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ABSTRACT

Mergers and acquisitions (M&A) are being increabingsed world over for improving
competitiveness of companies through gaining greaseket share, broadening the portfolio

to reduce business risk, for entering new marketd geographies, and capitalizing on
economies of scale not forgetting strategic pasitig. Mergers and acquisitions (M&A) are
being increasingly used world over for improvingrgeetitiveness of companies through gaining
greater market share, broadening the portfolicethuce business risk, for entering new markets
and geographies, and capitalizing on economiesalé ot forgetting strategic positioning.The
objective of this research project was to establsheffect of mergers and acquisitions on the
financial performance of Commercial Banks in Kenyais is by conducting analysis on the
commercial banks that merged or were acquired legtviee year 2004 and December 2013.
Data were collected from each bank under study AhStatement of Accounts and Financial
Reports. Comparisons were made between the me&8ry@érs pre-merger/acquisition and 3-
years post-merger/acquisition financial ratios. Type of research design was the causal study
that relies on control factors. The study emplogesirvey of the merged/acquired banks within
the period of study. The sample of the study coegisf 14 banks that merged in the period of
study in Kenya. The study used secondary sourcekataf from the audited annual reports of
accounts for the respective banks over the perkidancial data from Balance Sheets,
Statements of comprehensive Income and Stateme@&st Flow of the respective commercial
banks for three years pre-merger and three yeatsnperger was used to calculate and analyse
the liquidity, bank size and leverage from the mh#d financial statements and reports for the
merged banks for the period under study. The sastigblished that there is improvement in the
banks’ financial performance after the merger/asitjon. Liquidity of the banks as well as the
size increased after the merger/acquisition. Tkn&ag however also an increase in the leverage
of the banks after the merger/acquisition, a végisiat the study found insignificant in financial
performance. The analysis and results show thatr@neial Banks performed better in the post-
merger/acquisition era as compared to the pre-mfaaguisition era. This study recommends
that commercial banks with unstable liquidity ahdge that want to increase their sizes thus
strengthening their capital bases should seeknedatmate their establishments through mergers

and acquisitions



CHAPTER ONE: INTRODUCTION

1.1Background of the Study

Mergers and Acquisition is a very prominent phenoomewhich has attracted many global

researchers in the field of finance, economics lamginess. A merger is a combination of two

companies to form one big company. There are skxemaons that have resulted in companies
engaging in M&A.M&As are continuously being employ& penetrate wider market share,

diversify a firm’s portfolio and to enable companh@enetrate new markets Yook (2004).

It is vivid that despite the presence of fluctugtmarket conditions, when a right opportunity
strikes, shareholders and companies will contiouavest in M&A activity. A new trend in the

field of M&A is that there is a growing demand famcreased shareholder scrutiny and
evaluation of post-merger and acquisition perforoeans a critical factor in ensuring future

M&A shareholder value creation.

Even though mergers and acquisitions remain the prominent strategy for achieving growth,
their success in creating long term shareholdeuevalill remain contested. There is a strong
belief in many companies that either merging ofuirtigg another company will result into
better financial performance. This is coupled bg #ynergy effect. This study has purpose
because it seeks to conclude whether, after atigmisacquiring companies destroy or create
value in the long run Ullah (2010)

1.1.1 Mergers and Acquisitions

A merger or an acquisition in a company sense eatefined as the combination of two or more
companies into one new company or corporation,&el{2009). The main difference between a
merger and an acquisition lies in the way in whilkb combination of the two companies is
brought about. In a merger there is usually a ggemf negotiation involved between the two
companies prior to the combination taking place. &@ample, assume that Companies A and B
are existing financial institutions. Company A ishigh street bank with a large commercial
customer base. Company B is a building societyroilar organisation specialising in providing

home loans for the domestic market. Both compamigg consider that a merger would produce

1



benefits as it would make the commercial and domesistomer bases available to the
combined company. There will obviously be some darapons and difficulties involved but

there are also some obvious potential synergiesabl@a For example, company B might be
able to use its home loans experience to offerebeltals to potential and existing mortgage
customers of company A. The two companies may @daidnitiate merger negotiations. If these
are favourable, the outcome would be a merger eftééo companies to form a new larger

whole.

In an acquisition the negotiation process does nemessarily take place. In an acquisition
Company A buys company B. Company B becomes wlmwllged by company A. Company B
might be entirely absorbed and stop to exist asparsite entity, or company A might retain
company B in its pre-acquired form. This limitedsalption is often practised where it is the
intention of company A to sell off company B atraffi at some later date. In acquisitions the
dominant company is usually referred to as the iaexjand the lesser company is known as the
acquired. The lesser company is often referredsttha target up to the point where it becomes

acquired.

In most cases the acquirer acquires the targetipyt its shares. The acquirer buys shares from
the target’s shareholders up to a point where ¢bbes the owner. Achieving ownership may
require purchase of all of the target shares oragomty of them. Different countries have
different laws and regulations on what definesdaiayvnership. Acquisitions can be friendly or
hostile. In the case of a friendly acquisition thgget is willing to be acquired. The target may
view the acquisition as an opportunity to develu inew areas and use the resources offered by
the acquirer. This happens particularly in the cafsemall successful companies that wish to
develop and expand but are held back by a laclapital. The smaller company may actively
seek out a larger partner willing to provide thecassary investment. In this scenario the
acquisition is sometimes referred to as a frienoityagreed acquisition. Alternatively, the
acquisition may be hostile. In this case the tangebpposed to the acquisition. Hostile

acquisitions are sometimes referred to as hostidedvers Jensen (1986).

One tactic for avoiding a hostile takeover is fog target to seek another company with which it

would rather merge or be acquired by. This thirthpany, if it agrees, is sometimes referred to



as a white knight, as it ‘comes to the rescue’haf threatened target. In hostile takeovers the
acquirer may attempt to buy large amounts of thgetss shares on the open market. The
problem with this action is that the target’s shamnee will tend to increase in value as soon as
any large-scale purchases are detected. In ordairtinise share price rises, the acquirer may
attempt to buy as much stock as possible in thetettgpossible time, preferably as soon as the
markets open. This practice is sometimes refemmeasta dawn raid, as it attempts to take the

market ‘by surprise’.

In both friendly and hostile takeovers the decisoonwhether or not to sell shares in the target
lies with the shareholders. If all or a large pmtjom of target shareholders agree to sell their
shares, ownership will be transferred to the aeguiShareholders generally will agree to a
merger if they are recommended to do so by thedbohdirectors and if they stand to make a
profit on the deal. The acquirer may offer eithaslt or its own shares in exchange for target
shares. Cash transactions offer shareholders aedinate potential profit, whereas shares offer a
longer-term investment. Share transactions tendbeomore attractive to shareholders in a
buoyant market as the value of the shares is lik@lyncrease more rapidly than in a stagnant
market. Mergers can be classified into; horizontettical and conglomerate.

In Horizontal mergers, two firms are merged acrsissilar products or services. Horizontal
mergers are often used as a way for a companyctedse its market share by merging with a
competing company. For example, the merger betweexon and Mobil will allow both
companies a larger share of the oil and gas mahketertical mergers, two firms are merged
along the value-chain, such as a manufacturer mgrgith a supplier. Vertical mergers are
often used as a way to gain a competitive advanwaten the marketplace. For example,
Merck, a large manufacturer of pharmaceuticals,gexdrwith Medco, a large distributor of
pharmaceuticals, in order to gain an advantagestnilaliting its products. In conglomerate two
firms in completely different industries merge, Iswas a gas pipeline company merging with a
high technology company. Conglomerates are usuadlgd as a way to smooth out wide
fluctuations in earnings and provide more consisteim long-term  growth. Typically,
companies in mature industries with poor prospéatsgrowth will seek to diversify their

businesses through mergers and acquisitions. Feonghe, General Electric (GE) has diversified



its businesses through mergers and acquisitiolosyialy GE to get into new areas like financial

services and television broadcasting.
1.1.2 Financial Performance.

The word ‘Performance’ is derived from the wordrfparmen’, which means ‘to do’, ‘to carry
out’ or ‘to render’ Jensen (1986). It means the afcperforming, execution, accomplishment,
fulfilment, and so on. In broader sense, perforreamefers to the achievement of a given task
bench marked against predefined standards of amguc@mpleteness, cost, and speed. The
performance is a general term applied to a partoorll the conducts of activities of an
organization over a period of time often with refere to past or projected cost efficiency,

management responsibility or accountability orlitke.

Financial performance refers to the extent to whiictancial goal are being or has been
accomplished. It is the process of measuring tlsilt® of an organization's policies and
operations in monetary terms. It measures a fiowesall financial health over a given period of
time. Financial performance is determined by ewaigaprofitability, solvency and liquidity of

firms. Profitability is the ability of a business ¢arn a profit, Ismail (2011).

The return on equity ratio or ROE is a profitalgilfatio that measures the ability of a firm to
generate profits from its shareholders investmantee company. In other words, the return on
equity ratio shows how much profit each shillingcoimmon stockholders' equity generates. The
return on equity points out the efficiency of usthg own capital of the company; that is why its
level is important primarily for shareholders, wimay thus determine whether the remuneration
they get rewards the risk assumed. Managers, im will be motivated to achieve an appropriate
level of this rate so as to maintain their posiiand to achieve the company's performance

criteria.

Return On Equity (ROE) is a ratio that expresses degree to which the managers have
succeeded in meeting the company's main objeciiee, maximizing the wealth of its
shareholders. In these circumstances, the effbttsecenterprise should be primarily targeted to

ensure high returns for equity providers (sharedrsld in order to increase their wealth.



Return On Assets (ROA) is a financial ratio thabveh the percentage of profit that a company
earns in relation to its overall resources (totaeds). Return on assets is a key profitabilityprat

which measures the amount of profit made by a compar dollar of its assets. It points out the
efficiency of the management of a company in gameganet income from all the resources of

the organization. A higher ROA shows that the camypga more efficient in using its resources.
1.1.3 Effect of Mergers and Acquisitions on Finaneil Performance

Mergers and Acquisitions are used in improving canys competitiveness and gaining
competitive advantage over other firms through igairgreater market share, diversifying the
portfolio to reduce business risk, entering new ket and geographies, and capitalizing on
economies of scale (Saboo and Gopi, 2009). MergedsAcquisitions covenant is taken not
essentially because of lack of corporate strength ds a way of creating synergy. Many
corporations find the best way to get ahead isxXpaed ownership boundaries is through

Mergers and Acquisitions (Ismail, Abdou and Aniai811).

The potential economic benefits of Mergers and Asitjans are changes that increase value that
would not have been made in the absence of a changmtrol. These changes in control are
potentially most valuable when they lead in theedyment of assets, providing new operating
plans and business strategies. The motives behiedydvs and Acquisitions are to improve
revenues and profitability, faster growth in scatel quicker time to market, and acquisition of
new technology or competence. This is largely th@son why mergers and acquisitions are

perceived as effective methods of improving corfopeerformance.
1.1.4 Commercial Banks in Kenya

Currently there are there are 43 licensed comnidraiaks and 1 mortgage finance company in
Kenya. The Companies Act, the Central Bank of Kef@/K) Act and the Banking Act are the
main regulators and administrators of banking Itgus Kenya. These Acts are used in tandem
with the prudential guidelines which Central bamiKenya issues from time to time. In 1995 the
exchange controls were lifted after the liberal@at of the banking in Kenya.Out of

the 44 institutions, 31 are locally owned and I8 fareign owned. The locally owned financial



institutions comprise three (3) banks, twenty sef@at) commercial banks and one (1) mortgage

finance institution.

Reduced growth has already been recorded by a nuohlibese banks; they seem not strong
enough to handle the competition and need for drolagnding is suffering, as many banks have
to focus on increasing capital and taking on ledsyroans. Several of these Commercial Banks
have merged in order to widen their market shanegfowth reasons or to compete with their
rivals. The urge to grow and requirement by thet@émBank of Kenya is expensive for these
small institutions; this could put them into greaisk when it comes to time to comply with the
regulations. Many will face the challenge of groveth they lack the needed funds and could
have a hard time trying to seek from external sesircThey often result to mergers and
acquisitions which are less expensive rather thaimggpublic. Many of these mergers or

acquisitions have been in border.
1.2Research Problem

It is important to study the effects of mergers auwdjuisitions on financial performance of
organizations. This is best done by establishimgitfpact of M&A’s on liquidity, profitability
and solvency. Mergers have become the main meaa#tahing higher performance which is
the ultimate goal of every firm, including CommaicBanks. Many studies carried out in the
area ofM&A have given varying results. The primargument in favour of mergers is that they
are good for industrial efficiency without the tateof their companies being taken over and, in
all likelihood, the loss of their jobs; managersubact more in their own interest than those of
owner (Roll, 1986). This may give rise to agencyhtem arising from conflict between

ownership and management.

Mergers and acquisitions continue to be a highlputar form of corporate development in
today’s banking industry world over. However, inparadox to their popularity, acquisitions
appear to provide at best a mixed performance ¢obtload range of stakeholders involved.
While target firm shareholders generally enjoy pesishort-term returns, investors in bidding
firms frequently experience share price underparéorce in the months following acquisition,
with negligible overall wealth gains for portfolibolders. The complex phenomenon that

mergers and acquisitions represent has attractédtasial interest from a variety of
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management disciplines for a long time. Accordingtiiree primary streams of enquiry can be
identified within the strategic and behaviouraddd@ture which focuses on the issues of strategic

fit, organizational fit and the acquisition procéself.

Empirical studies such as (Selvam et al., 2009)uddtha 2012) offer evidence on the positive
impact of corporate mergers and acquisitions omdirHowever, several studies have given
differing results that Mergers and Acquisitions cactually have adverse effects on
organizations; (Yook, 2004), (Yeh and Hoshino, 20@QRing et al, 2004); (Ismail, Abdou and
Annis, 2010). There have been research on effdctmiergers and acquisition on financial
performance of firms in the financial sectors imia, (Kithitu, et al, 2012) examined the role of
mergers and acquisitions on the performance of Cential Banks in Kenya. The results reveal
that mergers and acquisitions do add value to bbaters wealth. However these studies do lead
into mixed reactions about the effect of mergeis arguisitions on the financial performance of
firms. These past studies have led to conflictinguits that make the effect of merger and
acquisition as a business strategy inconclusiveeréfbre, the study will answer whether
corporate mergers and acquisitions affect liqujdosofitability and solvency objectives which

firms pursue.

This research study will attempt to fill a gap icademia by answering the research question,
what is the impact of Mergers and Acquisitions be financial performance of commercial

banks in Kenya?
1.30bjective of the Study

To investigate the effect of mergers and acquisstioon the financial performance of

Commercial Banks in Kenya.
1.4Value of the Study

Theoretically, M&As are often seen as opportunifi@sknowledge exploration. This research
will entail making use of, or reconnoitring the kviedge residing in the mergers and
acquisitions. Most research has focused on thetsfigf gaining access to market or country

specific knowledge, or to technological and innoxaicapabilities through explorative M&ASs.



Yet, the knowledge obtained from M&A experienceogisovides an interesting opportunity to

explore.

Empirically, this paper aims to examine the relagtinp between M&A’'s and financial
performance. In addition, the study will look attmteraction between target and acquirer
experience and its effect on value creation. Intad the research contributes to organizational
learning by looking at the effect of gaining acces&nowledge without direct experience — in
this case, the potential effect of engaging in Mé&dals for companies willing to venture to such
deals and the effects on financial performance.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

The subsequent literature review seeks to integsstges regarding theories to be reviewed,
classification of mergers and acquisitions, motorsg for mergers and acquisitions,
determinants of financial performance and the eicgdireview of related studies. It will also
seek to summarize the information from other redeas who have carried out their research on

mergers and acquisition
2.2 Theoretical Review

It is important to define M&A as this idea will hesed throughout the project; a merger refers to
the combination of two companies. This entails #hatew organization structure appears from
the two companies combined. On the other handgcquisition is one company buying another.
In general in the literature the two terms are usitkdout distinction — an approach which will be

followed in this project.

Following, the development of M&A activity and thmotives and drivers of M&A will be
outlined and discussed. An entrepreneur may greabhsiness either by internal expansion or
external expansion. In external expansion, a fioguaes a running business in order to grow.

Mergers and acquisitions have been a very impontenket strategy.
2.2.1 Oligopolistic Theory

Oligopolistic firms join a cartel to increase themarket power, and members work together to
determine jointly the level of output that each nemwill produce and the price that each
member will charge, Judd (1990). By working togethiee cartel members are able to behave
like a monopolist. For example, if each firm in@igopoly sells an undifferentiated product like
oil, the demand curve that each firm faces wilhbbeizontal at the market price. If, however, the

oil-producing firms form a cartel like OPEC to deterentheir output and price, they will jointly



face a downwardloping market demand curve, just like a monopolistfact, the cartel's
profit-maximizing decision is the same as that of a moltp@s Figure reveals. The cartel
members choose their combined output at the levedravtheir combined marginal revenue
equals their combined marginal cost. The cartelepis determined by market demand curve at

the level of output chosen by the cartel.

This trend of oligopolistic reaction could resufltta a chain of mergers taking place. This
observation helps to establish that mergers oatwvaves. Closer in Kenya, various banks are
engaging in mergers and acquisition in a bid torowe financial performance. As a result, rival

firms are engaging in mergers and acquisition dagalheir competitors in order to realize these
oligopolistic goals.

2.2.2 Free Cash Flow Theory

Managers control the usage of the current and duin@e cash flows of an organization (Jensen
1986). Under the pressure of the company’s ownersase of large free cash flows, they are
expected to pay out these cash flows in form afaese of dividend or rights issue. The promise
of a permanent increase in dividends has trivibleséo the shareholders because the increase in
dividends can be reduced in the future and if reduthe capital market punishes the firm with
large share price reductions.

In order for the dividend increase to be succes#fiel manager needs to issue new debt to bond
their promise to pay out future cash flows. Debthierefore a viable substitute for dividends
Jensen,(1986) since by issuing debt instead fakstoanagers can warrant the promise to pay
out future cash flows in a way that they could actomplish by increasing dividend. Increasing
debt however has some disadvantages to the mahagause it increases the scrutiny of the
firm by debt holders. Increasing dividend therefoegluces the manager’'s freedom. Jensen
therefore, implies that managers of firms with wetuborrowing power and large free cash flows
are more likely to undertake low-benefit or valwestiloying mergers. Diversification programs

fit this category, and the theory predicts theyl gdnerate lower total gains.
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2.2.3 Signalling Hypothesis

The asymmetrical information model states thatgdngment method used to finance a merger or
acquisition contains valuable information about thee value of the bidding firm Myers and
Majluf,(1984). If the acquiring company is privy the information about the intrinsic value of
the target company, and this information is notegepnted in the pre-acquisition share price, the
acquiring company can choose a financing constmdtiat is most beneficial to their existing

shareholders.

In conclusion, acquirers that are overvalued prsfeck offerings to cash and vice versa. When
the future market value of the outstanding shase=xpected to be lower than the current stock
price, the acquirer will prefer making payment be target company in stock (Wansley et al.,
1987). The acquiring firm will only prefer makingyment in cash when the future stock value
is expected to be higher than the current stoakepirrom the above information, it is evident

that the payment method contains information ablmeiprospects of the acquirer.
2.2.4 Size and Return to Scale Theory

When two firms combine, there is a likelihood titawill result into synergy, Viverita, (2008).
This refers to the benefit that results when twonwore agents work together to achieve
something either one couldn't have achieved omwas. It's the concept of the whole being
greater than the sum of its parts. In an exampleravtBank A acquires Bank B for cash, the
synergy to the shareholders of A and B is Synerf$AB - [VA + VB]. If the synergy turns out

to be positive, then the merging of the two firf¥AB) is more valuable than the sum of the
separate firms. The value of an asset is the presdéume of its discounted Future cash flows. If
positive, then the combined firm results in greatsh flow than the Sum of the separate firms.
If no value is created through the combination cad B, i.e. synergy = 0, then the merger is
inconsequential. If VAB> VA + VB, then both partibenefit. In terms of economies of scale the

average costs decline with larger size.

Large firms are more able to implement specialmatiA combined firm may operate more
efficiently than two separate parts. A firm caniagb greater operative productivity in several

different ways through a merger or an acquisitconomies of scale relates to the average cost
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per unit of producing goods and services. When @mgs merge, overheads are reduced and
operational efficiency is improved since there isharing of central facilities such as corporate
headquarters, top management, staff and computeiceg Through economies of vertical
integration; vertical mergers make it easier tordowte closely related operating activities.

2.3 Determinants of Financial Performance

For a long time, financial performance has beercgyeed only through its ability to obtain
profits. This changed over time, today the conadpperformance having different meanings
depending on the user perspective of financialrmédion. A company can be categorized as
global performance if it can satisfy the interestsll stakeholders: managers are interested in
the welfare and to obtain profit, because theirknisrappreciated accordingly; owners want to
maximize their wealth by increasing the companyarket value (this objective can only be
based on profit); current and potential sharehsldesrceive performance as the company’s
ability to distribute dividends for capital investnt, given the risks they take; commercial
partners look for the solvency and stability of tteenpany; credit institutions want to be sure
that the company has the necessary capacity tg tepas on time (solvency); employees want a
stable job and to obtain high material benefitg; shate seeks a company to be efficient, to pay

its taxes, to help creating new jobs, and so on.
2.3.1 Capital Adequacy

It is important for a bank to maintain deposita@tnfidence and preventing the bank from going
bankrupt. Capital is seen as cushion to protectdéygositors and promote the stability and
efficiency of financial systems around the worldip@al adequacy reflects the overall financial
conditions of the banks and also the ability of thanagement to meet the need for the
additional capital. It also indicates whether tlamlb has enough capital to observe unexpected
losses. It specifies the quality and level of capiéquired for a bank in the major reason begins
the kind of capital is that this would help the kdo guard against the losses and safeguard the
depositors’ money. Capital adequacy ratios achasdicator of bank leverage. It also indicates

whether the bank has enough capital to observepatted losses.
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To gauge the capital adequacy, bank supervisorertly use the capital-risk asset ratio. The
adequacy of capital is examined based upon thentest important measures such as Capital
Adequacy Ratio (CAR) or Capital to Risk-weightedséts ratio, and the ratio of capital to

assets.

2.3.2 Liquidity

Liquidity refers to the ability of an institutio imeet demands for funds. Liquidity management
means ensuring that the institution maintains eugffit cash and liquid assets to satisfy client
demand for loans and savings withdrawals, and to tha institution’s expenses. Liquidity
management involves a daily analysis and detaioination of the size and timing of cash
inflows and outflows over the coming days and weeksinimize the risk that savers will be
unable to access their deposits in the moments dieeyand them, Biety (1998). In order to
manage liquidity, an institution must have a manag information system in place—manual
or computerized - that is sufficient to generate itiformation needed to make realistic growth
and liquidity projections.

Brewer (2010) emphasizes that “the liquidity expessthe degree to which a bank is capable of
fulfilling its respective obligations”. Banks makesoney by mobilizing short-term deposits at
lower interest rate, and lending or investing thesels in long-term at higher rates, so it is
hazardous for banks mismatching their lending ederate.

2.3.3 Management Efficiency

Management Efficiency is another vital internaltéachat determines an organisation’s financial
performance. Efficiency can be measured in ternth@inputs required to generate the outputs.
It is about the way in which work is completedidtpart of a manager’s job to help improve
efficiency. For example, if the same work can bmpleted using less inputs or resources then
efficiency has improved, Brewer (2010). Managemiefiiciency is represented by different
financial ratios like total asset growth and eagsigrowth rate. It can be very difficult to findeth
best mix of effectiveness, efficiency and economyhere are so many ways to obtain value. For

example, it may be that the focus is on providingpacific output (effectiveness) for the least
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cost — this may be at the expense of efficiencit aray be that the focus is on maintaining a

particular cost (economy) and producing the begiuwitor that cost.

It is important that the priorities of senior maaagent are established as this will then drive the
most appropriate measures to be used and leae tuesi effectiveness, efficiency and economy
mix. This mix will change over time depending or ttocus of the organisation and external
factors too. The higher the operating profits ttaltoncome (revenue) the more the efficient
management is in terms of operational efficienay immeome generation. Brewer (2010) suggests
that management is considered to be the single mmsirtant element in the CAMEL rating
system because it plays a substantial role in B'®anccess; however, it is subject to measure as

the asset quality examination.

2.3.4Asset Quality

Assets quality is also another important aspecthef evaluation of banks. The prime motto behind
measuring the assets quality is to ascertain tladitguf assets and majority of the segments datae
with non-performing assets. For any bank, an assghly represents loans that a bank extends to its
customers. Asset quality of a bank can be judgegdan the potential credit risk associated with th
loan. It is also act as testing instrument whideots the ability of the management in discoveramgl
controlling such risk. The quality of the loan iseoof the most crucial aspects that decide thendilah
health of the banks. For measuring the qualityssiets of the State Bank of India and its assocthtes

following ratios are considered in this study.

According to Biety (1998) poor asset quality is thajor cause of most bank failures. A most
important asset category is the loan portfolio; gheatest risk facing the bank is the risk of loan
losses derived from the delinquent loans. The traakalyst should carry out the asset quality
assessment by performing the credit risk managearehevaluating the quality of loan portfolio

using trend analysis and peer comparison. Measth@gsset quality is difficult because it is
mostly derived from the analyst’s subjectivity.

2.3.5 Macro Economic Factors

Macro-economic factors are important in determiniihg Financial Performance of a firm. A

macroeconomic factor is a characteristic, trendamdition that applies to a broad aspect of an
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economy rather than a certain population. Commormrtroegonomic factors include gross
domestic product, the rate of employment, the pha$é¢he business cycle, the rate of inflation,
the money supply, the level of government debt, gnedshort-term and long-term effects of
trends and changes in these measures.

Brinson et al. (1991) defined macro-economic vaeskas those that are pertinent to a broad
economy at the regional or national level and aféelarge population rather than a few selected
individuals. The variables identified as having ananpfluence include; inflation, gross domestic
product (GDP), currency exchange rate, interessrdggal and regulatory environment and risk.
While economic growth is clearly an important olijge for most firms, most economies do not
operate at their full potential. Often there isa@ dpetween the amount of GDP actually produced
and the potential GDP that the economy could preduith full employment and full resource
utilization — this gap is called the output gaptfee GDP gap).

2.4 Empirical Review

Various empirical studies on mergers and acquisstibcused on the effect of mergers and
acquisitions on financial performance of a firm.isl'ts because Mergers and Acquisitions have
been the commonest method of business strateggpoove firm performance Profitability
comparisons can be used to assess whether meiggnsto take advantage of economies of
scale or scope. In such a case, one should exp#itsfo rise post-merger relative to their pre-
merger values or to the industry average for bog¢htarget and the acquiring firm.

2.4.1 International Evidence

Vennet (1996) used a sample of 422 domestic andr@€s border acquisitions of European
Community (EC) credit institutions that occurredepoithe period 1988-1993 to examine the
performance effects of M&As. The results of thedstean be summarised as domestic mergers
among equal-sized partners significantly increatieel performance of the merged banks,
improvement of cost efficiency was also found imss-border acquisitions, and domestic
takeovers were found to be influenced predomindmglgefensive and managerial motives such

as size maximisation.
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Diaz, Olalla and Azofra (2004) examined the bankfggmance derived from both the
acquisition of another bank and acquisition of bamking financial entities in the European
Union. The sample consisted of 1,629 banks, wh8teatquisitions were noted over the period
1993-2000. They found that the acquirer achievamesefficiency gain in bank mergers.
Moreover, they also found some evidence on the @npé takeover on the acquirer when
acquiring non-bank firms and when the sample wéslgptype of acquirer (that is. commercial
banks, cooperative banks, savings banks). Thailtsesevealed that the acquisition of financial
entities by European banks can increase theirtpholity. However, a lag of at least two years
between the acquisition and the increase in pedoo®a was observed. The acquisition of other
banks had an effect on acquirers ROA as was raveayethe increase in the long-term

profitability.

Pazarskis et al.,(2006) examined empirically tHeatfof M & As on the operating performance
of firms involved in Mergers & Acquisitions in Gre® Using financial, accounting and
confidential questionnaire response data, the aogtisition performance of fifty Greek
companies listed on the Athens Stock Exchangeetketuted at least one merger or acquisition
in the period from 1998 to 2002 was evaluated oe Hasis of certain non-financial
characteristics and financial characteristics. T8tedy showed strong evidence that the

profitability of a firm that performed M & As is decased due to the merger/acquisition event.

Ullah et al., (2010) examined whether merger resuito value. The studied the case of Glaxo
Smith/cline Merger. They evaluated the pre and -postger performance of the firm by
applying the net present value approach of valnafitne study found that the pharmaceutical
merger did not deliver value. The stock prices upedormed both in absolute and relative
terms against the index. The merger resulted intensive research and development reduction
and downsizing rather than the expected potentigl@yment haven.

Ismail et al., (2010) conducted a study to explorprovements in the corporate performance of
firms involved in merger and acquisition. Using ample of Egyptian construction and
technology firms in the period between 1996 and52G@eir results show that merger and

acquisition in the construction sector has contatdun improving the profitability of firms while
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in the technology sector, no improvements wereosised. For both sectors, M & As did not

improve efficiency, liquidity, solvency and casbwl positions.
2.4.2 Local Evidence

Marangu (2007) studied the effects of mergers aagiaition on financial performance of non-
listed commercial banks in Kenya. The researchdedwon the profitability of non - listed banks
which merged from 1994 to 2001 and used four measof performance: profit, return on
assets, shareholders equity/total assets, andliatdities/total assets. Comparative analysis of
the bank’s performance for the pre and post-megpgends was conducted to establish whether
mergers lead to improved financial performance.ndsilts concluded that there was significant
improvement in performance for the non-listed bawkéch merged compared to the non-listed
banks that did not merge within the same periods Eonfirms the theoretical assertion that

firms derive more synergies by merging than by afieg as individual outfits.

Ndora (2010) studied the effects of mergers andiiaitipns on the financial performance of
insurance companies in Kenya. A sample of six gsce companies that had merged between
the year 1995 and 2005 were used from a populafid? registered insurance companies in the
country as at that time. To measure financial perémce, profitability ratios, solvency ratios as
well as capital adequacy ratios were computed Her ftrms. The information for five years
before and after the merger was compared and thdtseabulated. The findings indicated an
increased financial performance by the firms fa tive years after the merger than it was five
years before the merger. It was concluded that emergnd acquisition would result to an

increase in the financial performance of an insceacompany.
2.5 Summary of Literature Review

The literature review covers the theories to beeregd, the motivations for mergers and
acquisitions, the determinants of mergers and attoqpnis along with the empirical review of
related studies. Literature Review covered motoredi for mergers and acquisitions. Such
motivators Mergers and Acquisitions include syneffgyancial strength, market expansion and
strategy, strategic purpose, cost reductions, @oguinew technology and obtaining new

supplies. Furthermore, for the determinants ofrfaia performance revolve around; return on
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assets, return on equity, management efficienquidity efficiency and external factors. In the
final part, the literature review entails the rethempirical review divided into international and

local evidence.

Evidence on effect of Mergers and financial perfance depicts mixed reaction. The studies
focussed above have led to conflicting results thake the effect of merger and acquisition on
financial performance feasible for further studyad) Olalla and Azofra (2004) concluded that
acquisition of other banks had an effect on acgsliROA as was revealed by the increase in the
long-term profitability. Ullah et al., (2010) ondlother hand however concluded that mergers
resulted into extensive research and developmeahicti®en and downsizing rather than the
expected potential employment haven. The pasteduthve led to conflicting results that make

the effect of merger and acquisition on financefprmance inconclusive.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter sets out various stages and phasesvéna followed in completing the study. It
involves a blueprint for the collection, measuretraard analysis of data. Research methodology
is a way to systematically solve the research prab(Kothari, 2004).This research aims to
establish if the operating and financial performeaimoprove after Mergers and Acquisitions in
Kenya’'s Banking Industry. The research methodolegtails the descriptive research design to
be employed, population and sample size of theystiata collection and analysis techniques,

and the analytical model to be utilized in the gtud
3.2 Research design

The type of research design adopted a descripgsearch design in order to determine the
relationship between mergers and acquisitions hedinancial performance of Banks in Kenya.
Descriptive research studies are those studies hwhie concerned with describing the
characteristics of the topic in question (Kothaf04).By using a descriptive study, the research
was able to depict whether mergers and acquisitbmshave an impact on the financial

performance of Banks in Kenya.
3.3 Population

The population under study consisted of all the KBam Kenya. There were 44 licensed
commercial Banks in Kenya as at®3December 2013. Some of the Banks in this sectoe ha
engaged in mergers and acquisitions in effortsmprove financial performance and maximize
shareholder value. The main focus was on the drashtad engaged in mergers and acquisitions
in this industry between the years 2004- Decemb&B2Seven Commercial Banks had merged

and there were two acquisitions between the ye204-2013. (Appendix 1)

3.4 Data Collection
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The descriptive study was based on secondary daitthwas obtained from available financial

statements of Commercial Banks in Kenya. Theseersits were accessed through the
respective company websites, the Central Bank afyeand the Nairobi Securities exchange.
Financial data from Statement of financial positi@iatement of comprehensive Income and
Statement of Cash Flow of the respective CommeRBaalks for three years before and after the

mergers were used.
3.5 Data Analysis

To establish the impact of Mergers and Acquisitiomsthe overall financial performance of
commercial banks in Kenya, key determinants ofrfaia performance were used to analyze the
financial performance of the 14 banks under stldyee years pre-merger/acquisition and three
years post-merger/acquisition was considered. @mpte-merger/acquisition period, ratios for
both the acquirers and the targets were examinagktt@n indication of the relative financial
performance of the acquirer and the target. Foptst-merger period, the focus of the analysis
was on the combined institution. Pre-merger averdaa (yl) was compared with the post-
merger average data (y2) to determine what chamgmsred in financial performance following
the merger or the acquisition. Three key measurfibbncial performance determinants as
depicted in the CAMEL will be used: Leverage, Satg¢he Bank and Liquidity. A multivariate
regression analysis was then conducted to estathleshelationship between the dependent and
independent variables.

3.5.1 Analytical Model

The following regression model was applied:
For the pre-merger average data (y2):

Y1 =B0 +B1X1 +P2X2+ B3X3+€

The post-merger average data (y2):

Y, =0 +B1X1 +p2X2+ B3X3+¢

Where y= Financial Performance
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Xi1= Leverage - _Long-term debt + Short-term

debt + KBanoverdrafts

Sharkleos’ equity
X,= Size of the Bank-Natural Logarithm of book vabfessets
X3= Liquidity -Current Assets / Current Liabilities
Bo = Constant term
Bi = Beta coefficients,

¢= Error term

3.5.2 Test of significance

To establish the strength of the model, an ANOV# teas carried out. This helped to establish

whether the model is significant in explaining tleéationship. To establish the strength of the

model, the researcher conducted an ANOVA test. biped to establish whether the model is

significant in explaining the relationship betwesrergers and acquisition on the financial

performance of commercial banks in Kenya. A sigaifice test at 5% and confidence level was

conducted at 95% to measure the significance offdbtors in explaining the changes in the

dependent variables.
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CHAPTER FOUR: DATA ANALYSIS, FINDINGS AND DISCUSSIO NS

4.1 Introduction

This chapter presents analysis and findings ofstbdy as set out in the research objective and
research methodology. The study findings are ptedesn the impact of mergers and acquisition
on the financial performance of commercial bankKémya. The data was gathered exclusively

from the secondary data.

4.2: Findings of the Study

Table 4. 1: Commercial Bank of Africa/ First American Bank leverage

Pre-Merger Post-Merger

Institution/ 2002 2003 2004 2010 2011 2012
Year

Commercial | 0.198 0.068 0.039
Bank of
Africa Ltd

First 0.022 0.029 0.036
American
Bank

Average 0.110 0.0485 0.0375

Commercial 0.072 0.096 0.196
Bank of
Africa Ltd

Source: Research Findings

The study sought to establish the leverage of ComiaieBank of Africa and First American
Bank before the merger. Commercial Bank of Africasvievered at 0.198, 0.068 and 0.039 for
the years 2002 to 2004. First American Bank haevarhge of 0.022, 0.029 and 0.036 for the
years 2002 to 2004. After the merger, the new tutstn, Commercial Bank of Africa Ltd’'s
leverage rose to 0.072, 0.096 and 0.196 for thesy2@10 to 2012.
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The study also sought to establish the averagedgeeof the two institutions before the merger.
Average leverage was 0.110 in 2002, 0.0485 in 20@B0.0375 in the year 2004. In the year of

merger, leverage rose to 0.072.

Table 4. 2: Prime Bank / Prime Capital and Credit Ltd leverage

Pre-Merger Post-Merger
Institution/ 2002 2003 2004 2010 2011 2012
Year
Prime Capital | 0.079 0.081 0.083
Prime Capital 0.040 0.042 0.049
and Credit Ltd
Average 0.0595 0.0615 0.066
Prime Bank 0.072 0.096 0.196

Source: Research Findings

The study sought to establish the leverage of PiBark and Prime Capital and Credit Ltd
leverage. Prime Bank’s leverage was rising constigtdrom 0.079, 0.081 and 0.083 between
the year 2002 and 2003. On the other hand, Prinpggaand Credit Ltd’s leverage was 0.040,
0.042 and 0.049 between 2002 and 2004.The studysalsght to establish the average leverage
of the two institutions before the merger. Averdgeerage rose from 0.0595, 0.0615 and 0.066
between the years 2002, 2003 and 2004.0n the ydhe anerger, there was a 9% increase in
leverage from 0.066 to 0.072.
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Table 4. 3: CFC Bank Ltd/ Stanbic Bank Ltd. leverag

Pre-Merger Post-Merger
Institution/ 2005 2006 2007 2008 2009 2010
Year
CFC Bank| 0.065 0.072 0.096
Ltd
Stanbic Bank 0.031 0.036 0.035
Ltd.
Average 0.048 0.054 0.0655
CFC Stanbig 0.068 0.0715 0.0733
Bank Limited

Source: Research findings

The study sought to establish the leverage of CB@kBand Stanbic Bank Ltd before merger.
Leverage for CFC Bank Ltd was 0.065, 0.072 and ®.69 years 2005, 2006 and 2007
Leverage for Stanbic Bank was 0.@3Q36 and 0.035 for years between 2005

respectively.

and 2007.Thesudy also sought to establish avemggdge for the combined institution, CFC
Stanbic Bank Ltd. The combined institution was tedeat 0.068, 0.0715 and 0.0733 between

the years 2008 and 2010.
Table 4. 4: Jamii Bora Kenya Ltd/ City Finance BankLtd

Pre-Merger Post-Merger
Institution/ 2007 2008 2009 2010 2011 2012
Year
Jamii Bora| 0.032 0.041 0.048
Kenya Ltd
City Finance| 0.029 0.028 0.032
Bank Ltd.
Average 0.0305 0.0345 0.0400
Jamii Bora 0.0455 0.052 0.056
Bank Ltd.
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Source: Research Findings

The study sought to establish leverage for indigidiirms, Jamii Bora Kenya Ltd and City
Finance Bank Ltd , before the merger. Jamii Boray&elLtd was levered at 0.032, 0.041 and
0.048 for the years 2007, 2008 and 2009 respeygti@ty Finance was levered at 0.029, 0.028
and 0.032 for the same period. Average leveragkeofwo institutions between the same period
was 0.0305, 0.0345 and 0.0400. The study also $dogéstablish leverage of the combined
institution after the merger. Jamii Bora Bank Ltéswvlevered at 0.0455, 0.052 and 0.056
between 2010 and 2012.

Table 4.5: Equatorial Commercial Bank Ltd/ Southen Credit Banking Corporation
Ltd leverage

Pre-Merger Post-Merger
Institution/ 2007 2008 2009 | 2010 2011 2012
Year
Equatorial Commercigl 0.101 0.092 0.046
Bank Ltd
Southern Credit Banking0.037 0.039 0.042
Corporation Ltd
Average 0.069 0.0655 0.044
Equatorial Commercial 0.175 0.138 0.293
Bank Ltd

Source: Research Findings

The study sought to establish the leverage of EgiahtCommercial Bank and Southern Credit
Banking Corporation Ltd individually before the rger. Equatorial Commercial Bank Ltd was

levered at 0.101, 0.092 and 0.046 between 2002@08. Southern Credit Banking Corporation

Ltd was levered at 0.037, 0.039 and 0.042 durirgstime period. Average leverage of the two
institutions during the same period was 0.069, ®6506nd 0.044. The study also sought to
establish leverage of the combined institutionratie merger. Equatorial Commercial Bank Ltd

was levered at 0.175, 0.138 and 0.293 on 2010, 286d 012 respectively.
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Table 4. 6: Bank of Africa Kenya Ltd/ Credit Agricole Indosuez (K) Ltd leverage

Pre-Merger Post-Merger
Institution/ 2001 2002 2003 2004 2005 2006
Year
Bank of Africa Kenya 0.165 0.17 0.185
Ltd
Credit Agricole Indosuez0.22 0.245 0.240
Kenya Ltd
Average 0.1925 | 0.2075 0.2125
Bank of Africa Ltd 0.124 0.165 0.17

Source: Research Findings

The study sought to establish the leverage of Bainkfrica Kenya Ltd and Credit Agricole
Indosuez Kenya Ltd during the premerger period.kBah Africa Kenya Ltd was levered at
0.165, 0.17 and 0.185 during the years 2001, 200R2803. During the same period, Credit
Agricole Indosuez Kenya Ltd was 0.22, 0.245 andlQ.Z'he average leverage of the two firms
before the merger was 0.1925, 0.2075 and 0.212&r #&fe acquisition, Bank of Africa Ltd was
levered at 0.124, 0.165 and 0.17.

Table 4.7: EABS Bank Ltd/ Ecobank Kenya Ltd leverag

Pre-Merger Post-Merger
Institution/ 2005 2006 2007 2008 2009 2010
Year
EABS Bank| 0.15 0.17 0.18
Ltd
Ecobank 0.13 0.18 0.19
Kenya Ltd
Average 0.14 0.175 0.185
Ecobank 0.095 0.14 0.15
Kenya Ltd

Source: Research Findings
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The study sought to establish the leverage of EBBSK Ltd and Ecobank Kenya Ltd before the
merger. EABS Bank Ltd had a leverage of 0.15, @dd 0.18 during the years 2005, 2006 and
2007. During the same period, Ecobank Kenya Ltd aaeéverage of 0.13, 0.18 and 0.19.
Average leverage of the two banks during the saen®¢ was 0.14, 0.175 and 0.185. After the
acquisition, Ecobank Kenya Ltd had a leverage 699, 0.14 and 0.15 during the years 2008,
2009 and 2010 respectively.

Table 4. 8: Commercial Bank of Africa/ First American Bank Leverage

Pre-Merger Post-Merger

Institution/ 2002 2003 2004 2010 2011 2012
Year

Commercial | 18.54 20.68 22.97
Bank of
Africa Ltd

First 14.52 15.565 15.985
American
Bank

Average 16.53 18.1225 19.4775

Commercial 21.72 23.05 23.97
Bank of
Africa Ltd

Source: Research Findings

The study sought to establish the sizes of CommleBank of Africa Ltd and First American
Bank before the merger. Commercial Bank of Afridd’s grew from 18.54, 20.68 and 22.97 in
the years 2002, 2003 and 2004 respectively. Dutirgsame period, the size of First American
Bank was 14.52, 15.565 and 15.985. The averageo$ittee two banks during the same period
was 16.53, 18.1225 and 19.4775. The study alsoh$adogestablish the size of the merged
institution, Commercial Bank of Africa Ltd. The sinf the merged institution was 21.72, 23.05
and 23.97 in the years 2010, 2011 and 2012 respécti
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Table 4. 9: Prime Bank / Prime Capital and Credit Lid size

Pre-Merger Post-Merger
Institution/ 2002 2003 2004 2010 2011 2012
Year
Prime Bank 12.09 13.22| 13.26
Prime Capital and Credit Ltd 11.05 11.12 11.56
Average 11.57 12.17 12.41
Prime Bank Limited 15.03 15.98 16.84

Source: Research Findings

The study sought to establish the size of PrimekBand Prime Capital and Credit Ltd sizes

before the merger. Prime Bank had a size of 12822 and 13.26 in the years 2002, 2003 and
2004. Prime Capital and Credit Ltd was 11.05, 1hA4@ 11.56 during the same period. Average
size of the two banks during the same period waS71112.17 and 12.41.After the merger, the

combined institution; Prime Bank Ltd’s grew from.Q3, 15.98 and 16.84 during the year 2010,
2011 and 2012 respectively.

Table 4. 10: CFC Bank Ltd/ Stanbic Bank Ltd. size

Pre-Merger Post-Merger
Institution/ 2005 2006 2007 2008 2009 2010
Year
CFC Bank| 14.88 15.02 15.98
Ltd
Stanbic Bank 14.63 14.72 15.365
Ltd.
Average 14.755 14.87 15.6725
CFC Stanbig 18.87 19.99 22.35
Bank

Source: Research Findings
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The study sought to establish the size of CFC Badlkand Stanbic Bank Ltd before the merger.
The size of CFC Bank was growing steadily during years 2005, 2006 and 2007 respectively.
The size of Stanbic Bank Ltd was also growing duyiime same period from 14.63, 14.72 and
15.365. The average size of the two institutionsnduthe same period before the merger was
14.755, 14.87 and 15.6725. After the merger, the of CFC Stanbic Bank grew from 18.87,
19.99 and 22.35.

Table 4.11: Jamii Bora Kenya Ltd/ City Finance Bark Ltd

Pre-Merger Post-Merger
Institution/ 2007 2008 2009 2010 2011 2012
Year
Jamii Bora| 9.09 10.01 10.055
Kenya Ltd
City Finance| 8.86 8.88 9.01
Bank Ltd.
Average 8.975 9.445 9.5325
Jamii Bora 12.16 12.97 13.05
Bank Ltd.

Source: Research Findings

The study sought to establish the size of JamiiaB¢enya Ltd and City Finance Bank Ltd
during the years 2007, 2008 and 2009 before thgenén 2010. The size of Jamii Bora Kenya
Ltd was 9.09, 10.01 and 10.055.The size of Cityako®e Bank Ltd was 8.86, 8.88 and 9.01
during the same period. The average size of thebanks during the same period was 8.975,
9.445 and 9.5325. After the merger, the size ofidJBora Bank Ltd grew to 12.16, 12.97 and
13.05 in the years 2010, 2011 and 2012.
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Table 4. 12: Equatorial Commercial Bank/ Southern @edit Banking Corporation Ltd size

Pre-Merger Post-Merger
Institution/ 2007 2008 2009 | 2010 2011 2017
Year
Equatorial Commercial Bank Ltd 14.88 15.3( 15.81
Southern Credit Banking11.93 11.98 12.62
Corporation Ltd
Average 13.405 | 13.64 13.96p
Equatorial Commercial Bank Ltd 17.568 | 19.874 22.630

Source: Research Findings

The study sought to establish the size of Equdt@umnmercial Bank Ltd and Southern Credit

Banking Corporation Ltd before the manage. The sizé&quatorial Commercial Bank was
14.88, 15.30 and 15.31 during the years 2007, 20@82009. During the same period, the size
of Southern Credit Banking Corporation Ltd was B1.91.98 and 12.62. Average size of the
two banks before the merger was 13.405, 13.64 &hf6%. After the merger, the size of
Equatorial Commercial Bank Ltd grew steadily from368 in 2010, 19.874 in 2011 and 22.630

in 2012.

Table 4. 13: Bank of Africa Kenya Ltd/ Credit Agricole Indosuez (K) Ltd size

Pre-Acquisition Post-Acquisition
Institution/ 2001 | 2002 2003 2004/ 2005 2006
Year
Bank of Africa Kenya Ltd 8.65 8.71 9.04
Credit Agricole Indosuez Kenya Ltd 9.86 10.08 10.49
Average 9.255 | 9.395 9.765
Bank of Africa Ltd 1143 | 11.61 11.98

Source: Research Findings
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The study sought to establish the size of Bankfata Kenya Ltd and Credit Agricole Indosuez
Kenya Ltd during the pre-acquisition period. Theesof Bank of Africa Kenya Ltd was 8.65,

8.71 and 9.04 during the years 2001, 2002 and 2DQB8ng the same period, Credit Agricole

Indosuez Kenya Ltd’s size was 9.86, 10.08 and 10Ch®@ average size of the two firms before
the merger was 11.43, 11.61 and 11.98. After tlyaiaition, the size of Bank of Africa Ltd was

11.43, 11.61 and 11.98.

Table 4.14: EABS Bank Ltd/ Ecobank Kenya Ltd size

Pre-Acquisition Post-Acquisition
Institution/ 2005 2006 2007 2008 2009 2010
Year
EABS Bank| 8.97 8.99 9.43
Ltd
Ecobank 9.12 9.36 9.88
Kenya Ltd
Average 9.045 9.175 9.655
Ecobank 10.05 10.18 10.78
Kenya Ltd

Source: Research Findings

The study sought to establish the size of EABS Blaickand Ecobank Kenya Ltd before the

acquisition. EABS Bank Ltd had a size of 8.97, 889@ 9.43 during the years 2005, 2006 and
2007. During the same period, Ecobank Kenya Ltd d&atze of 9.12, 9.36 and 9.88. Average
leverage of the two banks during the same period @845, 9.175 and 9.655. After the

acquisition, Ecobank Kenya Ltd’s size grew from(0B).10.18 and 10.78 during the years 2008,
2009 and 2010 respectively.
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Table 4. 15: Commercial Bank of Africa/ First American Bank liquidity

Pre-Merger Post-Merger
Institution/ 2002 2003 2004 2010 2011 2012
Year
Commercial Bank of Africa 1.35 1.43 1.56
Ltd
First American Bank 1.01 1.055 1.11
Average 1.18 1.2425| 1.335
Commercial Bank of Africa 1.50 1.57 1.69
Ltd

Source: Research Findings

The study sought to establish the liquidity of Coenaomal Bank of Africa Ltd and First American
Bank before the merger. Liquidity of Commercial Bani Africa Ltd was 1.35, 1.43 and 1.56 in
the years 2002, 2003 and 2004 respectively. Finsecan Bank’s liquidity was 1.01, 1.055 and
1.11 during the same period. Average liquidityha two institutions during the same period was
1.18, 1.2425 and 1.335. After the merger, liquidtyCommercial Bank of Africa Ltd grew from
1.50, 1.57 and 1.69 during the period 2010, 20112411 2 respectively.

Table 4. 16: Prime Bank / Prime Capital and Credit_td liquidity

Pre-Merger Post-Merger
Institution/ 2002 2003 2004 2010 2011 2012
Year
Prime Bank 1.015 1.04 1.09
Prime Capital 1.02 1.09 1.20
and Credit Ltd
Average 1.0175 1.065 1.145
Prime Bank 1.12 1.24 1.33

Source: Research Findings
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The study sought to establish the liquidity of RxilBank and Prime Capital and Credit Ltd
before the merger. Liquidity of Prime Bank was 5,01.04 and 1.09 during the years 2002,
2003 and 2004 respectively. During the same pefRuooine Capital and Credit Ltd’s liquidity
was 1.02, 1.09 and 1.20. The average liquidityhef two banks during the same period was
1.0175, 1.065 and 1.145. After the merger, PrimekBad’s liquidity grew from 1.12, 1.24 and
1.33 in the years 2010, 2011 and 2012 respectively.

Table 4. 17: CFC Bank Ltd/ Stanbic Bank Ltd liquidity

Pre-Merger Post-Merger
Institution/ 2005 2006 2007 2008 2009 2010
Year
CFC Bank| 1.31 1.39 1.42
Ltd
Stanbic Bank 1.02 1.12 1.20
Ltd.
Average 1.165 1.255 1.31
CFC Stanbig 1.36 1.46 1.49
Bank

Source: Research Findings

The study sought to establish the liquidity of CB@nk Ltd and Stanbic Bank Ltd during the
period before merger. CFC Bank Ltd had a liquiaifyl.31, 1.39 and 1.42 during the years
2005, 2006 and 2007 respectively. During the saeneg, the average liquidity of the two firms
was 1.165, 1.255 and 1.31. After the merger, thebioed institution, CFC Stanbic Bank Ltd
had a liquidity of 1.36, 1.46 and 1.49 during tleans 2008, 2009 and 2010 respectively.
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Table 4. 18: Equatorial Commercial Bank/ SouthernCredit Banking Corporation Ltd
liquidity

Pre-Merger Post-Merger

Institution/ 2007 2008 2009 2010 2011 2012
Year

Equatorial 1.40 1.42 1.55
Commercial
Bank Ltd

Southern 1.01 1.03 1.03
Credit
Banking
Corporation
Ltd

Average 1.205 1.225 1.29

Equatorial 1.30 1.385 1.46
Commercial
Bank Ltd

Source: Research Findings

The study sought to establish the liquidity of Buguial Commercial Bank and Southern Credit
Banking Corporation Ltd separately before the mergeyuidity of Equatorial Commercial
Bank Ltd was 1.40, 1.42 and 1.55 during the ye&@®72 2008 and 2009. During the same
period, liquidity of Southern Credit Banking Corption Ltd was 1.01, 1.03 and 1.03. Average
liquidity of the two firms during the same premargeriod was 1.205, 1.225 and 1.29. After the
merger, the liquidity of Equatorial Commercial Bahtd grew steadily from 1.30, 1.385 and
1.46 during the years 2010, 2011 and 2012.
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Table 4.19: Jamii Bora Kenya Limited/ City FinanceBank Ltd Liquidity

Pre-Merger Post-Merger
Institution/ 2007 2008 2009 2010 2011 2012
Year
Jamii Bora| 1.50 1.52 1.56
Kenya Ltd
City Finance| 1.01 1.06 1.02
Bank Ltd.
Average 1.255 1.29 1.29
Jamii Bora 1.36 1.48 1.49
Bank Ltd..

Source: Research Findings

The study sought to establish the liquidity of JaBdra Kenya Ltd and City Finance Bank Ltd
during the premerger period. Liquidity of Jamii Bdfenya Ltd was 1.50, 1.52 and 1.56 in the
years 2007, 2008 and 2009 respectively while th&ity Finance Bank Ltd was 1.01, 1.06 and
1.02. Average liquidity of the two institutions duy the three premerger years was 1.255, 1.29
and 1.29. After the merger, Jamii Bora Bank Ltd hauidity of 1.36, 1.48 and 1.49 in the years
2010, 2011 and 2012 respectively.
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Table 4. 20: Bank of Africa Kenya Ltd/ Credit Agricole Indosuez (K) Ltd liquidity

Pre-Acquisition Post-Acquisition
Institution/Year 2001 | 2002 2003 2004 2006 2006
Bank of Africa Kenya Ltd 1.38 1.69 1.74
Credit Agricole Indosuez Kenya Ltd 1.12 1.19 1.24
Average 1.25 1.44 1.49
Bank of Africa Ltd 1.52 1.59 1.61

Source: Research

Findings

The study sought to establish the liquidity of BaofkAfrica Kenya Ltd and Credit Agricole

Indosuez Kenya Ltd during the pre-acquisition peridhe liquidity of Bank of Africa Kenya
Ltd was 1.38, 1.69 and 1.74 during the years 2@0D2 and 2003. During the same period,
Credit Agricole Indosuez Kenya Ltd’s liquidity wasl2, 1.19 and 1.24. The average liquidity of

the two firms before the acquisition was 1.25, la#d 1.49. After the acquisition, the liquidity
of Bank of Africa Ltd was 1.52, 1.59 and 1.61.

Table 4. 21: EABS Bank Ltd/ Ecobank Kenya Ltd Liquidity

Pre-Acquisition

Post-Acquisition

Institution/ 2005 2006 2007 2008 2009 2010
Year

EABS Bank Ltd 1.34 1.42 1.48

Ecobank Kenya 1.45 1.48 1.51

Ltd

Average 1.395 1.45 1.495

Ecobank Kenya 1.49 1.53 1.58
Ltd

Source: Research Findings
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The study sought to establish the liquidity of EAB&nk Ltd and Ecobank Kenya Ltd before the
acquisition. EABS Bank Ltd had a liquidity of 1.34.42 and 1.48 during the years 2005, 2006
and 2007. During the same period, Ecobank Kenyahad a size of 1.45, 1.48 and 1.51.
Average leverage of the two banks during the saen®g was 1.395, 1.45 and 1.495. After the
acquisition, Ecobank Kenya Ltd’s liquidity grew inol1.49, 1.53 and 1.58 during the years 2008,
2009 and 2010 respectively.

4.3 Regression analysis

In order to establish the impact of mergers anduiadtpn on the financial performance of
commercial banks in Kenya the researcher conduatedgression analysis. The researcher
applied the statistical package for social scien(®BSS) aid in the computation of the
measurements of the multiple regressions for thedyst Two regression analyses were

conducted: one for premerger/acquisition whilesatier one for post-merger/acquisition.
Premerger regression

The researcher conducted a multiple regressionysisako as to test relationship among
variables (independent) before the merger/acqoisiti

Table 4.22: Pre-Merger Regression

Model Summary

Mo R R Adjusted R| Std. Error

del Square | Square of the
Estimate

1 548 .680 .691 0.653348

a. Predictors: (Constant), X3, X1, X2

Source: Research Findings
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Table 4. 23:Pre-Merger Regression

ANOVA?
Model Sum of | df Mean F Sig.
Squares Square

1 Regression | 18.737 3 6.246 2.285 P11
Residual 43.737 16 2.734
Total 62.474 19

a. Dependent Variable: Y

b. Predictors: (Constant), X3, X1, X2

Source: Research Findings

Coefficient of determination explains the exteniMaich changes in the dependent variable (ear
can be explained by the change in the independeiables or the percentage of variation in the
dependent variable that is explained by all theg¢hndependent variables (Liquidity, Bank size

and leverage).

The three independent variables that were studieatribute 68.00% of the effects of mergers
and acquisition on the financial performance of pwrcial banks prior to the merger/acquisition
as represented by the R2. This therefore meanshbet are other factors not studied in this
research which contributes 32.00% of the impacimefgers and acquisition on the financial
performance of commercial banks in Kenya. Thereflungher research should be conducted to
investigate these factors affecting the changesdiot the financial performance of commercial

banks following the merger/acquisitions.
Post-Merger Regression

The researcher conducted a multiple regressionysisako as to test relationship among

variables after the merger/acquisition.
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Table 4.24: Model Summary (Post merger)

Model Summar

Mo R R Adjusted R| Std. Error
del Square | Square of the
Estimate
1 630 .697 .233 2.09992
a. Predictors: (Constant), X3, X2, X1
Source: Research Findings
Table 4.25: Model Summary (Post merger)
ANOVA?
Model Sum of | df Mean Sig.
Squares Square
1 Regression 31.941 3 10.647 2.415 122
Residual 48.506 11 4.410
Total 80.448 14

a. Dependent Variable: Y

b. Predictors: (Constant), X3, X2, X1

Source: Research Findings

The three independent variables that were studigalain only 69.70% of the impact of mergers

and acquisition on the financial performance of owmrcial banks in Kenya the researcher

conducted a regression analysis as representedebR2. A comparison of the impact of the

factors is higher after the merger hence indicatimgt the merger positively influenced the

performance of commercial banks in Kenya.

4.4 Interpretation of the Findings

The study confirmed an increase in all the indepahdariables on the effect of Mergers and

Acquisitions on banks financial performance. Thes&s a slight increase in the size of the
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commercial banks that were studied. These resaftérmed that after the merger/ acquisition,
the firms were able to efficiently pull togethersats and thus the book values of the merged

Banks increased.

Analysis of the effect of Mergers and Acquisitioms the liquidity of the commercial banks
confirmed that liquidity rose after merger/ acquisi. The results indicated that most banks
posted an increase in the liquidity. An increasthaliquidity confirms that the banks were able
to meet their liabilities and other short term fio&l obligations as and when they were due.
This is attributable to the availability of fundiéea the merger/ acquisition.

Analysis of the effects of the Mergers and Acgiositon the leverage of commercial banks after
the merger also recorded an increase in the baekstage. From the findings, banks posted a
slight increase in the leverage after the mergeindication that they were able to establish an
optimum capital structure that would later trareslato creation of value of their shareholders in
the firm in the long-term.However, merging/acqudsithave insignificant non beneficial effect

on solvency of the firms, as the debt ratio is dedmave increased in the post-merger/acquisition

era.

From the data presented above, the mergers andsgioms that occurred in Kenya led to an
improved financial performance. However, merginglasition have insignificant non beneficial
effect on solvency of the firms, as the debt ratoseen to have increased in the post-

merger/acquisition era.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1 Introduction

This section entails the summary of the entirequobjlt provides a clear summary of the entire
project, that is, to establish the effect of mesgand acquisitions on the financial performance of
Commercial Banks in Kenya. Moreover, it also estdlie conclusion from the analysis of

statistical results as well as future recommendatas observed from the study.

5.2 Summary

The study aimed at establishing whether mergers acqglisitions lead to an improved
performance of commercial banks in Kenya. The dhjecof the study was to determine the

impact of mergers and acquisition on the finangaformance of commercial banks in Kenya.

From the financial statistics discussed in chafater above, the study established that following
the merger or the acquisition, liquidity, bank semed leverage improved as the assets of the
company improved. However the improvements in tgyi were not significant as funds
available had been utilised during the process erfger/ acquisition. There was a slight increase
in firms’ leverage after the merger/acquisition.isTis attributable to the fact that after the
commercial banks utilisation of a considerable amiaf money during the process of merging/
acquisition, there was need to source funds saathaptimum capital structure that would create
maximum shareholders wealth could be attained. Kewe merging/acquisition have
insignificant non beneficial effect on solvency tbe firms, as the debt ratio is seen to have

increased in the post-merger/acquisition era.
5.3 Conclusion

Mergers and Acquisitions pursue the profitabilitiquidity and solvency objectives of an
organization. The study concludes based on the piasentations in chapter four and the

summary of the findings above that commercial bdmancial performance improves with the
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merger/acquisition. This is because the mergeriaitiqun brings about a bigger bank size and an
increased liquidity which are important ingredients firm performance. With increased
commercial banks’ stability and ability to lendetbommercial banks make higher profits. The
study also concludes that mergers/acquisitionsealemnot result into strong, efficient and
competitive banking systems because financial padoce is dependent on several factors.
Mergers/acquisition need to be supplemented byr atteasures such as enhancing the expertise
and professionalism of the banking personnel amgjiolg about more management efficiency to
further increase the competitiveness of the bankiattutions in the context of the challenges of

a globalized and a very competitive industry.
5.4 Policy Recommendations

From the findings presented in chapter four andrsarg above, this study recommends that
commercial banks with a weak and unstable capitsebshould seek to consolidate their
establishments through mergers and acquisitiongoufiin mergers and acquisitions, the
commercial banks will be able to expand their magteare and revenue base increasing their
profitability. In addition, mergers and acquisitiads to a liquidity which ensures that the firm
is able to meet short term financial obligationsewlhey fall due and there is no time that the
firm is declared bankrupt. Management should ndy andertake mergers and acquisitions in
order to improve operation and sustain failing besses but also improve their competitiveness
and financial standing. Management should come itlp & sound strategy towards asset and
liability management so as to avert the problermi@matching investments and also the quality

of assets should be enhanced.

5.5 Limitations of the Study

The major limitation of this study was availabilby data. This study employed solely secondary
source of data. It was challenging to retrieve sdaoy data about mergers and acquisitions that
had occurred a decade before the time of studyt Maia was not available on the firms’ official

websites since such data had already been archiveeddata was limited and only scanty data

was available hence forcing the researcher to wattk rather piecemeal records.
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5.6 Recommendation for Further Studies

This study focused on the impact of mergers andiiaitgpn on the financial performance of
commercial banks in Kenydhe study recommends thatrfher research in other sectors that
have engaged in mergers and acquisitions shouldobe so as to obtain more and diverse
results. The studies should specifically be caroedl in a wide range of industries. This is
because the industry type may make a differencehéo pre-merger/acquisition and post-
merger/acquisition financial performance of firnktensive research has been already been
carried out on effect of mergers and acquisitiontlom financial performance of the banking
sectors and thus it is important to look into otkectors such as; petroleum sectors, hospitality
industry, IT and communications firms to enablel&bermine whether mergers and acquisitions
do have a significant impact on the financial perfance of firms. In addition, it is important to

study the effect of cross border mergers and aitguis on shareholder value.
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APPENDICES

APPENDIX I: LIST OF BANKS THAT MERGED 2004 — DECEMB ER 2013

Source: www.centralbank.go.ke

Institution Merged with Current Name Date
Approved

First American Bank Commercial Bank of Commercial Bank of

L Africa Itd Africa Itd 01.07.2005

o EastAfrcan Buillding oo Bank td EABS Bank Itd 31.10.2005
Society

3 Prime  Capital & o0 Bonk i, Prime Bank Ltd. 01.01.2008
Credit Ltd.

4 CFC Bank Ltd. Stanbic Bank Ltd. Etzc Stanbic Bank 1 o6 2008

5. Etlély Finance = Bank Jamii Bora Kenya Ltd. Jamii Bora Bank Ltd. 11.02.20
Equatorial : . Equatorial

6. Commercial Bank Southern_ Credit Banking Commercial Bank 01.06.2010
Ltd Corporation Ltd Ltd

APPENDIX II: COMMERCIAL BANKS ACQUISITION 2004-DECE MBER
2013

Source: www.centralbank.go.ke

Institution Acquired by Current Name Approved
Credit Agricole Indosuez Bank of Africa Kenya Bank of Africa Bank
L L. Ltd. Ltd. 30.04.2004
2 EABS Bank Ltd. Ecobank Kenya Ltd. Ecobank Bantt. Lt 16.06.2008
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