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ABSTRACT
This study had the objective of evaluating thetr@hship that exists between firm size

and financial performance. The effects of firm euderistics on firm performance have
gained attention in recent theoretical and emgineark. Firm size is a construct of
scholarly interest since it traditionally has m@otplanatory power, and an understanding
of its importance can be vital for managers who rajge in today's competitive
environments. Discussions of the role of firm sizeexplaining firm performance have
been ongoing in the fields of business organizadod industrial economics. Early
research emphasizes the importance of scale eceaand other efficiencies in larger
firms. This research was carried out using a catieal design. The target population of
this study was all the 43 commercial banks in Kemyat 31 December 2012. The panel
data to be used was data from 1998 to 2012. Thdysised secondary data which was
collected from Central Bank of Kenya and bank thelwes. Firm size was measured
using net assets , total loans , total deposit@a¢ored in Kenya shillings) and number of
employees. Financial performance was measured latgrn on Assets (ROA). Data
which was collected was analyzed using correladiod regression statistics. Analyzed
data was presented in tables. Study findings ineit@at there is moderate correlation
between three of the studied factors of bank sizielwinclude total deposits, total loans
and total assets. The relationship between thretheofindependent variables, namely,
total loans, total deposits, and total assets drel dependent variable (financial
performance- ROA) of commercial banks were all bio be statistically significant.
Total deposits and total loans had relatively sisyneffects on financial performance
compared to total assets. There was no significaldtionship between number of
employees and financial performance for commerbahks in Kenya. The study
recommends that in order for commercial banks toreise their performance
(profitability) there is need from commercial ban&sncrease size by increasing various
aspects of customer base, net assets, deposilititgbiand market share. The
recommendations from the study include the needb&mk policies that give greater
importance to the determination and monitoringh&irtloan portfolio, customer deposits
and asset quality. The study further recommends fttacommercial banks to remain
profitable they should have good portfolio managemehich will help in making
decisions about investment mix and policy, matchimgestments to objectives, asset
allocation for individuals and institutions, andld®ing deposits and loans against
performance.
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CHAPTER ONE

INTRODUCTION
1.1 Background of the Study
The effects of firm characteristics on firm perf@emee have gained attention in recent
theoretical and empirical work. Firm size is a d¢amg of scholarly interest since it
traditionally has much explanatory power, and adenstanding of its importance can be
vital for managers who operate in today’'s compaditenvironments. When using this
construct, this study posed the question: does §ize matter for firm behavior and,
ultimately, for firm’s financial performance. Theection introduces the concepts of firm
size, financial performance and introduces thetioglahip expected from firm size on

financial performance. Also discussed in this secis the banking sector in Kenya.

1.1.1Firm Size

Firm size has become such a routine to use asteoteariable in empirical corporate
finance studies that it receives little to no dssian in most research papers even though
not uncommonly it is among the most significantiadlles. Firms of different size
distinguish themselves along different observabled ainobservable dimensions.
Therefore there are many different ways of defininfirm's size category. The OECD
(2005) classification defined SMEs as firms withvieen 10 and 250 employees. Firms
with less than 10 employees are micro firms andgdhwith more than 250 are large
firms. The OECD notes that this definition may vagycountry. In the US, for example,
the upper limit is set at 500 employees instea@5tf. Micro-sized companies are also

often defined to have up to 49 employees and h&iEs to have between 50 and 249



employees. The European Union also uses finanatal td define size bands. Firms with
turnover between over EUR 2 million and EUR 50 imillare classified as SMEs. Firms
with less than EUR 2 million in turnover are mi@ompanies and firms with more than

EUR 50 million are large firms.

Another critical element in the classification afnf size categories is the ownership
structure of firms. It is necessary to treat subsies of large companies that fall into the
micro firm or SME categories according to theirniwer or number of employees
differently from independent micro firms or SMEB.this study on effect of firm size on
financial performance in the Kenyan banking indgsthe bank size criterion used by
Central Bank of Kenya (CBK) will be applied. Thisaes the net assets employed by the
bank to be the measure of size. However other Masasuch as amount of deposits, age

in years and liquidity levels will be included imet model.

1.1.2 Financial Performance

Performance is the function of the ability of argamization to gain and manage the
resources in several different ways to develop aditipe advantage (Chen and Wong,
2004). There are two kinds of performance, findnperformance and non-financial
performance. Financial performance emphasizes oables related directly to financial
report. Company’s performance is evaluated in tlgiegensions. The first dimension is
company’s productivity, or processing inputs intotputs efficiently. The second is
profitability dimension, or the level of which comupy’s earning are bigger than its costs.

The third dimension is market premium, or the lesfelvhich company’s market value is



exceeding its book value (Walker, 2001). Performeaisca difficult concept, in terms of

both definition and measurement. It has been defaee the result of activity, and the
appropriate measure selected to assess corporéenmence is considered to depend on
the type of organization to be evaluated, and thjeatives to be achieved through that

evaluation.

Researchers in the economics field have offerecardety of models for analyzing

financial performance. However, little consensus émerged on what constitutes a valid
set of performance criteria. For instance, resegiscihave suggested that studies on
financial performance should include multiple aidgeanalysis. This multidimensional

view of performance implies that different modelspatterns of relationship between

corporate performance and its determinants willrgaéo demonstrate the various sets
of relationships between dependent and independerdbles in the estimated models
(Tangen, 2003). Financial performance have beensuned using various standards
including gross profit, net profit, return on equé&nd return on assets among other
measures. This study used return on assets whaaiaslated as net profit divided by net

assets employed.

While recent studies have provided additional evigeon the determinants of firm
performance, their empirical results are difficidtgeneralize as they are drawn mostly
from data of large firms, a single year or manystdes. This study aims at filling this
gap. More specifically, we examine the determinahtsm profitability and particularly

the role of firm size by considering a dataset frome industry. Moreover, | employ a



regression method that pools panels of cross-seddta over time between 2000 and
2012. This panel data model allows us to providggint into the dynamic nature of firm

performance in the past two decades.

1.1.3 Effect of Firm Size on Financial Performance

Discussions of the role of firm size in explainiiirgn performance have been ongoing in
the fields of business organization and indust&@nomics. Early research, notably by
Jelic et al (2001) and Kakani et al (2001) emplessthe importance of scale economies
and other efficiencies in larger firms. On the othend, the structure-conduct-
performance paradigm highlights the importance afkat concentration and conduct in
explaining profitability. In particular, Baumol (69) argues that the advantages of larger
firms stem from their market power and greater s€de capital markets. Caves and
Porter (1979), and Porter (1998) also attributéavians in profitability to group strategic

behavior in different industries.

With a few exceptions, notably Hagedoorn and Clo@fi03), there is considerable
evidence in early empirical studies (e.g. Liargoaasl Skandalis, 2008; Merikas et al,
2006) to support a positive relationship betweem fize and profitability. However, as
Prasetyantoko and Parmono (2008) point out, martiiesfe studies neglect the possible
effects of other factors, such as market structemé&y barriers and firm strategies. More
recent studies have attempted to control for tineseket and firm-specific characteristics
and found more equivocal support for a relationgigfween firm size and profitability.

For instance, Tarawneh (2006) find a firm’s markbare instead of its size plays a



significant role in explaining its relative perfoamce. Amato and Amato (2004) find
evidence in US retailing industries to support &ost(1998) conjecture that both small
and large firms can effectively capture niche memkehile middle-sized firms are ‘stuck
in the middle’ in the sense that they are less @iitipe than their counterparts in either

end of the firm size distribution.

Organizational size effects have been the focumafy prior studies. The benefits of
organizational size may accrue to the financiafquerance of the organization. Larger
organizations seem able to generate stronger cdmpetapability than their smaller

rivals as a result of their superior access to uess, greater market power, and
economies of scale and scope (Glen et al, 2003)eMer, organizational size effects are
mixed, since some studies confirm them (e.g. Taedwr2006; Sarkaria and Sherqill,
2000), while others find either mixed effects oreftects at all (e.g. Goddard et al, 2006;

Mariuzzo et al, 2003).

1.1.4 Banking Sector in Kenya

As at 3F' December 2012, the banking sector comprised oC#wral Bank of Kenya,
as the regulatory authority, 44 banking institui@gAd3 commercial banks and 1 mortgage
finance company), 2 representative offices of fygmeibanks, 5 Deposit-Taking
Microfinance Institutions (DTMs) and 126 Foreigncbange Bureaus. Thirty one of the
banking institutions are locally owned while 13 d&oeeign owned. The locally owned

financial institutions comprise of 3 banks with patshareholding, 27 privately owned



commercial banks, 1 mortgage finance company (MRK@Djle 5 Deposit taking

Microfinance Institutions and 126 foreign exchanggreaus are privately owned.

The banking sector and the totality of the finahsector is very important to the Kenyan
economy. In the period from 2002 to December 2Gh2, banking sector recorded
significant progress among them: Assets grew frosh.K456.7 billion to Ksh.2.35

trillion; Total deposits grew from Ksh. 360.6 bialli to Ksh.1.76 trillion; Net advances
increased from Ksh.222.8 billion to Ksh.1.27 tailli Profit before tax of Ksh.5.8 billion

increased to Ksh.107 billion; The number of bankoants has increased from 1.9
million accounts to 17.6 million, and; Deposit in@aice has evolved to cover fully 94%
of the total deposit accounts (Ndung'u, 2013). Thisenomenal growth has been
supported by the expansion of banks into new madegments, prudent risk
management and enhanced economic prospects unusdday a stable macroeconomic
environment. There is expectation that the bankiactor will continue on this growth

trajectory. Ongoing reforms and initiatives by #enyan Government and CBK serve to
further propel the banking sector to new fronteréinancial inclusion for more Kenyans
to access these services. This is expected to Iptbpebanks to further growth and

improved performance

1.2 Resear ch Problem
The subject of financial performance has receivgdificant attention from scholars in
the various areas of business and economics. lalsasbeen the primary concern of

business practitioners in all types of organizaimince financial performance has



implications to organization’s health and ultimgtets survival. High performance
reflects management effectiveness and efficienayaking use of company’s resources

and this in turn contributes to the country’s ecogat large.

In Kenya, there is a good performance of many seaoch as banking sector, but many
small and medium sized banks have not benefiteth floe growth of the banking
industry in Kenya. Large institution size banks éareater access to large wholesale
deposits and have greater power to control costepbsits and lending rates but these
advantages can only be translated into good fimhmarformance with accompanying
cost efficiency. Large branch networks provide pmoty convenience that may result in
higher deposits but the cost of operating sucheldmganch networks, if economies of

scale are not exploited, impact negatively on faiamperformance.

There are various studies which have been carngdiro Kenya on the relationship
between size and financial performance. Mehrja2@ilR) studied the effect of size and
profitability of banks in Kenya. This studied mewesili profitability using net profits and
had only size as the independent variable. Mbo@4d 2} studied the effect of portfolio
size on the financial performance of portfoliosimiestment firms in Kenya. Muriithi

(2011) studied the relationship between corporateeance practices and financial
performance of investment banks in Kenya while Kipk (2011) studied the

relationship between corporate governance and diahrperformance of insurance
companies in Kenya. Others who have studied fihngerformance and firm size

include Mutie (2011) who studied relationship begweprior period dividends and



financial performance of firms listed at the NSElaichura (2011) who evaluated the

determinants of financial performance of micro-fina institutions in Kenya.

Though the area of size and financial performaraleen studied, the previous studies
have not included the independent variables andsames that the current study used.
This therefore contributed in bringing more knovgedn how firm size and the related

variables affect financial performance of commdrbanks in Kenya. The study sought

to answer the question: what is the relationshipivéen firm size and financial

performance in the commercial banking industry enita.

1.3 Objective of the Study

Many business organizations have the objective afimizing shareholder wealth. This

is usually measured using financial performancesmes such as ROE, ROA, share
price, dividend pay out ratio and many other measufhe financial performance of a
firm is a variable affected by very many construdthis study had the objective of

evaluating the relationship that exists between 8ize and financial performance.

1.4 Value of the Study

The findings from this study will contribute to bopractice and theory. The study
importance emerges from the fact that the commldbeiaking sector plays a significant
role in enhancing the country economy, and progdinitical services for people in

Kenya. The current study will empirically test thigect of size on financial performance.

Moreover, the effect of age, liquidity and amouhtdeposits on financial performance



will be tested. This will give management of comanr banks a feel of the effect of
these important organizational factors on finanpaiformance and will hence be in a
better position to moderate this effect throughiowes management practices and

strategies.

Though the factors affecting financial performaraze specific to a certain industry,
some factors can be generalized to all industiesm that base, it is likely that the
findings from this study will be of use to otherganizations apart from those in the
banking sector. This is because the study will siggtt and provide evidence on the

effect of size, liquidity and age on financial merhance.

In Kenya, a few researches have investigated faetidecting Kenyan commercial banks
from the point of view of size and related factorbe current study will therefore be a
base for other studies in the same field, andlithvelp in adding value to this subject. In
this respect, this study can be used by scholadsr@searchers alike in academics or

future research in the subject of firm size or ficial performance.



CHAPTER TWO
LITERATURE REVIEW
2.1 Introduction
This chapter presents the review of literature. Thapter presents both the theoretical
and empirical review which is used to guide thigdgt The chapter presents a review of
the study findings from previous studies and hoeséhstudies are different from the

current study.

2.2 Theoretical Review
This study was guided by different theories thablax the relationship between firm
size and financial performance. The theories irelndman capital model, growth of the

firm theory, x-efficiency and economic theory. Tadkeories are discussed hereunder.

2.2.1 Human Capital Model

This theory was developed by Doeringer and Pio8& 1) The human capital model, in
which earnings reflect skill differentials in pertefactor markets, has dominated the
interpretation of earnings functions. The findihgttearnings rise with firm size has been
widely interpreted in this framework. The humanitapexplanation is that the vector of

relevant productive skills is partially unobserveahd that the significance of firm

characteristics in earnings regressions essentillgcts unobserved labour quality. This
is under the assumption that large firms hire nade individuals than do small firms.

This model illustrates that firm size is positivegrrelated with earnings and is entirely

consistent with competitive labour markets.

10



The standard approach in labor economics views huoapital as a set of skills /
characteristics that increase a worker’s produgtivihis is a useful starting point, and
for most practical purposes quite sufficient in lekgng the performance of a firm.
Human capital is directly useful in the productpmocess. More explicitly, human capital
increases a worker’s productivity in all tasks,uglb possibly differentially in different
tasks, organizations, and situations. In this vigithough the role of human capital in the
production process may be quite complex, there sersse in which it is thought as
represented by a one-dimensional object, sucheasttdtk of knowledge or skills, and
this stock is directly part of the production fuoct It is therefore indicative that as a
firm grows in size, it is able to attract efficiembrkers and develop its human capital for

better performance.

2.2.2 Growth of the Firm Theory

This theory was fronted by Penrose (1959) who etfeturable principles governing the
growth of firms and the rate at which firms canwprefficiently and be profitable.
Penrose (1959) provides a theory of effective mamamnt of firm's resources,
productive opportunities, and diversification st@t. Specifically, Penrose (1959)
provides an explanatory logic to unravel causddiamong resources, capabilities, and
competitive advantage, which contributes to a ressbased theory of competitive
advantage. Penrose (1959) provides at least thegealdguments concerning linkages

among firm’s resources, productive opportunitiesl profitable firm growth.

11



Penrose (1959) first maintains that firms can eestonomic value not due to mere
possession of resources, but due to effective andvative management of resources.
This indicates that a firm commanding massive resgslis not necessarily more
profitable than firm commanding little resourcege&ive resource deployments spur
differences in productive opportunities and finahgerformance. Penrose (1959) also
provides causal links between resources and thergigon of productive opportunities

for growth and innovation.

The experience of managers with each other and atseurces in the firm affects their
image of the unique productive opportunities avdddor their firms. Managers function
as a catalyst in the conversion of firm’s resouioés firm capabilities and new product
applications. In the spirit of dynamic capabilitie&w combinations of resources lead to
innovation and economic value creation. Large fiares expected to have this more than
small firms. Penrose (1959) explains the driverthefrate and direction of firm growth.
The availability of top managerial and technicdema serves as the bottleneck for a
firm’'s growth rate in a particular period of tim&he current knowledge bases and
underutilized resources of the firm determine theeation of firm growth. Penrose
(1959) not only articulates why and how these dsw&hape the rate and direction of
growth, but also argues that ignorance of theséditighfactors results in inefficiencies
and loss of competitive advantage. Penrose (19%9jdges a comprehensive explanation
of the link between resource-based relatednesdiandevel performance. The choices

that lead to an optimal growth pattern have dimmsequences for economic rents.

12



Firms that command huge resources and attract ds¢ fmanagement are therefore

expected to perform better than their peers acegridi the growth of the firm theory.

2.2.3 Economic Theory

Economic theory prescribes that increasing firne sifows for incremental advantages
because the size of the firm enables it to raisebtrriers of entry to potential entrants as
well as gain leverage on the economies of scalattain higher profitability. For
example, in the case of banking sector in Kenyaew entrant has little choice but to
incur substantial fixed costs in gaining entryhe tndustry, in the form of acquiring and
maintaining set capital requirements and investmémtcapital equipment to provide
services to customers in addition to advertisintpresively to let customers know that it
is in the market. The higher the barrier to enting lower will be the threat of potential
competition, and the higher the profits that erigtiirms can earn without inducing entry

(Chrystal & Lipsey, 1997).

The size of a firm affects performance in many wagey features of a large firm are its
diverse capabilities, the abilities to exploit ecomnes of scale and scope and the
formalization of procedures. These characteristips,making the implementation of
operations more effective, allow larger firms togmte superior performance relative to
smaller firms (Amato and Wilder, 1990). Alternatipeints of view suggest that size is
correlated with market power, and along with markeiwer x-inefficiencies are

developed, leading to relatively inferior perforroan

13



Industrial organization economists point to indystffects (i.e. concentration levels,
industry growth) using the structure-conduct-perfance model (SCP) as the main
factor determining firm profitability (Porter, 19980n the other hand, the resource-based
view (Barney, 1991) suggests that the explanatamtlie existence of more or less
profitable firms within the same industry must loeirid in the internal factors of each
company (for example, market share, firm size,l dkivel, etc.). These firm-specific
factors favour the achievement and maintenancempetitive advantages of each firm,
which eventually lead to different profitabilityMels among firms belonging to the same

industry.

2.3 Empirical Review

Other than the absolute size of a firm, firm perfance is conceivably affected by a
variety of market-oriented and firm strategic fastdn order to analyze the firm size-
profitability relationship, these variables havelte taken into consideration as well.
Because an extensive review of the large bodytefaliure on the determinants of firm
performance is beyond the scope of this study,dédion instead focuses on the major
contributions that affect my empirical work. Fronmet viewpoint of empirical
methodology, research work on firm profitabilitynche divided into two groups: cross-

section and time-series oriented studies.

2.3.1 Firm Size and Financial Performance

Empirical evidence, however, has not been ablddarly verify the "size does matter”

hypothesis. Much of the early works that tried toye that size does matter was based

14



on markets in the U.S. and the U.K. Among the psoimg studies conducted in this field
is attributed to Hall and Weiss (1967). Their engair analysis of Fortune 500 Industrial
Corporations for the years 1956-1962 aimed atniggtie relationship between profit
rates and other appropriate variables such as $i@a, concentration, leverage and
growth. Results of the study showed that firm gexied by the log of firm assets)
exhibit a positive relationship with profitabilifyepresented by Return on Equity (ROE)
and Return on Assets (ROA)]. They concluded thageldirms have all the options of
small firms, and, in addition, the capability ofrh@ssing economies of scales and access
to capital markets from which small firms are exldd, thus leading to higher profit

rates. The Hall and Weiss study, however, consitlenty firms of optimal size.

A comparable study was made by Prasetyantoko armddpa (2008) who re-evaluated
earlier findings against new data within an impbemalytical framework. The study by
Prasetyantoko and Parmono included the entirellision of firms. Results showed that
firm size influences profitability in some, but nall industries. Since profitability is
ultimately determined by several complex factorduding product prices, factor costs,
and the production function, the relationship tesvaries among industries and cannot
be readily identified. Thus, the hypothesis thaé gloes matter cannot be offered without

providing relevant qualifications.

Another study by Agiomirgiannakis et al (2006) sestgd that size is positively related

to a firm's ability to produce technologically colicpted products which in turn leads to

concentration. Such markets are supplied by fewpatitors and are therefore, more

15



profitable. Thus, larger firms have access to tlestnprofitable market segments. The
empirical relationship between a firm's size, due, and profitability has found that
size is positively correlated with profitability {@wura, 2011), with the profit rate of the
market positively correlated with the concentratratio and negatively correlated with
the marginal concentration ratio (Adams and BucR@)0). Amato and Amato (2004)
show that the positive association between firme sind profitability stems from

implementing greater differentiation and specidiaa strategies, and should therefore
lead to higher efficiency. Further studies alsogesy that larger firms are able to
leverage on economies of scale (e.g. Bashir, 2G@8opski et al, 2003; Chen & Wong,

2004).

Wafula (2009) tested the drivers of return for firens listed on the Nairobi stock
exchange. The data collected covered the periogroay 2002 December to 2008
December. The focus was to come up with the gearrsttick returns on the stock prices
for each year. The independent variables which weesl in the research were the book
to market, cash flow ratio, the dividend yieldnfirsize and the profitability ratio. The
conclusion drawn from the research was that in ldesyock returns are weakly driven
by the firm specific factors. The study found a Wweasitive relationship between firm

size and return for the firms under study.

However, many of the recent studies that consigerstze-profitability relationship tend

to show non significant results. In fact, in a matelysis conducted by Goddard et al

(2006), firm size was considered not significand &mther confirmed in an ANCOVA
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analysis. Hagedoorn and Cloodt (2003), for exantpkted the relationship between firm
size and profitability for a sample of 1,478 Germmaanufacturing firms in 31 industries.
Results revealed weak size-profitability correlaicdhat were unstable over the study
period. These results suggested that firm sizetishe major determinant of profitability
and that profitability would depend largely on hawell firms cope with size and exploit

the opportunities associated with it.

Whittington (1980) even found a negative assoamatietween firm size and profitability
for U.K. based listed manufacturing companies dogethe time period from 1960 to
1974. While no suitable reasoning can be used pagx such a link, organizational
theory may perhaps solve part of this quandarynders (2006) suggests that larger
firms can lead to increased coordination requirdsjewhich in turn, makes the
managerial task more difficult leading to organima&l inefficiencies and lower profit
rates. Further, it has been suggested that incesase tends to be associated with higher
bureaucratization (Liargovas & Skandalis, 2008).rgea firms may have overly
bureaucratic management structures, thereby imgbiswift and efficient decision-
making process. It is also possible that with thdittonal management layers needed to
organize an increasingly large and diverse worldprmanagement may be affected by

the agency problems.

Another plausible argument to justify the possibibf a negative firm size-profitability

relationship can be found in the concept of X-ilmgghcy. X-inefficiency, or

organizational slack, is a measure of the degreehioh costs are higher than they need
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be. Whilst diseconomies of scale refers more toitlaglequacy in matching resource
requirements to produce more, X-inefficiency reasdhat general managerial or
technological inefficiency in larger firms cause@fer production costs which end up in

reductions in the bottom line i.e. profit ratesldex

Based on previous literature, it is difficult to keaa clear, let alone a final prediction of
the overall effects of the firm size- profitabilitglationship. From the studies carried out,
the association appears to differ depending onirtlastry under analysis. Given this
ambiguity, it seems prudent to empirically resolwedependently, the association
between firm size and profitability on a case-bgecdasis and avoid the tendency to
generalize. This therefore justified a study in Kenyan banking sector to establish the

relationship between firm size and financial perfance.

Salim (2012) studied the relationship between bsigk and financial performance of
commercial banks in Kenya. The study specificallgead at determining the relationship
between bank size factors, namely, total deposit®l loans, and total assets, and
financial performance, and went further to investiggthe relationship between branch
network size and financial performance. The mairdifigs of the study established
strong correlations between all the studied faabbizank size. The current study brought
in new independent variables (number of employadsth were not considered in the

study by Salim (2012).
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2.3.2 Cross-Sectional Evidence

The bulk of research relying on cross-sectionaa diatludes measures of firm size and
market power as the key variables for explainimgfprofits. Considerable evidence
supports the convention wisdom of a positive firmazesprofitability relationship.
However, Porter (1998) point out that the relatiopdetween firm size and profitability
may vary across industries. Naser and Mokhtar (@84 diseconomies to scale at the
upper end of the size distribution among retam§ér Similarly, Amato and Amato (2004)
find a nonlinear relationship in retailing indussithat supports Porter’s ‘stuck in the

middle’ hypothesis about the extent of inefficiesgof medium-sized firms.

Prasetyantoko and Parmono (2008) show that thexeafary power of a firm’s absolute
size in determining its profitability is sensitivte the presence of such variables as its
market share and market concentration. In line whth structure-conduct-performance
paradigm, they instead find market share to bek#yefactor in explaining profitability.
While Rejc and Slapnicar (2005) interprets marketrs as a measure of firm efficiency,
Liargovas and Skandalis (2008) considers it to bescarce of market power.
Nevertheless, Bashir (2003) review the results fr@é empirical studies on the
relationship between market share and profitabilagd conclude that the evidence

supports neither the market power nor the firncefficy hypothesis.

Mariuzzo et al. (2003) also report that in marlkatslifferentiated products, such as soft

drinks, market power does not increase for firmghve larger market share. While a

firm’'s market share is widely regarded as an erogirproxy of market power, various
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studies (e.g. Amato and Amato, 2004; Connelly amipaphayom, 2006) also find
strong support for other variables reflecting tléest of market power, such as capital
intensity, advertising intensity, R&D expenses amuarket concentration. Capital
requirements, R&D and advertising expenses arelyictinsidered as sources of entry
barriers, thus raising the market power of firm&mindustry. Advertising intensity also
serves as a proxy for product differentiation. Biof1998) argues that these forms of

entry barriers affecting market structure and ttmasket profitability.

Similar to market share at the firm level, markat@entration is regarded as a key source
of market power at the industry level. Adams anal®ei (2000) hypothesizes that firms
in highly concentrated industries have a greatedéacy to collude, driving up the price-
cost margin. However, Agiomirgiannakis et al (200&gue that a stable profits
concentration relationship exists only if induddrieave high entry barriers. Amato and
Amato (2004) find that market share dominates tkplamatory power over market
concentration in explaining profitability. Thesesuéis further suggest considerable

interactions between the alternative measures déehaower.

An alternative line of research recognizes firmesfoe characteristics and emphasizes
that some firms in the same industry are betteraged than others. For instance, Bashir
(2003) and Amato and Amato (2004) find evidencesdtailing industries that higher
profit rates are associated with lower inventorystdes ratios, which reflect a firm’'s
efficiency in inventory management. Amato and Am@1@04) also consider the financial

conditions of firms by looking at their bad debtdales ratios and net worth to assets
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ratios. They find both variables to be negativelyrelated with profit rates. While a large
amount of bad debt relative to sales obviously &iadirm performance, the adverse
effect of a relatively high net worth on profiteatcan be explained by the agency theory
that increased borrowing tends to raise scrutinyhgylending institutions, thus giving
the firm’s managers greater access to lenders’ régpein managing its financial

conditions.

In a competitive market, risk can play a role irpleining variations in firm returns. A
firm tends to perform better in the long run byitgkmore risk. However, there is no
consensus on how to measure risk. Gschwandtneb)2@asures risk by the standard
deviation of profit returns and find it to be a miaally insignificant variable in
explaining varying firm profitability. Mueller (199 considers alternative measures of
risk and find a statistically significant estimdtg a firm’'s stock market return beta,

which measures the sensitivity of its individuacit price to broad market movements.

Other than industry and firm characteristics, itvislely believed that firm performance
responds to overall business cycle conditions. Clreh Wong (2004) assert that the
business cycle affects firms, particularly oligaptd, to coordinate behavior. This
assertion is partially supported by Liargovas akdn8alis (2008) who find that the
relationship between market concentration and tsrofaries over the course of the

business cycle.
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Mehrjardi (2012) did a study about size and prbiliy of banks in Kenya. From the
findings, the study found that there was positigiationship between profitability of
banks varied with customer base, number of brancggmsit liabilities and market share
as there was high positive correlation coefficiéifte study further revealed that there
was greater variation of profitability of commeiciaanks as results of change with

customer base, number of branches, deposit liglsiiénd market share in all tiers.

2.3.3Time-Series Evidence

While earlier studies examine firm profitabilityofn the cross-sectional perspective, a
growing literature since Mueller (1986) explores ttynamics of profitability over time
using autoregressive models. Some studies (e.gosleet al, 2003) find substantial
persistence in firm profits over time. The eviderdehigh persistence in profit rates
suggests that firms can enjoy market power thrdugh entry barriers and that market
competition is ineffective in eliminating excessofits from firms. Mueller (1986)
examines this competitive environment hypothesisti@ periods, 1950-72 and 1964—
84, and finds profits to be less persistent and tharkets more competitive in the more

recent period.

Most of the traditional time-series based stud@u$ on the overall patterns of profits
over time, ignoring heterogeneity among firms witlmdustries. Gschwandtner (2005)
find that profit persistence is associated with ustdy characteristics, such as
concentration and growth, and larger firms tencemgoy higher long-run profit rates.

When Gschwandtner (2005) divides the sample inteidng and exiting firms, findings
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indicate that there evidence that exiters behaves mompetitively than survivors before

exiting the market.

A study done in Kenya by Ochung (1999) sought tal#ish the relationship between
deposit portfolio and profitability of publicly qted banks and financial institutions in
Kenya. Using multiple correlation analysis, coatiEn coefficients were computed to
show the degree of association between after taft wf these institutions and their
deposit portfolio. The analysis revealed that tretisted a positive relationship between
these variables but the magnitude of these reksttips varied from one firm to another

perhaps due to variations in their size, investnpetities and other firm specific factors.

2.3.4 Evidence from Panel Data

A few recent studies apply panel techniques to mocodate unobserved firm specific
effects in time-series regression. Panel modeld pass-section and time series data
together. However, the focus of these studies (@egsoki et al., 2003;Glen et al., 2003;
Goddard et al., 2006) remains on the degree ofigpense in firm profits over time,
which might be less interesting than the deterntgahprofits across firms or industries,
at least from the policy perspective. In additian the potential insight into firm
performance over time, panel data models can atdonnunobserved heterogeneity

among firms, also known as individual effects.

Notwithstanding the extensive research on firm ipabflity, the bulk of the literature

concerns mainly manufacturing industries. Intenggyi, Amato and Amato (2004) find
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that the typical firm size-profitability relationghestablished in those studies using data
of manufacturing firms does not hold in bankingustly. From this perspective, this
study contributes to the existing literature in tdwections. First, rather than having
firms from many industries which may be affecteddifferent industry specific factors,
this study will focus on one industry thus bringingmogeneity on the industry aspect.
Second, the study incorporates the time dimensibrfirm-level data in a panel
framework so that the profitability of firms ovenet past years can be related to their

sizes.

Ndung’'u (2003) did a study to establish the deteemis of commercial banks
profitability in Kenya. This study focussed on tkenyan quoted banks. The findings of
this study revealed that market share has a pesditipact on profitability. The findings
from Ndung'u’s study provided an insight into thieacacteristics and practices of the

successful commercial banks in terms of profitabili

2.4 Other Factors Affecting Banks Financial Perfor mance

Empirical literature examines how financial and 4imancial factors, such as number of
employees, market share, number of branches andgearent competence index have
an influence on the firms’ financial performancedagrowth (Salim, 2012). A large
portion of financial institutions revenue is gertecafrom credit extended to various
individuals and organizations. This revenue ishii form of interest earned and charges

on the preparation and management of the crediegsdNdung’u, 2003).
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Other sources of income for banks are service elsaepnd commissions, income on
foreign exchange dealings among others. Mehrja20il2) found out that the most
critical variables affecting commercial banks pafility are nonperforming loans and
advances, loans and advances to customers natwe$ipn for doubtful, interest expense
on customers' deposits, interest income from |l@tsadvances to customers, operating
expenses, customers' deposits, provision for bdddanbtful debts, shareholders funds,
loans to deposits ratio and total assets net ofsl@ad advances to customers. Among the
qguoted banks, provision for bad and doubtful detdsy-performing loans and advances,
loans and advances to customers net of provisiomdabtful and customers' deposits
were the variables that affected profitability sfgantly (Muriithi, 2011). In the
unquoted banks, operating expenses, non-perforifoags, provision for bad and
doubtful debts, shareholders funds, market shatdaams and advances to customers net

of provision for doubtful were the variables theated profitability significantly.

2.5 Summary

The reviewed literature has indicated theories emgirical studies that have looked at
the relationship between firm size and financiafg@enance. The reviewed studies have
indicated that the effect of size on financial periance can either be positive or
negative depending on the context, industry or rotleavironmental variables
(Serrasqueiro et al, 2008). This implies that tinelihgs from a study in one industry
cannot be applied to another industry. This theeefmlls for a study to establish the
effect of firm size on the financial performancetloé banking sector in Kenya. However,

the size of a firm plays an important role in deteing the kind of relationship the firm
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enjoys within and outside its operating environmdihte larger a firm is, the greater the
influence it has on its stakeholders. Again, th@agng influences of conglomerates and
multinational corporations in today’s global econofand in local economies where they

operate) are indicative of what role size playdimithe corporate environment.

Refocusing the importance of size in corporatealisge, Bhayani, (2010) argue that an
interesting aspect of economic growth is that moicih takes place through the growth in
the size of existing organizations. As the poptyaof corporate size phenomenon
continues to rise within the external business remvents, more attentions are being
pushed to its real effects on the internal streswf corporations and the specific impact
on the relationship between the firm and its kegkaholders. However, various past
studies have used various proxies to measure sceding asset base, market share,
number of employees and other such factors. Thidyswill be different from some of
these studies since it will use a measure of siaei$ more applicable to the study (assets

employed).

One of the most popular areas where the influehdeno size has been much queried is
the area of practice of corporate finance. It woodd be wrong to say that firms have
been playing a central role in today's global amgitlist world economy and their
performance is one of the most important issuesnfany firm stakeholders such as
shareholders, creditors, employees, suppliers amdrgments (Bhayani, 2010). By this
reason, analyzing the factors determining firm pability is regarded as an important

research theme. In this context, size has beendmpd as a fundamental variable in
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explaining firm profitability by the researchersdaa number of studies investigate the
effects of size on firm profitability (Serrasqueibal, 2008; Wu, 2006). Here, it should
be stated that according to the conclusions ofouaristudies the impacts of size on

profitability can be negative or positive (Serrasiqo et al, 2008).

For as much as some authors argue that larger fiame some advantages such as a
greater possibility of taking advantage of scaleeobnomies which can enable more
efficient production (Hardwick, 1997; FiegenbaumdaKarnani, 1991), a greater
bargaining power over both suppliers and distrititar clients, exploiting experience
curve effects and setting prices above the conmnpetievel (Fiegenbaum and Karnani,
1991). It is also argued that larger firms are nstabdle and mature and they can generate
greater sales because of the greater productiacitgphat enhances capital cost savings
with the economies of scale (Ravenscraft and Sché&g87). On the contrary, some
authors claim that size may have no or negativeaatgpon profitability (Shepherd,
1972), especially if growth in size causes a digeaues of scale (Goddard et al., 2005).
These inconsistencies in findings indicates thastablish the effect of size on financial
performance in the Kenyan banking sector, a stuelyded to be carried out which

justified the current study.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction
This chapter presents the research methodology what applied in the study. This
includes the research design that was appliedatiget population for the study and the
sampling procedures that were applied. The chaptesents the sample size, data

collection procedures and data analysis technithasvere applied.

3.2 Resear ch Design

This research was carried out using a correlatidasign. Correlational research tests for
statistical relationships between variables. Catr@hal research represents a general
approach to research that focuses on assessimg\thdation among naturally occurring
variables. The goal of correlational research igdentify predictive relationships by
using correlations or more sophisticated statistieahniques (Cooper & Schindler,
2006). The results of correlational research atseehmplications for decision making, as
reflected in the appropriate use of prediction. sThibility of predicting a causal
relationship between variables has made this desidre appropriate in this study to
relate firm size and financial performance. Theeagsher began with the idea that there
might be a relationship between firm size and fai@nperformance. The variables were

then measured from the banking sector to estattisinature of relationship.
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3.3 Target Population

The target population of this study was all thecé@mercial banks in Kenya as at"31
December 2012. The banking sector was selecteeatatget of this study due to its
strategic location as the driver and financier obremic development and growth in
Kenya and the way the buzz of core system replasehss gained momentum following
the financial crisis of 2008/09. The panel data¢aised was data from 1998 to 2012. No
sampling was done since the population was smatd8)\ The study therefore was a
census of all the 43 commercial banks. Accordindvittgenda and Mugenda (2003),
sampling is not necessary when the population &lls®@ampling in a small population
increases the risk of sampling errors which camodighe reliability of the sample in

relation to its representativeness to the populiatio

3.4 Data Collection Procedures

This study used secondary data. This data wasctellefrom Central Bank of Kenya
which is the major regulatory authority for banks Kenya. Firm size was measured
using net assets employed while financial perforeawas measured using Return on
Assets (ROA). Other factors that were includechim inodel include Total assets (which
were the total net assets for the bank), Total do@vhich was measured as the total
amount advanced by the bank as loans to custontetal) deposits (measured in Kenya
shillings) and number of employees. Data was cateérom CBK department of bank

regulation.

29



3.5 Data Analysis Procedures

Data which was collected was analyzed using cdroglaand regression statistics. The
following regression model was applied. The datd tas collected relating to net assets
employed, ROA, total assets, total loans, numbegrployees and total deposits was
analyzed using the Statistical Package for Soa@rses (SPSS) which developed the

correlation and regression models.

The regression model was of the form;
Y= Bo+ B1X1 + X1 + PaXy +BaXy+e
Where, Y= Performance of Commercial banks as meddwy Return on assets

Bo = Constant

B = coefficients of the independent variables

X1 = Total assets

X2 = Total loans

X3= Amount of deposits measured using Kenya shillings

X4= Number of employees

e = Error term
The tests that were performed were the f-test dadtt F-test was used to test the overall
significance of the regression model while t-testswised to test the significance of
independent variables in the model. The tests wene at a significance level of 5%. A

correlation analysis was done to establish how fgige and the other independent
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variables such as total assets, total loans, t®pbsits and number of employees are

correlated to firm performance. Analyzed data wasented in tables.
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CHAPTER FOUR
DATA ANALYSIS, FINDINGS AND DISCUSSION
4.1 Introduction
This chapter presents the analysis of data, firedangd discussion of the findings. Part
4.2 presents data analysis while 4.3 presentsnigsdfrom the study. Part 4.4 presents

discussion of the findings.

4.2 Data Collection and Analysis

Data was collected for 43 commercial banks from8189 2012 from Central bank of
Kenya and the banks themselves. Data collectedided information on net assets
employed, ROA, total loans, number of employeestatal deposits. The data collected

was entered into SPSS and regression and correkatialysis performed.

4.3 Findings

The regression analysis was performed with thegaddent variables being total assets,
total loans, total deposits and number of employ&eturn on assets (ROA) which is
operating profit divided by net assets was the déget variable. Results are as indicated

in tables 4.1 to 4.4.

The r-squared for the regression model was 0.3UB2. model therefore is explaining
30.52% of the change in ROA using the four independrariables. These findings
indicate that the four independent variables setkctassets, deposits, loans and

employees) can explain 30.52% of the change in ROAe selected Commercial banks.
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Table4.1: Regression Model Summary

R R Squarqg Adjusted R Squar| Std. Error of the Estimat
5524 .3052 .2987 3.0274624

11%

Analysis of variances in the regression model esented in Table 4.2. The f-value was
66.453 which was significant at 1% level of sigraince indicating that the regression
model provided some explanatory power and the dvemadel is significant. This

indicates that assets, deposits, loans and nunfbemployees can be used to predict

ROA of a commercial bank in Kenya.

Table4.2: Analysisof Variancesin the Regression M odel

Sour ce of Sum of Squares df Mean Square F Sig.
variation

Regression 23.393 4 5.848| 66.453 .000
Residual 53.260 610 .088

Total 76.653 614

The test of the statistical significance of theependent variables in the model was done
using t-tests. Results are presented in Table 4i8hnindicates that Net assets has a
positive coefficient when used as a predictor toARB® = 0.0356) and has a t-statistic of
2.093 which is significant at 5% level of signifieze. This indicates that net assets are a
significant predictor of ROA. It has a positive ffagent indicating that increase in net

assets by a commercial bank in Kenya increase®thm on assets.

Loans advanced by the commercial banks which wezasared in millions of shillings
had a positive coefficient in the regression model= 0.4318) indicating that rise in

loans advanced by a commercial bank will causseain ROA. The t-statistic was 2.159
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which was significant at 5% level of significanddis indicates that loans advanced by a

commercial bank in Kenya can be used as a predtt@turn on assets.

Amount of customer deposits measured in Kenyaisgdlhad a positive coefficient in

the regression model (B = 0.06906) indicating thase in amount of customer deposits
will have a positive effect on ROA. The t-statistras 2.656 which was significant at 5%
significance level. This indicates that amount olktomer deposits is a significant

predictor of ROA.

Number of employees had a positive coefficienthia tegression model (B = 0.01129)
indicating that rise in number of employees wouldéda positive effect on ROA. The t-
statistic for number of employees in the regressiowever was 0.185 which was not
significant at 5%. This result indicates that numbé& employees is not significant

predictor of ROA in commercial banks in Kenya at ES¢el of significance.

Table 4.3: Test of Significance of Independent Variables

Model Unstandardized Coefficientg Standardized t Sig.
Coefficients
B Std. Error Beta
Constant .014 .001 13.55(0] .000
Assets 0.0356 .031 017 2.093] .049
Loans 0.4318 .027 .200] 2.159| .041
Deposits 0.06906 .026 577 2.656| .027
Employees 0.01129 .003 .061] 0.185 .427

A correlation analysis was performed to establish relationship between the variables

under study. Person correlation coefficients wesaldished for all the variables with
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findings as indicated in Table 4.4. The study ressirldicate that there were moderate
positive correlation between ROA and amount of d@po(0.409) and number of

employees (0.154). This indicates that a rise irowarh of deposits and number of
employees would probably indicate that there wassa in ROA. The relationship

between ROA and number of employees was very wHad.study results also that net
assets owned by commercial banks (0.491) and ldwenced to customers (0.395) were
also positively correlated to ROA. Further resuhdicate that the relationship was
moderate. This indicates that rise in assets ovameldloans advanced would indicate an

increase in ROA.

Table4.4 Correlation Matrix
Assets Loans Deposits Employees ROA

Assets 1

Loans .485 1

Deposits 494 .987 1

Employees .283 546 .550 1

ROA 491 .395 409 154 1

4.4 Discussion
Net assets has a positive coefficient when use @edictor to ROA (B = 0.0356) and

has a t-statistic of 2.093 which is significant58b level of significance. This indicates
that net assets are a significant predictor of RDAas a positive coefficient indicating
that increase in net assets by a commercial baKleitya increases the return on assets.
These study results agree with the growth of then fiheory developed by Penrose
(1959). This theory indicates that there is a lgg&ké&etween firm resources and profitable
firm growth. The study findings established thagitability of more resources (net

assets) was not linked to improved profitabilityQR). The study findings also agree
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with the study by Hall and Weiss (1967). Their emngal analysis of Fortune 500
Industrial Corporations for the years 1956—1962eglrat testing the relationship between
profit rates and other appropriate variables sucfiran size, concentration, leverage and
growth. Results of the study by Hall and Weiss {)%howed that firm size (proxied by
the log of firm assets) exhibit a positive relasbip with profitability [represented by
Return on Equity (ROE) and Return on Assets (ROM)E study results also agree with
the findings from a study by Nyanga (2012) whickabkshed a positive influence bon
RPOA by bank size. The findings however, disagréé wbservations by Amato and
Wilder (1990) who indicated that as a firm growssine (net assets) x-inefficiencies are
developed, leading to relatively inferior performan(ROA). Another study with
dissimilar results to this study was by Prasetyamtand Parmono (2008) who re-
evaluated earlier findings against new data widninmproved analytical framework. The
study by Prasetyantoko and Parmono (2008) showaditm size (measured by assets)
influences profitability in some, but not all induss. This is because profitability is
ultimately determined by several complex factorduding product prices, factor costs,
and the production function, the relationship wesraries among industries and cannot

be readily identified.

Loans advanced by the commercial banks which wezasared in millions of shillings
had a positive coefficient in the regression model= 0.4318) indicating that rise in
loans advanced by a commercial bank will causseain ROA. The t-statistic was 2.159
which was significant at 5% level of significanddis indicates that loans advanced by a

commercial bank in Kenya can be used as a predaftoeturn on assets. The study
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assumed that bigger banks are able to advanceloan to their customers. These study
results disagree with a meta-analysis conducte@dgdard et al (2006) where firm size
was considered not significant and further confoimme an ANCOVA analysis. Another
study which disagrees with this study is by Haged@md Cloodt (2003) who tested the
relationship between firm size and profitabilityr f@ sample of 1,478 German
manufacturing firms in 31 industries. Results résgaveak size-profitability correlations
that were unstable over the study period. The staglylts also agreed with findings from
a study by Murira (2010) which concluded that thexests a relationship between loan
portfolio and financial performance of commerciahks in Kenya as loan portfolios are

the major asset of banks and other lending in&titat

Amount of customer deposits measured in Kenyaiisgdlhad a positive coefficient in

the regression model (B = 0.06906) indicating thae in amount of customer deposits
will have a positive effect on ROA. The t-statistras 2.656 which was significant at 5%
significance level. This indicates that amount ofstomer deposits is a significant
predictor of ROA. These results concur with resolta study by Salim (2012) which

established a statistically significant relatiopshietween three of the size variables,
namely, Total Loans, Total Deposits, and Total Assad the Financial Performance of

commercial banks.

Number of employees had a positive coefficient le tregression (B = 0.01129)

indicating that rise in number of employees wouldda positive effect on ROA. The t-

statistic for number of employees in the regressvas 0.185 which was not significant
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at 5%. This result indicates that number of empdgyis not significant predictor of ROA
in commercial banks in Kenya at 5% level of sigrdfice. These results are supported by
the human capital theory advanced by DoeringerRiack (1971). The findings indicate
that earnings reflect skill differentials in perfefactor markets, has dominated the
interpretation of earnings functions. The findihgttearnings rise with firm size has been
widely interpreted in this framework. This is undbe assumption that large firms hire
more able individuals than do small firms. This mlodlustrates that firm size is
positively correlated with earnings and is entireynsistent with competitive labour
markets. The study results had the same findingslainge human capital was correlated
with good performance (ROA). However, the correlatof number of employees and

ROA in this study was weak and not statisticalngicant.

These study results also agree with findings frostualy by Wafula (2009) who tested
the drivers of return for the firms listed on thaifdbi stock exchange. The data collected
covered the period covering 2002 December to 2088eBber. The conclusion drawn
from the research was that in Kenya, stock retarasveakly driven by the firm specific
factors. The study found a weak positive relatigm&ietween firm size and return for the
firms under study. This study determined that theses a weak and insignificant

relationship between number of employees and fiaaperformance of banks.
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CHAPTER FIVE

SUMMARY, CONCLUSIONSAND RECOMMENDATIONS
5.1 Introduction
In this chapter, the researcher presents the suymeonclusions and the
recommendations made from the study findings. In p&, summary of findings are
presented. Part 5.3 presents conclusions madetherstudy findings while 5.4 presents
recommendations made after considering the studyngs. Part 5.5 presents suggestions
for any further studies that may be done in refatmstudy the relationship between firm

size and financial performance.

5.2 Summary of Findings

The study results indicate that the regression exiglains 30.52% of the change in
ROA using the four independent variables. Thesdlifigs indicate that the four
independent variables (assets, deposits, loanseamuloyees) therefore can explain
30.52% of the change in ROA of the selected Comialebanks in Kenya. The f-value
was 66.453 which was significant at 1% level ofn#figance indicating that the
regression model provided some explanatory powertla@ overall model is significant.
This indicates that assets, deposits, loans andeuai employees can be used to predict
ROA of a commercial bank in Kenya. Net assets hassdive coefficient when used as a
predictor to ROA (B = 0.0356) and has a t-statisfi@.093 which is significant at 5%
level of significance. This indicates that net &ssge a significant predictor of ROA. It
has a positive coefficient indicating that increasaet assets by a commercial bank in

Kenya would positively boost the return on assets.
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Loans advanced by the commercial banks which hagabsitive coefficient in the
regression model (B = 0.4318) indicating that iisdoans advanced by a commercial
bank will cause a rise in ROA. The t-statistic #ak59 which was significant at 5% level
of significance. This indicates that loans advarimged commercial bank in Kenya can be
used as a predictor of return on assets. Amounustomer deposits measured in Kenya
shillings had a positive coefficient in the regreasmodel (B = 0.06906) indicating that a
rise in amount of customer deposits will have aitpeseffect on ROA. The t-statistic
was 2.656 which was significant at 5% significateeel. This indicates that amount of
customer deposits is a significant predictor of ROWmMber of employees had a positive
coefficient in the regression model (B = 0.01128Jlicating that rise in number of
employees would have a positive effect on ROA. fFsmtistic for number of employees
in the regression however was 0.185 which was mptifcant at 5%. This result
indicates that number of employees is not sigmifigaredictor of ROA in commercial

banks in Kenya at 5% level of significance.

Correlation analysis through Person correlatiorffments established moderate positive
correlation between ROA and amount of deposit0@).4nd a weak positive correlation
between number of employees and ROA (0.154). Tdgates that a rise in amount of
deposits and number of employees would probablycatd a rise in ROA. The

relationship between ROA and number of employees westy weak. The study results

also indicate that net assets owned by commereiak$(0.491) and loans advanced to

40



customers (0.395) were also positively correladROA. Further results indicate that

the relationship was moderate.

5.3 Conclusions

The main conclusion of the study is that there &lemate correlation between three of
the studied factors of bank size which includeltd&posits, total loans and total assets.
The relationship between three of the independantibles, namely, total loans, total
deposits, and total assets and the dependent laffamancial performance- ROA) of
commercial banks were all found to be statisticalynificant. Total deposits and total
loans had relatively stronger effects on finangaiformance compared to total assets.
There was no significant relationship between numie employees and financial

performance for commercial banks in Kenya.

The study also concludes that every bank shouldesto have the best mix of assets,
loans and should strive to encourage more custdeaosits to positively affect financial

performance. The study also concludes that that bere is desirable and that size could
act as a buffer for better performance. Additiond#irge banks with large net asset,
deposits and loan portfolio post superior returnageets. In conclusion, some banks in
Kenya appear to be earning much higher returns tti@in counterparts despite being in

same macroeconomic environment.
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5.4 Recommendations
The study recommends that in order for commera@alkb to increase their performance
(profitability) there is need from commercial bartksncrease size by increasing various

aspects of customer base, net assets, depoditiksband market share.

The recommendations from the study include the meedank policies that give greater
importance to the determination and monitoringhirtloan portfolio, customer deposits
and asset quality. The study further recommends fttacommercial banks to remain
profitable they should have good portfolio managemehich will help in making

decisions about investment mix and policy, matchimgestments to objectives, asset
allocation for individuals and institutions, andld®ing deposits and loans against

performance.

5.5 Suggestionsfor Future Research

This study focussed on the effect of size on fimgngerformance. The size variables
used in the study included net assets, total |date, deposits and number of employees.
Another study that incorporates other size varglsiech as branch network, number of
deposit accounts and number of loan accounts igestigd. This would shed more light

on how these size variables are related to perfocsa

This study had only one variable that was useddasure performance: return on assets.

Further studies that incorporate other performdacwrs, including return on equity and

riskiness of assets is recommended to give a clgicure on how these performance
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factors are affected by size. Another study is ede@mmended that could factor in other
bank performance measures such as asset qualiyn T Capital adequacy ratio and

return on equity in addition to the performance suea utilized in this study.

The current study was conducted on commercial bapesating in Kenya. There is
therefore need for a similar study to be carrietliowther sectors of the economy. The
sectors that may be considered for study inclugentanufacturing sector or telecom

sector to establish whether size variables affaential performance.

The current study focussed on size and how it tfféoancial performance. Another
study is suggested in the commercial banking inglusti establish how size affects
riskiness of the banks. Riskiness can be measwre@imbles such as capital adequacy
ratio, liquidity levels and asset quality. Thisscause risk is an important variable in the

banking industry due to the role of banking in doenomy.

Lastly, financial performance is affected by verymy variables. This may include
management quality, corporate governance, rewaseisys and years of operation
among others. Future research should be conductestablish how these other variables

come into play to influence financial performance.
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APPENDICES

Appendix |: List of Commercial banksin Kenya

1. African Banking Corporation Ltd.
Bank of Africa Kenya Ltd
Bank of Baroda (K) Ltd
Bank of India
Barclays Bank of Kenya Ltd
CFC Stanbic Bank Ltd
Chase Bank (K) Ltd
Charter House bank Ltd (Under Statutory Management)
Citibank N.A Kenya
10. Commercial Bank of Africa Ltd
11.Consolidated Bank of Kenya Ltd
12.Co-operative Bank of Kenya Ltd
13.Credit Bank Ltd
14.Development Bank of Kenya Ltd
15. Diamond Trust Bank Kenya Ltd
16.Dubai Bank Kenya Ltd
17.Ecobank Kenya Ltd
18. Equatorial Commercial Bank Ltd
19. Equity Bank Ltd
20.Family Bank Limited
21.Fidelity Commercial Bank Ltd
22.Fina Bank Ltd
23.First community Bank Limited
24.Giro Commercial Bank Ltd
25.Guardian Bank Ltd
26. Gulf African Bank Limited
27.Habib Bank A.G Zurich
28.Habib Bank Ltd
29.Imperial Bank Ltd

© 0o N o 0k~ DN
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30.1 & M Bank Ltd

31.Jamii Bora Bank Limited
32.Kenya Commercial Bank Ltd
33.K-Rep Bank Ltd

34.Middle East Bank (K) Ltd
35.National Bank of Kenya Ltd
36.NIC Bank Ltd

37.Oriental Commercial Bank Ltd
38.Paramount Universal Bank Ltd
39.Prime Bank Ltd

40. Standard Chartered Bank Kenya Ltd
41.Trans-National Bank Ltd
42.UBA Kenya Bank Limited

43.Victoria Commercial Bank Ltd
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Appendix I1: SPSS Output Sheets

REGRESSI ON
/ M SSI NG LI STW SE
/ STATI STI CS COEFF QUTS R ANOVA
/ CRI TERI A=PI N(. 05) PQUT(. 10)
/ NOORI G N
/ DEPENDENT ROA
/ METHOD=ENTER Loans Deposits Enpl oyees Assets.

Variables Entered/Removed®
Variable
s
Variables Remove
Model Entered d Method
1 Assets, Enter
Employees,
Loans,
Depositsb
a. Dependent Variable: ROA
b. All requested variables entered.
Model Summary
Std. Error
R of the Adjusted R
Model R Square Estimate Square
1 5527 305 | 3.027462 .299
6
a. Predictors: (Constant), Assets, Employees, Loans, Deposits
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ANOVA®

Sum of Mean
Model Squares df Square F Sig.
1 Regression 23.393 4 5.848 66.453 .000°
Residual 53.260 610 .088
Total 76.653 614
a. Dependent Variable: ROA
b. Predictors: (Constant), Assets, Employees, Loans, Deposits
Coefficients?®
Standardize
Unstandardized d
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) .014 .001 13.550 .000
Assets .036 .031 .017 2.093 .049
Loans 432 .027 .200 2.159 .041
Deposits .069 .026 577 2.656 .027
Employees .011 .003 .061 .185 427

a. Dependent Variable: ROA
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CORRELATI ONS
/ VARl ABLES=Asset s Loans Deposits Enpl oyees ROA
/ PRI NT=TWOTAI L NOCSI G

/' M SSI NG=PAI RW SE.

Correlations

Employee
Assets Loans Deposits S ROA

Assets Pearson 1 485 494" 283 491

Correlation

Sig. (2-tailed) .000 .000 .001 .033

N 615 614 615 615 615
Loans Pearson 485" 1 987" 546" 395"

Correlation

Sig. (2-tailed) .000 .000 .000 .000

N 614 614 614 614 614
Deposits  Pearson 494" 987" 1 550" 409"

Correlation

Sig. (2-tailed) .000 .000 .000 .000

N 615 614 616 616 615
Employee  Pearson 283" 546" 550" 1 154"
s Correlation

Sig. (2-tailed) .001 .000 .000 .004

N 615 615 616 616 615
ROA Pearson 4917 395" 409" 154" 1

Correlation

Sig. (2-tailed) .033 .000 .000 .004

N 615 614 615 615 615

**_Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).
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