

not match performance of comparable market indexes.

The study sought to find out how fund size affebtsperformance of mutual funds in Kenya
and consequently their attractiveness as an inegtoption. The study entailed a census of
all the mutual funds operating in Kenya with equggrtfolios licensed by the Capital
Markets Authority. Secondary data was collectedanfrine Nairobi Security Exchange and
Capital Market Authority offices.

Multiple regressions were established through QuginLeast Squares (OLS) so as to
establish the relationship between fund size amtbpeance. The study covered a period of
5 years from years 2008 to 2012. From the findiagsthe regresion analsyis, the study
revealed that there was negative relationship betwend performance, operation risks and
transactions cost. The study also found that thexe a positive relationship between fund
performance and fund size. The study recommendstiaee is need for the management of

mutual funds to mitigate operation risk involvedhe mutual fund investment.

There is need for the organization involved in it@nagement of mutual funds in Kenya to
have solid organization structure as it was foumak torganization structure affects how
information is processed through an organizatiorckvim turn affects fund performance of

any investment.
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5.2 Conclusions

The purpose of this study was to analyze the le¥etorrelation between fund size and
performance of Kenyan mutual funds. To meet thippse, the conclusion is drawn and the
research questions are answered in the following Wé#hat is the relationship between fund
size and performance of mutual funds?

Regression analysis, Correlation analysis and ANCAfalysis was used to examine the
relationship between fund size and performance. sthdy revealed a positive relationship
between fund performance and fund size. The stadgd that operation risks, transactions
cost and fund size were statistically significaotaffecting mutual fund performance in

Kenya.

The study found that risk in the management of @lufunds cannot be ignored in any
investment venture. The risk of a security is ¥aeability in its expected future returns.
High risk securities have high dispersion arouredrttean while low risk securities will have
a low dispersion around the mean. Risk as measigdige variability of returns has received
widespread acknowledgement in decision theory. Thigsk viewed as the variability of
returns is quantified in terms of variability meeesi which include range, mean absolute

deviation, variance, standard deviation, and coieffits of variation.

5.3 Policy Recommendations

The study recommends that there is need for theageament of mutual funds to mitigate
operation risk involved in the mutual fund investinas it was found that high risk securities
have high dispersion around the mean while low ss&urities will have a low dispersion

around the mean.

There is need to reduce the transaction cost iedolw the mutual funds acquisition, as it
was found that increase in transaction cost neggtiaffects the performance of mutual
funds in Kenya. There is need for the governmentdgsigning policies that will stimulate
economic growth in the country as it was found @@untry characteristic like economic

growth have positive relationship with fund perfamae.
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There is need for capital market authority to depdbetter regulatory framework that will
facilitate and enhance the trading of mutual fuimdghe country as this will have positive
impact on the performance of mutual funds in thantxy as it was found that there is a
positive relation between mutual fund performanoel ghe country’s level of financial

development, in particular in countries with higading activity and low transaction costs.

There is need to increase the amount of mutual &irelin the country, increase in fund size
in the country will have positive impact on the fpemance of funds , as it was found that
fund performance and fund size have a positiveifstgnt relationship. There is need for

Capital Market Authority to have legislation thaillvenable increase in the number of fund
that are traded in the capital market as this wdd to increase in fund performance as it
was found that an increase in fund type will leaihtrease in the fund performance.

5.4 Limitations of the Study

In attaining its objective, the study was limited tmutual fund companies in Kenya.
Secondary data was collected from the firms’ finan@ports. The study was thus limited to
the inherent limitations of secondary data provithgdthe firms’ financial statements. The
study was thus limited to the degree of precisibthe data obtained from the secondary
source. While the data was verifiable since it cdrmen the Nairobi Securities Exchange
publications, it nonetheless could still be proméhiese shortcomings.

There are numerous factors that affect the perfocmaf mutual funds. In addition, these
factors affect the performance of mutual funds en¥a simultaneously. It is also likely that
these factors also affect each other. However oyystvas limited to only size and its effects

on the performance of mutual funds.

In the period between 2008 and 2012, there wergiaia mutual fund managers registered
.In the year 2008, there were 11 registered mutuel managers but the number grew to 16
at the end of the year 2012. Consideration of timel fmanagers in their year of registration

would not likely give a true picture of the effeof size on their performance. This
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consequently means that my study was limited tontiigual fund managers registered in

Kenya as at end of the year 2008.

The study was limited to duration of five yearsnfrthe year 2008 to 2012. A longer duration
of the study would have captured periods of variecsnomic significances such as booms
and recessions. This would have distorted any sr@ngpatterns of the relationship between
size and performance of mutual funds and conselyudntided any conclusions reached.

5.5 Suggestions for Further Research
A study can be designed to find out the impact amintry economic growth on the fund
performance. This will give an indication on théeefs of country economic growth on fund

performance.

From the findings and conclusion, the study recomaseand in-depth study to be carried out
on the relationship between investors educationfand performance in Kenya. This will

help to allow more insight on the impact of inves@ducation on fund performance.

It would be important to carry out a study withiadto determining the relationship between
market development and fund performance. This agflist more knowledge on the strength

of impact of market development on fund performance
In order to better understand the effects of lagjish on fund performance, it would be

interesting to carry out a study to determine effet fund legislation on the performance of

mutual fund in Kenya.
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APPENDICES
Appendix I: Registered Mutual Funds in Kenya as aDec 3f' 2008

Fund Asset Managers

Type of Fund(s) Managed

African Alliance Kenya Investment Bank

Limited

Money Market Fund
Fixed Income
Managed Fund
Equity Fund

Amana Capital Limited

Balanced Fund
Growth Fund

British-American Asset Managers Limited

Money Market Fund
Income Fund

Balanced Fund

Managed Retirement Fund

Equity Fund

CO-OP Trust Investment Services Limited

Fixed Income
Equity Fund
Balanced Fund

Managed Retirement Fund

Genesis Kenya Investment Management

Limited

Managed Retirement Fund

NP O PO R DN RN R R ODNDRE

Equity Fund

ICEA Unit Trust Scheme *

1.Money Market Fund

N

Equity Fund
Growth Fund

w

Kenindia Asset Management Company

Limited

[EY

Managed Retirement Fund

Madison Asset Management Services

Limited

N

Managed Retirement Fund

w

Equity Fund
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Balanced Fund

Money Market Fund

Old Mutual Asset Managers (Kenyg)
Limited

Equity Fund
Money Market Fund

Balanced Fund

Sanlam Investment Management Kenya Balanced Fund

Limited Equity Fund

Money Market Fund

Zimele Asset Management Company Balanced Fund

Limited

N RPN RPw Ny e s

Money Market Fund
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Appendix I1: Summary of Data

Table of Year 2008

company ROA Risk T cost Size
African Alliance Kenya Investment Bank).900353 | 0.095705, 3.34224®.09124
Limited

Amana Capital Limited 0.958714 0.056571 5.38698923564
British-American Asset Managers Limited 0.670409 008692 | 1.7734640.071546
CO-OP Trust Investment Services Limited 0.940378 012079 | 2.1399840.10087
Genesis Kenya Investment Management Limited 0.9454%.034694 | 9.6702450.049319
ICEA Unit Trust Scheme 0.973962 0.006193 21.619621746
Kenindia Asset Management Company Limited 0.970137.07172 7.3097920.235803
Madison Asset Management Services Limited 0.9427@5144916 | 9.3498460.081225
Old Mutual Asset Managers (Kenya) Limited 0.939562.033398 | 6.31669| 0.09117
Sanlam Investment Management Kenya Limited  0.8230@6027567 | 2.8969130.195681
Zimele Asset Management Company Limited 0.6218‘5203485 1.5178790.224603
Table Year 2009

Company ROI Risk T cost Size
African Alliance Kenya Investment Bank Limited 08¥®2 | 0.048313| 2.337446 0.0193
Amana Capital Limited 0.957315 0.067307 2.7751580284
British-American Asset Managers Limited 0.6395% 5968 4544364 0.0454
CO-OP Trust Investment Services Limited 0.9503B86 068865 | 4.959553 0.0304
Genesis Kenya Investment Management Limited 0.9P21%9.0826 6.136452 0.2139
ICEA Unit Trust Scheme 0.968927 0.01333 15.17711952b
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Kenindia Asset Management Company Limited 0.966591.263493 | 2.307154 0.6321
Madison Asset Management Services Limited 0.93364 .019164 | 5.172941 0.9447
Old Mutual Asset Managers (Kenya) Limited 0.932634.006841 | 1.753104 0.9040
Sanlam Investment Management Kenya Limited 0.71329B06406 2.270086 0.965564
Zimele Asset Management Company Limited 0.921518209569 | 1.59363 | 0.948507
Table of Year 2010

Company ROI Risk T cost Size
African Alliance Kenya Investment Bank Limited 09828 | 0.1832 2.54636 0.113886
Amana Capital Limited 0.952508 0.7711 1.43979 08243
British-American Asset Managers Limited 0.632141 8562 2.035905| 0.018484
CO-OP Trust Investment Services Limited 0.944708 34831 1.9541 0.12605
Genesis Kenya Investment Management Limited 0.99404.37552 1.0788560 0.094291
ICEA Unit Trust Scheme 0.96556 0.16787 4.0763340718B09
Kenindia Asset Management Company Limited 0.94850 .30958 2.631956| 0.033694
Madison Asset Management Services Limited 0.92722 .236D6 3.581474| 0.271522
Old Mutual Asset Managers (Kenya) Limited 0.91946 .008557 | 1.59363 0.187437
Sanlam Investment Management Kenya Limited 0.62281.01343 2.54636 0.09104%
Zimele Asset Management Company Limited 0.68262 4888 1.43979 0.137777
Table Year 2011

Company ROI Risk T cost Size
African Alliance Kenya Investment Bank Limited 03@2 | 0.042533| 2.035905 0.027113
Amana Capital Limited 0.95432 0.001951 1.9541 (08863
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British-American Asset Managers Limited 0.626217 070529 | 1.078856 0.143826
CO-OP Trust Investment Services Limited 0.952716 23911 4.076334 0.018489
Genesis Kenya Investment Management Limited 0.84982.001189 | 4.274013 0.348788
ICEA Unit Trust Scheme 0.961484 0.04787 3.08656303485
Kenindia Asset Management Company Limited 0.921518209569 | 1.69728 | 0.027567
Madison Asset Management Services Limited 0.924888002313 | 2.159961 0.035618
Old Mutual Asset Managers (Kenya) Limited 0.933939.090534 | 4.576526 0.115034
Sanlam Investment Management Kenya Limited 0.6205%B130211 | 2.78161| 0.01763FY
Zimele Asset Management Company Limited 0.707747016518 | 1.077616 0.035034
Table of Year 2012

company ROI Risk Tcost Size
African Alliance Kenya Investment Bank Limited 02496 | 0.105705| 2.209439 0.0826
Amana Capital Limited 0.450059 0.156570 2.270086 01883
British-American Asset Managers Limited 0.316384 108691 | 1.59363 0.26349
CO-OP Trust Investment Services Limited 0.2067R3 002372 | 2.54636 0.01916
Genesis Kenya Investment Management Limited 0.98818.134693 | 1.43979 0.00684
ICEA Unit Trust Scheme 0.594400 0.016193 2.03590P6.06406
Kenindia Asset Management Company Limited 1.420712413023 | 1.9541 0.16866
Madison Asset Management Services Limited 0.560240D134916 | 4.085789| 0.23878
Old Mutual Asset Managers (Kenya) Limited 0.482410.134397 | 1.19208 0.07168

47



Sanlam Investment Management Kenya Limitec

)

0.7991

[@5354788

4.457944

0.07154

Zimele Asset Management Company Limited

0.5575

43044849

1.853158

0.10087

y
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