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ABSTRACT

This study sought to study relationship between trustee compensation and financial
performance of retirement benefit schemes in Kenya, over time, during a study period
of between 2011 through 2014. The board of trustees is the key decision makers
pertaining to investment benefit scheme fund. They make investment decisions and
invest the schemes funds in an array of investment vehicles ranging from property,
government securities, quoted shares, unquoted shares, corporate bonds, offshore
investments, guaranteed funds among many others and declare income rate at the
close of specific period, usually per annum. The study adopted a descriptive survey
research design with a sample size of 89 retirement benefit schemes, data secondary
in nature, was drawn from the RBA. Systems analysis involved averaging returns and
fund value across the 5 years for each schemes’ fund and calculating the average rate
of return by dividing the results respectively. The study conducted inferential analysis
using pearson correlation coefficient, ANOVA and regression analysis. ANOVA was
used to test the hypothesis of the means among independent (trustee compensation)
and dependent variables (financial performance). Correlation coefficient was used to
test the relationship and the strength of association between the variables and
regression analysis (coefficient of determination) was used to measure how well the
regression line represents the data. The study found evidence of a positive relationship
between trustee compensation and financial performance of retirement benefit
schemes in Kenya in that as the value of trustee compensation increases, financial
performance increases as well. However this study propose further studies on this area
especially for the schemes that hop trustees; also suggest including the cost factor in
the analysis. Also look at other factors that affect returns and not only the excess
market return, the size factor and the book to market factor. Future studies should be
conducted to assess effectives of investment undertaken by the pension schemes and
if such investments have positive impact on the financial status of the members of the
scheme.
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CHAPTER 1: INTRODUCTION

1.1 Background of Study

Retirement benefits savings steadily continues to form a greater proportion of the
gross domestic product of many countries throughout the world and Kenya is not an
exception, noting that retirement benefit authority reported a 12.4 percent asset
growth from 2011 to 2012 and total industry growth of 26.97 percent between 2012

and 2013 (RBA 2012).

Mutua (2003) defines retirement benefit schemes as pension plan or any arrangement
whether established by a written law under which a person is entitled to benefits in the
form of payments, determined by age, length of service, amount of earnings or
otherwise and payable primarily upon retirement, death, termination of service or
upon the occurrence of any other event as may be specified in such written law or any

other instrument.

Retirement benefit schemes were introduced to meet the varying needs of employers
and employees (Wanjohi et al, 2011), that is employers wanted a tax efficient and
paternalistic means to controlling their workforce and employees wanted a secure
pension in retirement that bore some relation to the income they had received while

working (Hardy 1993).



1.1.1 Trustee Compensation

RBA (2008) defines trustees as “classes of persons appointed under an irrevocable
trust to hold the retirement benefit scheme fund in trust for the benefit of the

members.

Compensation as a concept according to (Bernadin 2007) refers to all forms of
financial returns and tangible benefits that employee receives as part of employment
relationship. It is divided into two parts; these are cash compensation which is the
direct pay provided by employer for work performed by the employee and fringe

compensation which refers to employee benefit programs.

Compensation to retirement benefit scheme trustees is limited to tokens, meeting
attendance fees and reimbursement for the costs spent for the pension fund’s benefit
(Clark and Urwin 2008).Legally required benefit programs include social security,
workers compensation while discretional programs include health benefits, pension
plans, paid time off, tuition reimbursement, recognition award, foreign service
premiums, responsibility allowance, child care, on campus accommodation,
promotion, annual increment and a host of others (Cascio, 2003; Dessler, 2005;
Bernadin 2007). Benefits, in a nutshell are the indirect financial and non-financial

payments employees receive for continuing their employment with an organization.

The traditional concept of wage and salary administration emphasized on only
determination of wage and salary structures in organizational settings. However, over
the passage of time, many more forms of compensation, entered the business field
which necessitated to take wage and salary administration in comprehensive way with
a suitable change in its nomenclature. (Beach 2010) has defined wage and salary

administration as the establishment and implementation of sound policies and



practices of employee compensation. It includes such areas as job evaluation, surveys
of wages and salaries, analysis of relevant organizational problems, development and

maintenance of wage structure, establishing rules for administering wages.

1.1.2 Financial Performance

Financial performance measures the results of a firm’s policies and operations in
monetary terms. These results are reflected in the firm’s return on investment, return
on assets and value added etc (Rudolph 2010).According to Hlavac (2011), recent
reform actions triggered mainly by world bank (1994) report, move us into the
situation in which a significant part of the future pension provisions are becoming

directly dependent on the future discount yields that are to be delivered by the assets.

However, the increased linkage between the levels of future pensions and
performance of invested assets leads the participants into the situation when part of
their retirement income will subject to the market uncertainties connected with the

investment process.

Retirement benefit schemes financial performance for this study will focus on the
fund value growth and the return on investment and seek to identify the relationship

and the sensitivity in unit change of these variables to the trustee compensation.

Return on Investment is a popular financial metric for evaluating the financial
consequences of individual investments and actions. With return on investment,
decision makers in this case the trustees, compare the magnitude and timing of gains

directly with the magnitude and timing of costs (Makau 2013).



Return on investment therefore is said to measure profitability which addresses
questions like: - What do we receive for what we spend? Do expected returns

outweigh the costs? Do the returns justify the costs?

Fund value on the other hand is the monetary value of fund calculated by adding up
the value of its underlying assets. The price of units in a unit trust for instance is
worked out from the value of all its holdings in other quoted companies, adding them
together and dividing the sum by the number of units issued (Makau 2013)

Davis (2005) clarifies that realization of a retirement benefit schemes’ fund value
involves open systems which receive inputs, convert these inputs into outputs and
deliver these outputs to stakeholders, that is retirement benefit schemes funds receive
inputs (scarce financial resources in the form of contributions and investment funds)
and convert these inputs to outputs (pension Act, Cap 189). The accumulated value of
these funds form the fund value (Davis 2005) hence retirement benefits funds would
be looked upon as competent if it does well in making the most of financial outputs by

the proficient use of the financial resources inputs (Chansarn, 2005).

Trustees need to be competent on investment related issues and thus a motivation will aid
realize sound financial investments of the scheme funds (Clark et al., 2006).1t is therefore
important to realize the attributing factors that make trustees give their all to the running of
the schemes hence this research proposal strives to study the relationship between the
compensation to trustees to the performance of the schemes financially with a keen interest on

the fund value growth and return on investment sensitivity to the trustee compensation.



1.1.3 The Relationship between trustee Compensation and Financial

Performance

Compensation to retirement benefit scheme trustees is limited to tokens, meeting
attendance fees and reimbursement for the costs spent for the pension fund’s benefit
(Clark and Urwin 2008). Clark and Urwin (2008) suggest a positive link between

compensation and performance of the pension fund.

Remunerating the trustees motivates, improves accountability and creates an incentive
to the trustees to enable them make better decisions devoid of conflict of interest
(Yermo, 2008). Pension funds should compensate their board of trustees to increase
their commitment to running the pension fund and consequently increase efficiency
and administrative effectiveness (Clapman, 2007). Good compensation attracts good
work and motivates trustee thus the result is reflected in the financial performance of

the trust fund (Davis 2005).

An appropriate performance measure gauges how trustee’s strategy affects
shareholder value as measured by the risk adjusted return on invested capital. An
appropriate performance measure to gauge the effectiveness of a given strategy must
therefore incorporate the required rate of return on the invested capital, accurately
measure the amount of capital used by the company and correlate highly with the risk

adjusted rate of return earned by the shareholders (Mutua, 2003).



1.1.4 Retirement Benefit Schemes Fund Systems in Kenya

Kenya retirement benefit scheme first came into being after independence.
Established in 1965 (RBA 2000), this was the first post independent retirement
benefit scheme fund body dubbed the national social security fund (NSSF).

The retirement benefit scheme fund system provided for benefits once a worker
retired on attaining the mandatory retirement age of 55 (RBA 2006). The guarantee
was fixed as the worker’s full basic salary throughout his life or that of the widow as
the law did not imagine a situation where the wife would support the husband (NSSF

Act); Pensions Act (Cap 189).

The objects of the RBS fund among others include, improve adequacy of benefits paid
out of the scheme by the fund, Provide basic social security for its members and their
dependents for various contingencies and operate and manage a scheme that is value
adding to its members by ensuring that the funds systems are sustainable and
affordable ( NSSF Act 2014). The retirement benefits sector in Kenya is composed of
the civil service scheme, the national social security fund (NSSF), occupational
schemes and individual pension schemes. The coverage of the pension schemes is
currently 15% of the total work force. The NSSF has the highest proportion of
membership at 67%, the civil service scheme accounting for over 20% of this
coverage, with occupational and individual schemes, of which there are
approximately 1350 in operation, around 10%.

(RBA 2014).

NSSF is a public provident fund (pays benefits as a lump sum) that covers an

estimated 800 000 members in both the formal and informal sectors (Stewart and



Yermo 2009). Contributions to NSSF are mandatory for employees in firms with 5 or
more employees, whereby members contribute 5% of their monthly earnings subject
to a maximum of Ksh. 200 that is matched by an equal contribution by the employer
(Stewart and Yermo 2009). However RBA allows the employees to contribute more
on voluntary basis to a maximum of Ksh. 1,000 per month and that the old-age
retirement benefit scheme benefits are available to those aged 55 who have retired
from active employment (Stewart and Yermo 2009). Civil servants pension scheme
(CSPS) caters for the civil servants, judiciary employees, military personnel, armed
forces, teachers and parliamentarians (Kakwani et al. 2006).CSPS provides benefits
including old age pension, injury and compensation, survival benefits, dependency
pension for 5 years after death of a pensioner, disability pension (military only) and
gratuities in the form of lump sums. The CSPS had 125 000 members by December

2006 (Kakwani et al. 2006).

In a bid to accumulate retirement savings for employees, occupational retirement
schemes (ORS) were established and operated on defined benefit or on defined
contribution retirement benefit scheme structures. The defined contribution is the
predominant design even though it is not mandatory for employers to set up the ORS
(RBA 2008). Once established the fund falls under the mandate of the retirement
benefits authority and thus must comply with the laid down regulations. The ORS are
estimated to cover an estimated 3% of the working population in Kenya (RBA 2008).
The individual retirement schemes (IRS) are run by financial institutions, for the
Kenyan case mainly by insurance companies which provide an avenue for saving
where employers do not have their own schemes. It’s also for workers who wish to

make additional voluntary contributions (RBA 2009). Other than the trustees as a key



player in the Kenyan retirement benefit scheme funds, there are also other important

players as depicted in the diagram below

| Board of trustees |

v h 4 v h 4

Custodians Auditors Fund managers Fund administrators

Figure 1: Players in Kenyan Retirement Benefit Scheme System - Source: Njuguna,
(2010)

Board of trustees is the key decision maker pertaining to investment of the retirement
benefit scheme fund. In the occupational retirement benefit scheme, the board
constitutes representatives of the employer and those of the members (Njuguna 2010).
The RBS designs can either be a provident fund or a pension scheme, either of which
can be a defined benefit or a defined contribution, either of which further can be a
segregated or a guaranteed fund (Besley and Prat 2005). Pension fund design is an
institutional framework under which pension fund issues are regulated, which
guarantees that pension promises are met. The two possible pension fund designs are
the defined benefit (DB) and defined contribution (DC) (Besley and Prat 2005). A
Provident fund on the other hand is a RBS that is similar in structure to a DC but
different in payout which is lump sum at retirement i.e. provident fund benefit is fully
available in cash to the member at retirement (TDPK, 2011). In a provident fund what
is defined, is the employer and employee contribution (if any) as defined in the RBS
trust deed and rules, or the collective agreement. However, what’s not defined is the
benefit, as it is unknown until retirement and that, benefits depends on value of

contributions, investment earnings and annuity purchase rates(TDPK, 2011).



According to Odundo (2006) and Ghilarducci and Terry (1999) DB scheme is one

that defines or specifies the benefits payable on retirement while a DC pension fund is

one that defines or specifies the contributions payable to the pension fund over the

years that the employee is in service . Yang (2005) summarizes the main differences

between the DB and DC in the table below pointing out on the criterion attributing to

the difference, as well as pointing out on the dominant structure for particular

criterion.
DOMINANT
CRITERION DB DESIGN DC DESIGN DESIGN
Members have no control over | Members participate
Investment . . . .
. the investment of pension in making the DC
Choices . .
money. investment decisions
. Members do not bear the Members bear all the
Investment risk . . . : DB
investment risk investment risk
Memt_)ers can on!y collect the Members are entitled
benefits defined in the DB )
Investment returns ; . to all investment Not clear
formula even if the investments
returns
have favorable returns
N Members leaving their jobs Members can roll
Termination  and . h
i forfeit the benefits already over and keep DC
portability . )
accrued. investing
Members have less
incentive over their
Members have greater o .
. . : : entire life than in the
incentives to sustain a high L i
: , DB design since their
Incentives level of effort over the entire : DB
. . DC benefits depend
career in order to achieve a
X upon the wage
high career-end salary . .
trajectory over their
entire life.
Retirement benefits are tied to | Retirement benefits
Wage-path risk wage used in the formula, are tied to career Not clear
mostly the final wage. average earnings
Life annuity Most DC funds
distribution in a lump
sum. Participants
DB scheme usually offers a life | might face
annuity with favorable unfavorable mortality | DB

mortality rates

rate when purchasing
annuity in the market
due to adverse
selection problem.

Table 1: Differences between DB and DC - Source Yang (2005).




1.2 Research Problem

Compensation to retirement benefit scheme trustees is limited to tokens, meeting
attendance fees and reimbursement for the costs spent for the pension fund’s benefit
(Clark and Urwin 2008).Trustees continue to play an essential role in the development
of Kenya’s retirement benefit industry (RBA, 2007). Retirement benefits occupational
regulations require that defined benefit should have at least 3 trustees and defined
contribution have at least 4 trustees (RBA Act 2010), who are liable in event of failure

to act in accordance with the RBA set rules and regulations.

Section 37 of the RBA Act 1997 stipulates that the investment responsibility rests
with the trustees thus task them to put in place a prudent investment policy on the
investment of the funds of the scheme so as to maintain the capital funds of the
scheme and generally to secure market rates of return on such investment. For the
above reasons board of trustees need motivation to maximize on their effectiveness

hence optimal performance.

Studies have been done to address various aspects affecting pension schemes
performance negatively or positively, some of the studies have dwelt on the literacy
levels and wealth of information owned by the trustees (Njuguna 2010). RBA (2007)
sought a survey assessing the information needs of trustees of individual and
occupational retirement benefit schemes and the schemes performance, financial
performance inclusive. This study identified that to enhance retirement benefit
schemes performance in Kenya, trustees need to be trained and certified on all facets
that relate to retirement benefit schemes financial performance, notably on
investments. Njuguna el al (2011) noted that the training fronted to the trustee was
with a hope that this kind of information effects will trickle down to the pension
members and the schemes performance, which as noted in the study isn’t the case.

10



Ngetich (2012) carried out a study on determinants of the growth of individual
pension schemes in Kenya. The study established that fund governance exert a
significant relationship on the growth of the pension schemes. This means that
pension fund governance lead to improved growth of the individual pension schemes.
Shikhule et al. (2012) also conducted a study on determinants of pension schemes
governance effectiveness in Kenya. It was revealed that knowledge of the trustee’s
covenants by the members, information flow to members and participation of
members in the governance of pension schemes are some of the factors that influence
effectiveness of governance of pension schemes. Trustee input into the running of the
retirement benefit schemes in Kenya plays a pivotal role (RBA 2007, Shikhule 2012)
and as such studies need to be carried out to identify what need to be done to ensure
an optimal potential of the board of trustee dedicating their role for the betterment of
the scheme so as to realize optimal benefits. Motivated by this gap the question is,
does trustee compensation has a relationship with financial performance of retirement

benefit schemes?

1.3 Research Objectives

To determine the relationship between trustee compensation and the financial

performance of retirement benefit schemes in Kenya.

1.4 Value of the Study

This study is expected to provide useful insight to various categories of stakeholders.
This will provide guide to RBS members and the sponsors in either enacting trustee
remuneration or not, should the study find that trustee compensation has a positive

effect on the investment outcomes or not. The information availed by the study could

11



be of significance to academicians and professional service providers i.e. people and
firms that provide advisory and consultancy services to retirement benefit scheme and
the retirement benefit authority.

The government body in this case RBA would be interested to know if the findings of

the study justify the efforts to enhance and formulate better policies and rules.
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CHAPTER 2: LITERATURE REVIEW

2.1 Introduction

This chapter discusses literature reviewed on the theories that relate to this topic that
have been brought forth by scholars trying to explain these relations in general and
also in particular. Build up for this literature review is conducted from textbooks,

journals, periodicals, seminar material, past research studies and internet search.

2.2 Theoretical Review

A trustee of a scheme must be fair, equitable, prudent, and honest and a person of
high integrity, he is often referred to as a trusted friend (Wanjohi 2011). Trustee need
to be motivated to carry on their duties to optimal potential especially on financial
performance for the benefit of the retirement benefit scheme members, thus this
section will focus on the motivation theories which include equity theory and
expectancy theory. As well the relation that exists between the trustees and the
scheme member depicts a form of a principal (members), agent (trustee) relationship
hence agency theory. This study also covers the retirement benefit scheme funds and

assets levels thus separation theory

2.2.1 Agency Theory

Its concerned with resolving problems that can exist in agency relationships that is
between principal (beneficiaries) and agents (trustees),first formulated in the
academic economics literature in the early 1970s (Ross 1973, Jensen & Meckling
1976). From its roots in information economics, agency theory has developed along
two lines positivist and principal-agent (Jensen, 1983). The two streams share a

common unit of analysis; the contract between the principal and the agent. They also

13



share common assumptions about people, organizations, and information. However,

they differ in their mathematical rigor, dependent variable, and style.

Positivist agency theory, Kathleen (1989) observes that positivist researchers have
focused on identifying situations in which the principal and agent are likely to have
conflicting goals and then describing the governance mechanisms that limit the
agent's self-serving behavior. Positivist research is less mathematical than principal
agent research (Kathleen, 1989). Also, positivist researchers have focused almost
exclusively on the special case of the principal-agent relationship between owners and
managers of large, public corporations (Berle & Means, 1932). Jensen (1983)
described the role of the board of directors as an information system that the
stockholders within large corporations could use to monitor the opportunism of top
executives. Kathleen (1989) observes that from a theoretical perspective, the positivist
stream has been most concerned with describing the governance mechanisms that
solve the agency problem. Jensen (1983) described this interest as "why certain
contractual relations arise." Two propositions capture the governance mechanisms
which are identified in the positivist stream. One proposition is that out-agent
opportunism. The argument is that such contracts co-align the preferences of agents
with those of the principal because the rewards for both depend on the same actions

and, therefore, the conflicts of self-interest between principal and agent are reduced.

Further it states that when the contract between the principal and agent is outcome
based, the agent is more likely to behave in the interests of the principal. Jensen
(1983).The argument here is that, since information systems inform the principal
about what the agent is actually doing, they are likely to curb agent opportunism

because the agent will realize that he or she cannot deceive the principal (Kathleen

14



1989).Second proposition states that when the principal has information to verify

agent behavior, the agent is more likely to behave in the interests of the principal.

2.2.2 Equity Theory

This theory requires a fair balance to be struck between an employee’s inputs (hard
work, skill level, tolerance, enthusiasm) and an employee’s outputs (salary, benefits,
intangibles such as recognition). Equity theory is based on the phenomenon of social
comparison (Bussing, 2002). The theory is built-on the belief that employees become
de-motivated, both in relation to their job and their employer, if they feel as though
their inputs are greater than the outputs. Employees can be expected to respond to this
in different ways, including de-motivation (generally to the extent that the employee
perceives the disparity between the inputs and the outputs), reduced effort, becoming

disgruntled, or in more extreme cases, perhaps even disruptive (Armstrong, 2006).

Bussing (2002) argues that when people gauge the fairness of their work outcomes
relative to others, any perceived inequity is a motivating state of mind. Perceived
inequity occurs when someone believes that the rewards received for their work
conditions compare unfavorably to the rewards other people appear to have received
for their work. According to the theory, finding this fair balance serves to ensure that
a strong and productive relationship is achieved with the employee. With the overall
result being contented, motivated employees (Wanjohi 2011) and thus when trustees
feel they are not well rewarded will not give the retirement benefit scheme their whole

to realize better returns and thus growth of the fund value.

15



2.2.3 Expectancy Theory

The concept of expectancy theory was originally contained in the valency-
instrumentality-expectancy (VIE) theory formulated by (Vroom 1964). Valency
stands for value instrumentality which is the belief that if we do one thing it will lead
to another. Expectancy on the other hand is the probability that action or effort will

lead to an outcome.

This theory focuses on the process by which people are motivated and not by the
content of the specific goals (Wanjohi, 2011). Under this theory people’s efforts are
geared towards a reward and ability to achieve them. Employees usually determine in
advance what their behavior may accomplish and outcomes. If an organization does
not acknowledge its employee just as the retirement benefit schemes to the trustees,
there can be a breakdown in motivation. This theory could also be thought as a
process in which individuals calculate first whether there is a connection between
effort and reward and then the probability would follow form high performance. The

motivation force of a job can therefore be calculated

Expectancy theory states that motivation will be high when people know what they
have to do to get a reward, expect that they will be able to get the reward and expect
that the reward will be worthwhile thus the expectancy will determine their input to

the fund running and investment (Klumpes et al. 2003).

2.2.4 Separation Theory

This theory states that the assets of the pension scheme are separated from the assets

of the sponsoring company. Justification for the separation theory is derived from the

16



labour economics literature, which implies that sponsor companies have implicit long

term contracts with their employees (Klumpes, 2001).

Separation theory assumes that workers have partly funded their own RBS through
acceptance of lower current wage in exchange for future RBS benefits, meaning that
employer companies and sponsored pension funds are separate entities, consistent
with the fact that sponsoring firms and pension funds are legally required to be
managed separately. The assets surpluses and deficits are belonging to the employees
(Klumpes et al., 2003). In essence, a company is assumed to provide an under-funded
RBS and this is attributed to the fact that the sponsor company cannot use the assets

placed in a RBS for other purposes (Klumpes et al. 2003).

2.3 Empirical Studies

Miriti (2014)findings on his study of the relationship between retirement benefit
authority investment guidelines and financial performance was positive in that
adherence to regulator’s investment policies lead to improved financial performance
by reducing conflict of interests arising between the fund sponsors and the ultimate
beneficiaries of the fund. Njuguna (2011) in analyzing the relationship between fund
governance, membership age, fund design and fund size using scheffé test found out
that fund size and design are not significantly related to fund governance. This means
that the number of members and whether it is a DB or DC fund are not related to the

way the fund is governed.

On looking at the relationship between membership age, fund design, fund size and
financial efficiency of pension funds Njuguna (2011). The study found out that only

the fund size is related to financial efficiency. Pearson correlation coefficient statistics
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was used to analyze the data for this relationship, which showed a negative
relationship between these two variables. This means that pension funds with fewer
members are perceived to be more financially efficient than larger pension funds.
Also fund design and membership age are not significantly related to financial

efficiency.

Njuguna (2010) In using a One-Way ANOVA to test the relationship between fund
governance regulations, leadership and financial efficiency on hypothesis that fund
governance is positively related to financial efficiency of pension funds, he found that
adherence to fund regulations is positively related to the financial efficiency of
pension funds also that fund leadership is positively related to the financial efficiency
of pension funds concluding that fund governance, regulations and leadership are not
significantly related to financial efficiency. This means that, the importance that
managers of pension funds attach to fund regulations and how the fund is governed

and led do not play a role in achieving financial efficiency.

Mercer (2008) found out that nearly a third of schemes (31 percent) still have
difficulty recruiting trustees. Of the schemes that were surveyed, 55 percent do not
have a well-defined written role description for all of their trustees and, perhaps more
significantly, 71 percent do not have one for their chair while two-thirds of trustee
boards continued to provide generic training to their members, a significant number
provided training that is specific to their board and/or specialist training on a
particular topic. Twenty-five percent of schemes still did not evaluate trustee

performance at all.
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Mercer (2008) observed that on six in ten trustee boards, at least one trustee is now
remunerated, with a higher incidence of remuneration in larger schemes. This is by no
means restricted to professional and independent trustees, he noted that there has been
a marked increase in the appointment of independent trustees, with the highest
incidence among the larger schemes which reflects the increasing complexity of
trusteeship in the management with rise in conflict of interest issues with sponsoring

employers and the need for particular expertise or experience.

Clark (2008) study shown that trustee education and professional qualifications were
related to the degree of trustee decision-making consistency. Training was relevant
but less important. It was also shown that trustees were more consistent than
undergraduates when asked to solve a problem that drew upon specific knowledge
derived from the context of their roles and responsibilities. However, when asked to
solve problems that depended upon specific knowledge of demography and PAYG
state pension funding, both groups of respondents recorded a wide range of responses.
Many trustees do not have good information about UK demographic projections,
although the range of their guesses was less than the range of undergraduate guesses
about the same matter. When expressed in a different way, trustees were at least
consistent in their guesses, unlike undergraduates. But when asked to match the rate
of immigration to the funding of PAYG state pensions, a task that requires a
conceptual understanding of the causal relationship between the volume of the
working population and the provision of retirees’ pension benefits, it appears that the
‘context’ of decision making expanded well beyond trustees’ roles and responsibilities

to include normative issues such as the proper level of UK immigration. Surprisingly,
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undergraduates seemed to have a better understanding of this relationship. This means

that education is not related to trustee consistency in decision making.

Shikhule et al (2012) on looking at the importance of various variables on governance
of retirement benefit schemes, the study noted that 65.4% of respondents gave a poor
rating on how the trustees have implemented their agreements which was in relation
to trustees taking reasonable care to ensure that the management of the scheme is
carried out in the best interests of the members and sponsors of the scheme. Findings

being trustee’s conflict of interest with the members of the fund scheme.

2.4 Summary and Gap ldentification

Key goal for any board of trustees of any retirement benefit scheme is for the well-
being of the scheme (Mercer 2008), operationally and financially. Scholars have done
vast studies on the determinants for the financial and operational performance of
retirement benefit schemes (Shikhule 2012) and an array of agreeing and disagreeing
inferences and conclusions emerge subject to varied study populations and samples,
locations of study and research designs. Determinants of financial efficiencies in the
retirement benefit schemes that have been looked into through research ranging from
membership age, fund design and fund size, regulations, leadership and this has
empirically had results like smaller funds being more efficient compared to the larger

funds (Njuguna 2010).

The empirical results have shown that the fund governance, leadership and regulations
do not influence the financial efficiency of Kenyan pension funds (Njuguna, 2010).
However, this contradicts results that have emerged from other studies for example,

the indicators of fund governance in the Njuguna (2010) study were lacking in Kenya,
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Kenyan pension fund laws are very rigid, allowing little room to think beyond the
RBA regulations and also leadership performance measures as tested by Njuguna
(2010) study are absent in Kenyan pension funds. Fund governance, leadership and
regulations will therefore not have a significant effect on financial efficiency.

Studies have shown that trustees input into the running of the retirement benefit
schemes in Kenya play a pivotal role (RBA 2007, Shikhule 2012).As a result, studies
need to be carried out to identify what needs to be done to ensure an optimal potential
of the board of trustees so as to realize optimal benefits to the beneficiaries in which
case the members. Little has been done to identify the relationship that exists between
trustee compensation and the financial performance of the retirement schemes in

Kenya thus the motivation for this study.
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CHAPTER 3: RESEARCH METHODOLOGY

3.1 Introduction

The chapter addresses the research design, determination of the population, the

sample design, sample size, methods used to collect and analyze data.

3.2 Research Design

The study adopts an explanatory survey research design. Wiley (2003) states that
explanatory survey is conducted to explore a new topic that has not been studied
previously to satisfy the researcher’s curiosity and desire for better understanding. In
this case it will explore the relationship between the trustees’ retirement benefit
schemes compensation and the financial performance among the retirement benefit

schemes registered with the RBA.

3.3 Population

The population of the study comprised of 1,232 benefit schemes registered with the

retirement benefit authority in Kenya (RBA 2014).

3.4 Sample Design

Statistical formula n= X**N*P*(1-P)/(ME?*(N-1))+(X**p*(1-P) by krejcie and
Morgan has been used to arrive at the sample size of 89 with a confidence level of
95%, Margin of error (ME) 0.1, Z-score (X) 1.96, normal distribution (P) of 0.5 and
population (N) of 1,232.

Working: 1.96°*1232*0.5(1-0.5)/ (0.1%*(1232-1) + (1.96**0.5*(1-0.5) =89.16

Simple random sampling will then be used to choose the particular fund schemes to

be used under the study. Sampling design is suitable since all elements in the
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population are considered and each element has an equal chance of being chosen as

the subject .Wiley (2003).

3.5 Data Collection

For the purpose of this study, secondary data will be used. These data will be draw
from the annual financial reports of each of the schemes under study; these financial

statements usually in copies, reside with the trustees, scheme administrators and RBA.

The data includes total annual retirement benefit scheme remuneration paid to the
registered trustees (pursuant to section 26 of the RBA Act 2010) of the scheme
throughout the year, the return on investments declared at the end of the period
(annual) for the varied schemes under study, the total annual closing fund values of

each of the retirement benefit schemes under the study.

3.6 Data Analysis

Statistical correlation will be used in this study. This is a statistical technique which
tells us if two variables are related. It’s used to understand whether the relationship is

positive or negative and the strength of the relationship (Wiley 2003).

Correlation analysis will be employed to verify the extent of linear correlations among
the key variables of the model. On this, Pearson coefficient will be used as a
determinant for such correlations depending on the value it will take on analysis;
either +1 to -1.

- DR TIRIN
XX (X x) 0y (X y)
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Y = Financial performance which will be measured by either return on investment or
fund value where return on investment is the annual rate of return on the fund
investments as declared by the fund managers to the retirement benefit schemes and
fund value will be the total annual accumulated fund value as at the close of the

schemes financial year.

X = Trustee compensation which is the total annual trustee remuneration per trustee at

the end of each year.
N=sample size
r=correlation coefficient

Values of correlation coefficient range between -1 and +1. If the coefficient value is
in the negative range, then it means the relationship between the variables is
negatively correlated or as one value increases, the other decreases. If the value is in
the positive range, then it indicates the relationship between the variables is positively
correlated or both values increase or decrease together and a correlation coefficient of

zero indicate that there is no linear relation between the two variables.

Coefficient of determination (r?) will also be used as it measures how well the
regression line represents the data. It is the ratio of explained variation to the total
variation. The coefficient of determination is such that 0<r’<1, and denotes the

strength of the linear association between x and y.

An r’of 0 means that the dependant variable cannot be predicted from the independent
variable, an r? of 1 means the dependant variable can be predicted without error from
the independent variable and an r? between 0 and 1 indicates the extent to which the

dependent variable is predictable.
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND
DISCUSSION

4.1 Introduction

This chapter presents the results found from the data analysis. It therefore consists of

the data analysis presentation and interpretation of findings. The objective of this

study was to determine the relationship between trustee compensation and the

financial performance of retirement benefit schemes in Kenya.

4.2 Descriptive Statistics

This section outlines a summary of variables under study, schemes versus the average

fund value, rate of return and trustee compensation for the schemes for the period

under the study.

Descriptive Statistics

N Range Minimum Maximum Mean Std. Deviation
Est_Year 89 50.00 1955 2005

FV__ 2010 89
3,637,304,001.00 857,196.00 | 3,638,161,197.00 | 200,411,814.51 | 542,435,538.44

FV__ 2011 89
3,670,003,429.00 | 1,154,599.00 | 3,671,158,028.00 | 213,277,038.47 | 558,837,538.28

FV__ 2012 89
4,080,351,570.00 | 1,287,261.00 | 4,081,638,831.00 | 236,944,253.65 | 627,157,826.98

FV__ 2013 89
5,501,250,414.00 | 1,307,381.00 | 5,502,557,795.00 | 320,372,362.80 | 845,690,242.98

FV__ 2014 89
5,337,920,379.00 | 1,534,090.00 | 5,339,454,469.00 | 328,758,273.28 | 839,861,899.66

RATE_OF_RETURN_2010 | 89
1.28 0.00 1.28 0.14 0.26

RATE_OF_RETURN_2011 | 89
1.70 0.00 1.70 0.13 0.26

RATE_OF_RETURN_2012 | 89
1.88 0.00 1.88 0.15 0.31

RATE_OF_RETURN_2013 | 89
1.45 0.00 1.45 0.16 0.28

RATE_OF_RETURN_2014 | 89
2.59 0.00 2.59 0.17 0.37

TC__2010 89
84,000.00 12,000.00 96,000.00 47,056.18 23,247.85

TC__ 2011 89
84,000.00 12,000.00 96,000.00 47,056.18 23,247.85

TC__ 2012 89
84,000.00 12,000.00 96,000.00 47,056.18 23,247.85

TC__2013 89
84,000.00 12,000.00 96,000.00 47,056.18 23,247.85

TC__2014 89
84,000.00 12,000.00 96,000.00 47,056.18 23,247.85

Valid N (list wise) 89

Table 2: Summary of various variables under study- Source: research findings
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From Table 2, the oldest scheme was established in 1955 while latest in 2005, the
table also gives the average fund value for 2010 through 2014 which were used in
determining the large firms and small schemes.

The table also gives the maximum and minimum values for the yearly fund values,
Yearly rate of return, yearly trustee compensation and their respective standard

deviations. In total 89 schemes were studied.

4.3 Inferential Analysis

The study conducted inferential analysis using pearson correlation coefficient,
ANOVA and regression analysis. ANOVA was used to test the hypothesis of the
means among independent (trustee compensation) and dependent variables (financial
performance). Correlation coefficient was used to test the relationship and the strength
of association between the variables and regression analysis (coefficient of

determination) was used to measure how well the regression line represents the data.

4.4 Correlation Results

The study sought to establish the relationship between trustee compensation and
financial performance (ROl or FV) within the period of 2010 through to 2014.
Pearson correlation coefficients were used to test the hypothesis for the study. The

result is presented in table below:
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Correlations

AVERAGE_RATE_OF AVERAGE_TRUSTEE_
_RETURN COMPENSATION
Pearson | AVERAGE_RATE_OF_RETURN 1.000 443
Correlati
on AVERAGE_TRUSTEE_COMPENSATION 443 1.000
Sig. (1- | AVERAGE_RATE_OF_RETURN .000
tailed)
AVERAGE_TRUSTEE_COMPENSATION .000
N AVERAGE_RATE_OF_RETURN 89 89
AVERAGE_TRUSTEE_COMPENSATION 89 89

Table 3: Correlation matrix of rate of return versus trustee compensation -Source: research

findings

From Table 3, the pearson correlation is 0.443 indicating a positive relationship

between the rate of return and trustee compensation. The Sig (1-tailed) value is 0.001

indicating that there is a statistically significant correlation between the two variables.

Correlations

AVERAGE_TRUSTEE_C
AVERAGE FUND VALUE OMPENSATION

Pearson AVERAGE_FUND_VALUE 1.000 .258
Correlation

AVERAGE_TRUSTEE_COMPENSATION .258 1.000
Sig. (1- AVERAGE_FUND_VALUE .007
tailed)

AVERAGE_TRUSTEE_COMPENSATION .007
N AVERAGE_FUND_VALUE 89 89

AVERAGE_TRUSTEE_COMPENSATION 89 89

Table 4: Correlation matrix of fund value versus trustee compensation - source:

research findings

From table 4 above the pearson correlation is 0.258 indicating a positive relationship

between the fund value and trustee compensation. The Sig (1-tailed) value is 0.007

indicating that there is a statistically significant correlation between the two variables.
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In analysis between the Rate of return, trustee compensation and the fund value, there
exist a strong correlation between Rate of return and Trustee compensation as

compared to analysis between fund value and the trustee compensation.

4.5 Regression Analysis

The study sought to determine the goodness of fit for the regression analysis using the
correlation coefficient between the trustee compensation and financial performance of
RBS. Coefficient of determination established the strength of the relationship between

the dependent and independent variables.

4.5.1 Model Summary

Determination coefficients (R2) were also carried out to determine the strength of the
relationship between independent and dependent variables. The study established R2
of 0.197. R2 of 0.197 indicates that 19.70% of the variation in financial performance

is caused by the changes adherence to trustee compensation.

Model Summary

Model R | R Square | Adjusted R | Std. Error of Change Statistics
Square | the Estimate | R Square Change | F Change | dfl | df2 | Sig. F Change
1 4432 197 .187 .24803 197 21.277 1{ 87 .000

Table 5: Model summary — source: research find

a. Predictors: (Constant), AVERAGE_TRUSTEE_COMPE
b. Dependent Variable: AVERAGE_RATE_OF_RETURN

4.5.2 ANOVA

ing

NSATION

ANOVA findings (P- value of 0.00) in table 6 show that there is correlation between

the predictor’s variables (Trustee compensation) and dependent variable (rate of
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return). The P- value of 0.000 (Less than 0.05) implies that the model of

service delivery is significant at the 5 percent level of significance.

ANOVA?®
Model Sum of Squares Df Mean Square F Sig.
Regression 1.309 1 1.309 21.277 .000"
1 Residual 5.352 87 .062
Total 6.661 88

Table 6: Analysis of variance (ANOVA) — source: research finding.

a. Dependent Variable: AVERAGE_RATE_OF_RETURN
b. Predictors: (Constant), AVERAGE_TRUSTEE_COMPENSATION

4.5.3 Coefficients

From the finding of the study in the table below, the following regression equations

were established by the study: Y=a + bx.

The estimated results become: Y= -0.096+5.2462*10%x

Coefficients?

Model Unstandardized Coefficients Standardized t Sig.
Coefficients
B Std. Error Beta
(Constant) -.096 .060 -1.603 113
1 AVERAGE_TRUSTEE_CO
5.246E-006 .000 443 4.613 .000
MPENSATION

Table 7: Coefficient Analysis- Source research findings

a. Dependent Variable: AVERAGE_RATE_OF_RETURN
b. Predictors: (Constant), AVERAGE_TRUSTEE_COMPENSATION
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4.6 Discussion of Research Findings

The estimated model indicates that retirement benefit schemes will realize an average
financial performance of (0.096) units if the board of trustees are not compensated.
Trustee compensation have a positive relationship with financial performance of
retirement benefit schemes. A unit increase in trustee compensation will lead to

5.2462*10°® units increase in the financial performance of the fund schemes.

The presence of the CEOs in the board of trustees makes them the default leaders on
pension scheme matters because all other trustees are subordinate to the CEOs. This
means that the CEOs can easily influence the pension scheme decisions and the
agenda in the board of trustees’ meetings. It was established that pension schemes that
maintain the CEOs as the pension schemes board’s chair, record lower efficiency
levels compared to those that the CEO takes a lesser active role. Indicating that other
trustees are less active due to lack of incentive hence do not play an active role in

ensuring schemes funds are invested to maximize the returns.

The findings of the study showed that trustee compensation exert a significant
relationship on the financial performance of the RBS. The result further shows that
providing relevant education to the trustees, maintaining an appropriate internal
control system, communicating regularly with members, defining the roles of the
trustees clearly and implementing investment strategies majorly influence the

financial performance of individual schemes in Kenya.

This result support the assertion of the OECD (2006) that pension scheme returns are
dependent on proper investment strategies which are greatly influenced by the trustees
as they are the key decision makers pertaining to retirement benefit scheme funds

hence compensating them would positively reflect on the financial performance.
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CHAPTER FIVE: SUMMARY, CONCLUSIONS AND

RECOMMENDATIONS

5.1 Introduction

This chapter concludes this research study. It presents the summary, recommendations
and conclusions. It briefly discusses Research data which are based on the objective
of determining the relationship between the trustee compensation and financial
performance of pension schemes in Kenya. It further highlights the limitations of the

study and finally suggests recommendations for practical and further research.

5.2 Summary

The research discusses the relationship between trustee compensation and financial
performance of RBS in Kenya. Board of trustees is the key decision maker pertaining
to investment of the retirement benefit scheme. They make investments decisions and
invest the schemes funds in an array of investment vehicles ranging from property,
government securities, quoted shares, unquoted Shares, corporate bonds, offshore
investments, guaranteed funds among many others and declare income rate at the
close of specific period, usually per annum; this income rate or rate of return being the

proportion of the accumulated incomes over the fund value of the scheme.

The main aim of this project was to determine the relationship between trustee
compensation and the financial performance of retirement benefit schemes in Kenya
over a span of time, this study having chosen to look at a 5 year time horizon of
between 2010 through 2014. To understand the background of the study looked at

literature that explained on this area, theories and past empirical studies that focused
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on trustee compensation and schemes financial performance giving harmonious and
disputing outcomes, a point attributed to, the datasets used in analysis, assumptions
made and methodologies used. After a rigorous analysis, the study found evidence
that there is a relationship between trustee compensation and financial performance of
retirement benefit scheme in Kenya where it analyzed a data set of 89 segregated fund
schemes by correlating each schemes average rate of return with average trustee

compensation for the span of period under the study. Data was provided by RBA.

However this study proposes further studies on this area especially for the schemes
that hop trustees; also suggest including the cost factor in the analysis. Also look at
other factors that affect returns and not only the excess market return, the size factor

and the book to market factor. Future studies should be conducted to assess effectives
of investment undertaken by the pension schemes and if such investments have

positive impact on the financial status of the members of the scheme.

5.3. Conclusion

From the findings, there was a positive relationship between the trustee compensation and
financial performance of RBS. RBA should enforce policy that promotes trustees’
compensation for pension schemes and not limited to tokens, meeting attendance fees and
reimbursement which are left at the discretion of the sponsors and members of the
schemes. Remunerating trustees motivates, improves accountability and creates an
incentive to make better investment decisions that will attract optimum returns thus
reflects on the trust funds financial performance.

With the emergence growth in the Kenyan retirement benefit scheme as evidenced

from the study findings and existence of fact that a past performance can serve a
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predictor to a future performance by the trustees, a suggestion for a renewed energy
in a role for active and close fund management of retirement benefit funds.

The finding of this study is in consistent with a survey done in the UK that employed
the same methodology and ascertained existence of improved financial performance

of fund schemes with trustee board being remunerated Mercer (2008)

5.4 Recommendations

Based on the study, the regulators in this case RBA needs to implement measures to
ensure trustees are fairly compensated .The RBA should enhance its regulatory
capacity of the industry in order to ensure compliance among pension schemes .

An evaluation should be conducted in order to map out areas, roles and departments
that should be enhanced for improved general performance, financial performance
included. The authority needs to strengthen its compliance and enforcement functions
in order to ensure that it appropriately deals with emerging present and future
challenges. Apart from compensating the trustees they should also be trained in risk
management in order to make the best investment decisions with optimum returns.
The government should enhance and provide substantial tax incentive to stimulate

general growth in the industry.

5.4 Limitations of the Study

The issue of data collection was the greatest challenge .RBA were unwilling to
provide data required for the study confidentiality of the schemes’ information .This
was however sorted out by giving me the data with different identity numbers to
represent the schemes and not using the actual schemes names.. Getting the data also
took a long time before RBA’s response delaying the expected finish time of the

project.
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5.5 Suggestions for Further Research

Further research is suggested on the effect of active fund management versus passive
fund management on financial performance. This is by comparing financial
performance of funds where fund managers invest in guaranteed schemes only versus
those that pursue a diversification strategy. Further research and investigation should
also be carried out on why there is a negative relationship between financial
performance and investment in government securities. The result might vary because
different government regimes adopt different monetary and fiscal policies in terms of
corporate management. Future studies should be conducted to assess effectives of
investment undertaken by the pension schemes and if such investments have positive

impact on the financial status of the members of the scheme.
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Data Capture Form
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Appendix 2: Retirement benefit schemes data: source RBA
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