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Abstract:

This study sought to establish the effect of behavioural biases on tactical asset allocation in insurance companies in
Mombasa town, Kenya. Descriptive cross-sectional survey research design was used. The target population of this study
was 102 employees of 34 insurance companies in Mombasa town, Kenya. A census survey was conducted. Data was
collected using self-administered structured questionnaires. Descriptive statistical tools included frequencies,
percentages, means and standard deviations. Inferential statistical tools were correlation and multiple regression
analysis. It was found out that increased overconfidence bias, representativeness bias and regret aversion biasare
associated with decreased tactical asset allocation while increased self-attribution bias is associated with enhanced
tactical asset allocation and vice-versa, though insignificantly. It was concluded that tactical asset allocation decisions in
insurance companies are subject to behavioural biases. It was also concluded that that financial regulations does not
significantly moderate the relationship between the behavioural biases and tactical asset allocation in insurance
companies in Mombasa town, Kenya.
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1. Introduction

Investor psychology and emotions are key determinants of investments in financial markets and the value of
financial securities as is widely recognized (Nyamute, Lishenga & Oloko, 2015). An investor is said to be behaviourally
biased when the investor makes decisions that are not rational, that is, faulty decisions (Pompian, 2012). Biased investors
are subject to given beliefs or attitudes as they make decisions which are said to be irrational (Shefrin, 2007). Singh (2010)
stated that investors may make cognitive errors because of faulty reasoning caused by emotions and investor psychology.
Tactical asset allocation is an allocation within a portfolio that takes advantage of short-term opportunities which result in
an extra return, based on preset asset mix. Tactical asset allocation is considered as a practice that helps to improve
returns from the initial long-term asset mix set by the enterprise (Dziwok, 2014).Insurance companies can be said to be
practicing tactical asset allocation when they adjust the asset mix in line with forecasts of movements of investment
returns in the short term. In tactical asset allocation, the investor considers changes to the initial asset targets for the
overall portfolio and within asset classes (Usman, 2018).

Insurance companies modify their portfolios by reallocating funds to various asset classes in the midst of changes
in the business environment. An example of such change is interest rate capping in Kenya which had implications for
portfolio mix of insurance companies which usually buy bank bonds. The insurance companies are critical in raising funds
and risk management, to facilitate financial and economic development (Li, 2019). Interest rate capping in Kenya resulted
in generally low interest rates offered by banks. The advent of low interest rates affected the financial connection between
banking and insurance sectors as it changes the patterns of funding banks and the strategies of investment in insurance
company business (Niedrig, 2015). Efficiently carrying out tactical allocation of funds in insurance companies are key in
enhancing the competitiveness of insurance business (Li, 2019).

Behavioral biases are wrongs and potential damaging behaviors caused by an erroneous decision. Psychologists
have noted that people are usually overconfident; they usually overrate their abilities to achieve investment targets, that
is, performance of investments. One can rarely find a person rating his ability as below average (Byrne& Utkus, 2013).
Practically, people usually view the world positively as regards their endeavours and plans. Despite the fact that such
world views can help one to forget disappointing experiences, it can result in biased fund allocation decisions. This is
because the investor will be tempted to exaggerate their ability to engage in successful investment ventures and have a
narrow view of the real factors surrounding the investment decisions that the investor has made. Overconfident investors
are usually miscalibrated and are suffer from better-than-average effects, control illusions and too much optimism (Byrne
& Utkus, 2013).

Regret aversion describes how the anticipation of a negative feeling can substantially affect the outcome of the
decision-making process (Cruciani, 2017). Different from other heuristics, whose nature and implications have mainly
been treated descriptively, the implications of regret aversion have been formally described in a model, initially proposed
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as one of the alternatives to the expected utility model by Loomes and Sugden (1982).Individuals evaluate the possible
regret or rejoice arising from the realization of each one of the possible occurrences compared to what could have been. In
other words, individuals are able to anticipate negative and positive feelings arising from a given choice and translate
them into increases or decreases in utility (Cruciani, 2017).

1.1. Research Objective
To determine the effect of behavioural biases on tactical asset allocation in insurance companies in Mombasa
town, Kenya.

2. Methods

The researcher adopted descriptive research design. The target population was 102 employees of 34 insurance
companies in Mombasa town, Kenya. A census survey was adopted since the number’102 employees were manageable.
The study used self-administered structured questionnaires to collect data. Multiple regression analysis and Pearson
product moment correlation comprised the inferential statistics for the study. The results of statistical analysis were
presented in tables and graphs. The multiple regression model that was adopted is depicted in below.

Y =Bo+B1Xy +B2X; +B3X3 +BuX, +€

Where;
Y represents portfolio diversification in insurance companies in Mombasa town, Kenya
Borepresents the y-intercept
B1, B2, Bz andBasrepresent coefficients of OCB, representativeness bias, SAB and RAB respectively
X1, X2, X3and X4 represent the OCB, representativeness bias, SAB and RAB respectively
€ represent error term

The researcher also adopted the multiple regression model shown in Equation 3.4 for moderated regression
analysis.
Y=080+B:Xy *Z+B,X, *Z+B3X5 *Z+B,X, *Z+¢.....Equation 3.2
Where;
Y represents portfolio diversification in insurance companies in Mombasa town, Kenya
Borepresents the y-intercept
Z represents the moderating variable-financial regulations
B1, B2, Bz andParepresent coefficients of overconfidence bias, representativeness bias, SAB and RAB respectively
X1, X2, X3and X4 represent over confidence bias, representativeness bias, SAB and RAB respectively
€ represent error term

3. Results and Discussion
The results of Pearson correlation (PC) analysis was depicted in Tablel.

Tactical Asset Allocation in Insurance Companies in Mombasa Town, Kenya

Overconfidence bias PC 448**
Significance level (SL) .000
Representativeness bias PC .155
SL 129

Self-attribution bias Pearson Correlation .397**
SL .000

Regret aversion bias Pearson Correlation .386**
SL .000

Table 1: Correlation Analysis Results

It was found out that there is a weak positive and significant relationship between overconfidence bias and
tactical asset allocation in insurance companies in Mombasa town, Kenya (r = 0.448; p < 0.05). Therefore, increased
overconfidence biasis associated with enhanced tactical asset allocation in insurance companies in Mombasa town, Kenya
and vice-versa. It was also found out that there is a weak positive and insignificant relationship between
representativeness bias and tactical asset allocation in insurance companies in Mombasa town, Kenya (r = 0.155; p > 0.05).
It is implied that increased representativeness bias is associated with increased tactical asset allocation in insurance
companies in Mombasa town, Kenya and vice-versa, though insignificantly.

The study found out that there is a weak positive and significant relationship between self-attribution bias and
tactical asset allocation in insurance companies in Mombasa town, Kenya (r = 0.397; p > 0.05). The implication is that
increased self-attribution bias is associated with enhanced tactical asset allocation in insurance companies in Mombasa
town, Kenya and vice-versa. It was found out that there is a weak positive and significant relationship between regret
aversion bias and tactical asset allocation in insurance companies in Mombasa town, Kenya (r = 0.386; p < 0.05). This has
the implication that increased regret aversion bias is associated with enhanced tactical asset allocation in insurance
companies in Mombasa town, Kenya and vice-versa.
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Unstandardized Coefficients Standardized t Sig.

Coefficients

B STDV. Error Beta

(Constant) 1.646 464 3.549 .001
Overconfidence bias .347 .100 .333 3.470 .001
Representativeness bias -.022 .078 -.026 -.281 779
Self-attribution bias 123 .086 .155 1.430 .156
Regret aversion bias .182 .079 234 2.295 .024

Table 2: Regression Coefficients

The findings indicate that overconfidence bias significantly predicts tactical asset allocation in insurance
companies in Mombasa town, Kenya (t = 3.470; p < 0.05). It is implied that overconfidence bias and tactical asset allocation
in insurance companies in Mombasa town, Kenya are significantly related. It was determined that representativeness bias
insignificantly predicts tactical asset allocation in insurance companies in Mombasa town, Kenya (t = -.281; p > 0.05). The
implication is that representativeness bias and tactical asset allocations in insurance companies in Mombasa town, Kenya
are insignificantly related.

The study established that self-attribution bias insignificantly predicts tactical asset allocation in insurance
companies in Mombasa town, Kenya (t = 1.430; p > 0.05). This means that self-attribution bias and tactical asset allocation
in insurance companies in Mombasa town, Kenya have an insignificant relationship. The study also established that regret
aversion bias significantly predicts tactical asset allocation in insurance companies in Mombasa town, Kenya (t = 2.295; p <
0.05). Therefore, regret aversion bias and tactical asset allocation in insurance companies in Mombasa town, Kenya are
significantly related. The results of the t-test of individual regression coefficients clearly depict that overconfidence bias,
regret aversion bias and the constant would be included in the regression equation as they were significant (p < 0.05). The
final regression model therefore is:

Y =1.646 + 0.347X; + 0.182X4

It is shown that increasing overconfidence bias by 1 unit enhances tactical asset allocation in insurance companies
in Mombasa town, Kenya by 0.347 units. The findings indicate that increasing regret aversion bias by 1 unit enhances
tactical asset allocation in insurance companies in Mombasa town, Kenya by 0.182 units.

4. Conclusion

The study concludes that tactical asset allocation process in insurance companies in Mombasa town, Kenya is
subject to behavioural biases namely overconfidence bias, representativeness bias, SAB and RAB. Secondly, it is concluded
that overconfidence bias positively and significantly affects tactical asset allocation in insurance companies in Mombasa
town, Kenya. Thirdly, the researcher concludes that representativeness bias negatively and insignificantly affects tactical
asset allocation in insurance companies in Mombasa town, Kenya.
It is also concluded that self-attribution bias positively and insignificantly affects tactical asset allocation in insurance
companies in Mombasa town, Kenya. Fifthly, the study also concludes that regret aversion bias positively and significantly
affects tactical asset allocation in insurance companies in Mombasa town, Kenya and vice-versa. Lastly, it was concluded
that that financial regulations do not significantly moderate the relationship between the behavioural biases and tactical
asset allocation in insurance companies in Mombasa town, Kenya is insignificant.

5. Recommendations

To insurance companies, this study recommends that when tactical investment decisions are being made, they
should consider the adverse effects of representativeness bias which may lead to avoidance of profitable investment
opportunities. Detailed analysis should always be conducted when evaluating tactical adjustments to the investment
portfolios of insurance companies. Moreover, it is recommended that the effects of OCB, SAB and RAB should always be
controlled for in tactical asset allocation process as it may hinder the achievement of ideal financial performance. To
financial advisors and consultants, this study recommends that they should advise insurance companies appropriately
taking into account the influence of behavioural biases namely overconfidence bias, representativeness bias, SAB and RAB
in tactical asset allocation process. To future researchers and academicians, this study recommends that a study should be
conducted on mechanisms that can be put in place to control for behavioural biases in the tactical asset allocation process
in insurance companies. Moreover, a study should be conducted on the effect of tactical asset allocation on insurance
companies’ financial results, with behavioural biases controlled for, so that the rationale for and optimality of tactical asset
allocation can be determined.
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