BANK CONSOLIDATION: CHALLENGES TO SEC AND THE CAPITAL MARKET

Being a paper presented by:

MUSA AL-FAKI

Director-General, Securities & Exchange Commission

at the

Business Luncheon organised by the Capital Market Solicitors Association at Golden Gate Restaurant, Ikoyi – Lagos

on Thursday, June 30, 2005

1.
INTRODUCTION
I feel honoured to have been invited to discuss an issue which at the moment is on the front burner of the nation’s economy and particularly the financial sector.

The July 2004 pronouncement by the CBN with respect to a new minimum capital requirement of N25 billion for banks marked a turning point in the banking industry in particular and the economy in general.  To achieve this end, and given a deadline of December 31, 2005, the banks were faced with the options of either sourcing additional funds from the capital market or consolidating through mergers and acquisition.  Given that these two options are directly under the purview of SEC as the apex capital market regulator, it was therefore the Commission’s responsibility to provide the enabling environment for a successful consolidation exercise and also keep watch to ensure that no one falls out of line.

This paper will discuss the merits of consolidation, options available to banks, general challenges as well as those peculiar to the Commission, both as a regulator and major player in the reform process.

2.
THE CHANGING VISTA OF ECONOMIC MANAGEMENT IN NIGERIA
That the Nigerian economy is experiencing a total overhaul in terms of the way business is being done or expected to be done is already obvious to any percipient observer.  With globalization and economic liberalization for competitiveness in the global market space, Nigeria has had to make radical choices in the match towards economic growth and development.

Deregulation and liberalization are inextricably intertwined.  This means that once an economy is open, economic forces of the market must be allowed to determine prices, efficiency and effectiveness of corporate management.  However, this is not to suggest that governmental institutions and agencies may not be required to intervene from time to time in order to ensure the smooth and orderly development of the economy or to inject some sanity into an obviously ailing and uncompetitive system.  This is where the regulatory agencies like CBN and SEC find their essence.

Of the four sub-regions in Africa – North Africa, West Africa, East Africa and Southern Africa, by far the most vibrant in economic terms are the Southern and West African sub-regions.  While South Africa leads the pack in its region and indeed the whole of Africa, Nigeria is the undisputed leader in West Africa. However, the difference between these two sub-regions in terms of GDP growth rate, absolute size or any other index of economic performance is very large indeed.  The reason why the Southern African region has been a better performer in economic terms than West Africa or elsewhere is because of the sheer size, funding capacity and proactive financing of productive and regenerative investments by the financial institutions in that region, and the support provided by the regulatory agencies of the financial system.  This has not been the case in West Africa or Nigeria where critical mass has not been achieved.  Hence the decision of the CBN as the apex regulator of the financial system in Nigeria to increase the shareholder base of Nigerian banks in order to attain the necessary competitive critical mass.

3.
RATIONALE FOR MORE COMPETITIVE BANKS IN NIGERIA

When the CBN as a regulator called for a higher minimum shareholder fund base of N25 billion or $178.6 million for every bank in Nigeria by December 31, 2005, it was not asking for the creation of bigger banks.  It was promoting banks with the capacity to finance large-scale productive projects, assume greater risks and vie for business on a continental and global basis.  Hitherto, the largest Nigerian bank – Union Bank only ranked sixth among all the banks in Africa in asset size.

Indeed the total shareholder funds of the five biggest banks in Nigeria – UBN, FBN, UBA Afribank and Zenith (before its IPO) was less than that of Investec, the fifth largest bank in South Africa.  The five largest banks in Africa - Standard Bank Group, ABSA Bank Ltd, Nedcor Ltd, First National Bank Ltd, and Investec Group Ltd, - are based in South Africa and are all the result of mergers and consolidations.

Standard Bank Group, the largest banking group in South Africa and Africa as a whole is the result of the consolidation of several financial institutions over a period of ten years.  As at December 2003, its shareholder funds totalled R28,667 million or $4,609 million.  Similarly, ABSA Bank Limited or Amalgamated Banks of South Africa is the second biggest in the country and Africa as a whole with a shareholder fund base of R19,350 million or $3,111 million.  The bank is the result of the merger of over fifteen commercial banks, wholesale banks, finance houses, asset management companies, life assurance companies, insurance companies and advisory services across South Africa, Namibia, Tanzania, Mozambique and Zimbabwe.  As a result of the merger, the bank has been able to create a powerful financial base that enables it to provide services to selected markets in the UK, USA, China, Hong Kong, Singapore and a substantial part of Africa.  It has therefore become imperative that Nigerian banks increase their shareholder fund base in order to compete with their counter-parts elsewhere more effectively.

4.
OPTIONS FOR ACHIEVING THE CBN MINIMUM SHAREHOLDER FUND BASE REQUIREMENT
There are several options open to Nigerian banks with deficient capital bases to comply with the CBN’s new policy.  The first is to approach the capital market for funds through a Public Offer (PO), Private Placement or a Rights Issue.   The second option is to consolidate through a merger with like-minded and synergy-producing banks.  The third option is to acquire another bank or be available for acquisition.  The last two options are essentially consolidatory in nature.  The final option is to close shop and surrender the banking licence as some extremely weak banks are wont to do.  Feelers suggest some of the latter are already attempting to convert into Primary Mortgage Institutions.  Whatever option a bank chooses to fulfil the requirements of the CBN, the financial system will be the ultimate beneficiary.

5.  
THE ROLE OF SEC IN ENSURING THE SUCCESS OF BANK CONSOLIDATION

The subject of this paper is how a smooth and hitch free consolidation process can be facilitated by way of mergers and acquisitions, what role is expected of the relevant regulators, especially SEC as well as the likely challenges.

CAMA 1990 defines a Merger as an amalgamation of the business undertakings or part thereof of two or more companies into one of the companies or a new company.  A fusion of interests, assets and management is implicit in this definition.  Similarly CAMA defines an Acquisition as the purchase of the shares of one company by another with the ultimate intention of acquiring a controlling interest in the company so targeted.  A Takeover as defined by CAMA is “the acquisition of one company of sufficient shares in another company to give the acquiring company control over that other company”.

There are specific laws that govern Mergers, Acquisitions, Takeovers and all forms of business combinations.  These laws are enshrined in Sections 591 – 593 of CAMA 1990, Section 7 of BOFIA 1991 and Part X, Sections 99 – 122 of the ISA 1999.  Section 591(1) of CAMA 1990 only provides for a merger scheme of two or more companies to be court sanctioned in terms of ordering separate meetings of the companies to approve the scheme.  But Section 591(3) also states that if “the scheme is approved by Securities and Exchange Commission, an application may be made to the court by one or more of the companies and the court shall sanction the scheme and when so sanctioned, the same shall be binding on the companies”.  In essence, the chief regulator of mergers and acquisitions in Nigeria is SEC.  However, the Central Bank of Nigeria must consent to mergers and acquisitions but only to the extent of the banking sector.  Section 7 of BOFIA 1991 with regards to mergers and acquisitions states:

“except with the prior consent of the Governor, no bank shall enter into an agreement or arrangement:-

a) which results in a change in the control of the bank;

b) for the sale, disposal or transfer howsoever, of the whole or any part of the business of the bank;

c) for the amalgamation or merger of the bank with any other person;

d) for the reconstruction of the bank; and

e) to employ a management agent or to transfer its business to any such agent.

Hence, all mergers and acquisitions schemes involving banks must be sanctioned by the CBN before its approval by SEC.  Inspite of the involvement of other regulatory bodies however, SEC has the overriding responsibility for approving all mergers and acquisitions schemes in Nigeria.  Section 99(2) of ISA 1999 says

“Notwithstanding anything to the contrary contained in any other enactment, every merger or business combination between or among companies shall be subject to the prior review and approval of the Commission”

According to Mobolurin (1999) “the object of the regulation of Mergers and Acquisitions everywhere in the world is principally two-fold: to ensure fairness to all those with legitimate interests in the transactions and to safeguard the economic interests of the society”.

It is in this regard that Section 99 (3) of the ISA 1999 empowers SEC to only approve an application for merger or acquisition if:

a. such acquisition, whether directly or indirectly, of the whole or any part of the equity or other share capital or of the whole or any part of the assets of another company, is not likely to cause a substantial restraint of competition or tend to create a monopoly in any line of business enterprise; or

b. the use of such share by voting or granting of proxies or otherwise shall not cause a substantial restraint of competition or tend to create a monopoly in any line of business enterprise”.

The role of SEC in the on-going consolidation among banks is both Regulatory and Facilitatory.  It must be recalled that the Vision of SEC is:

“To be Africa’s leading Capital Market Regulator”,

the Mission is
“To develop and regulate a Capital Market that is dynamic, fair, transparent and efficient to contribute to the nation’s economic development”.

The vision and mission thus capture fully the regulatory and facilitatory role of SEC.  The Regulatory role of SEC stems from the enabling law which empowers it to ensure that any Merger and Acquisition Scheme does not restrain competition in four key areas:

i. The product and product market:

SEC must be satisfied that the product on offer is not so distinct as to enable the producer have monopoly power to the extent that the cross-elasticity for the product is virtually zero within a particular geographical area.  This includes financial products offered by the banks.

ii. Market Share:

SEC must ensure that the identified products and services and the relevant market coverage are not substantially within the control of the merging companies as to restrain competition.  It thus reviews annual turnover figures of each participant in the industry and production capacities in every Merger and Acquisition application.

iii. Concentration

On ascertaining the market share of the merging companies, SEC then considers the level of concentration – the percentage of the total market controlled by the top two, four or eight companies – within the market/industry.  A highly concentrated market has four companies accounting for up to 75 per cent of the market.  SEC is unlikely to approve a Merger and Acquisition scheme between or among the top companies is such a market as it would restrain competition.  Approvals are more likely in unconcentrated markets where the concentration ratio of eight firms is less than 50 per cent.

iv. The Scheme of Arrangement

The Scheme of Arrangement in any Merger and Acquisition, which is a detailed disclosure document required under Section 591 of CAMA 1990, must be to the satisfaction of SEC.  An application must be filed with the court for leave to hold an extra-ordinary general meeting of the shareholders to approve the scheme.  Secondly, it must be disclosed to SEC if all or a part of the paid-up share capital of one of the companies would be exchanged, the assets, liabilities and undertakings of the two companies would be merged or not, and whether the acquired company would be dissolved without being necessarily wound-up.

Thirdly, a special resolution proposed of both companies at their respective court-ordered meetings must be passed.

Fourthly, the scheme document must be ratified by a majority representing ¾ in value of the paid-up share capital of the altered companies present, and voting either in person or by proxy at the respective court-ordered meeting.

Furthermore, in fully discharging its responsibilities to the investors and the market, SEC participates in and approves the allotment of shares to new investors in IPOs targeted at raising funds to achieve the CBN minimum capital requirement or to strengthen a bank’s bargaining position in subsequent Merger and Acquisition negotiations.

SEC also monitors all Mergers and Acquisitions between and among banks to protect investors against the interest of bank management which can sometimes be conflictual.

In essence, in discharging its regulatory function, SEC is driven by the desire, inter alia, to protect investors and the integrity of the capital market by ensuring fairness, transparency, a level playing competitive field and the orderly growth and development of the capital market.

In playing its facilitatory role, SEC promotes activities in the capital market that act as catalysts for successful bank consolidation in Nigeria.

In the first place, SEC continuously monitors the capital market to be assured of its capacity to absorb so many public offers in a relatively short period of time.  It may sometimes find it necessary to intervene in the spacing of stock offers in order not to stress the market and overheat the financial market.

Secondly, the Commission monitors post-merger integration to identify stress points and stressors in order to suggest ways of relieving them and avoid costly demergers and their attendant costs, effects and damage to investor confidence and the integrity of the market.

Thirdly, SEC, through the Code of Corporate Governance, encourages banks and other corporate entities to provide true and fair statements of their affairs always to leverage due diligence, to protect shareholders’ rights and privileges and to always act responsibly in order to improve value creation.

It is worthy of note that SEC has been in the forefront of creating the enabling environment for successful consolidation through the routine organization of workshops, seminars and capacity building programmes especially in the area of Merger and Acquisitions for the banks.  These are on-going programmes and a major strength of the Commission.

6.
BANK CONSOLIDATION: GENERAL CHALLENGES
When banks opt to achieve their objectives of meeting the minimum shareholders funds requirement imposed by the CBN through consolidation, several challenges will have to be faced and handled with utmost care by both the consolidating entities and the regulatory bodies.

From the point of view of the banks, the major challenges they will have to deal with are five fold.

Firstly, corporate consolidation which may be by way of mergers and/or acquisition may be resisted by management which fears the consequent loss of control and erosion of their powers.  Sometimes, this is not in the interest of the shareholders, but their decision to consolidate must be respected and effected by the board of directors.  

Secondly, there may be rigidities in bank ownerships that can block mergers.  Such rigidities may include a complicated web of cross-shareholding that bind banks to insurance companies, industrial groups and other banks.  These webs have to be untangled to successfully effectuate a consolidation with other banks.  

Thirdly, similarly, the question of market structure can pose problems especially in cases where the charters and Memorandum and Articles of Association of a bank specifically prevent mergers and take-overs.  Special extra-ordinary general meetings of shareholders will have to be convened to pass the necessary resolution vitiating such clauses.

Fourthly, some dominant banks may be tempted to force their smaller merger partners/acquisitions to assimilate/adopt their organizational culture.  Unfortunately, there is always an inherent natural resistance to cultural imposition which can create post-merger trauma.  What is required is a thorough pre-merger understanding of cultural differences and the development of appropriate integrative mechanisms before the merger is consummated.

Finally, consolidations often mean larger sizes, larger shareholder bases and larger number of depositors.  For a successful consolidation, banks must recognize the increased cost of maintaining several deposit accounts and the higher cost and complexity of servicing a larger number of shareholders.  The projected revenue stream from the consolidation must justify these additional costs.

The challenges of consolidation faced by the regulatory bodies as well as the banks are also daunting.  The first problem is the potential for job losses arising from mergers.  This implies that adequate safety nets and compensation packages for affected bank staff must be put in place by the merging banks before the actual consolidation.  The regulatory authorities, CBN in particular, should be assured of this arrangement before approvals are given.

The second challenge likely to occur is the possible disenfranchisement of the small depositor who may not be welcomed by the emerging mega-banks.  It is expected that the regulatory authorities will have mechanisms for protecting this vulnerable group through, for example, reducing the minimum deposit base to open a bank account.

Thirdly, consolidation and the emergence of highly capitalised mega-banks, may have tremendous concentration effects on the Nigerian Stock Exchange.  This can exacerbate market volatility and instability.  The Self-Regulatory Organisations (SRO) of the market and the SEC will be constantly monitoring the market for signs of weakness from this source in order to protect investors.

Fourthly, consolidation will create mega-banks that can threaten the competitive market space with monopolistic tendencies.  This is where the empowered regulatory authorities especially SEC would be particularly active to prevent such tendencies.  In addition, the NDIC and the CBN have to be constantly monitoring the activities and performance of the emerging mega-banks resulting from consolidation to prevent bank distress and failures.  This is particularly so in a new era where the failure of one bank might have catastrophic consequences for the financial system and the economy as a whole.

7.
CHALLENGES TO SEC

The Commission is charged with the responsibility of promoting and regulating mergers and acquisitions, and the current banking reforms as occasioned a flurry of activities in both the money and capital markets.  Going by the onerous role of the Commission in this exercise, it is expected to be faced with certain challenges.

Given the December 2005 deadline for compliance with the new minimum capital requirement for banks, the Commission will be faced with a surge in applications, requesting either to source funds from the capital market, or consolidate through mergers and acquisitions.  It is worthy of note however that the Commission is poised to meet with this challenge by putting in place all necessary capacity to attend to relevant applications as they arise.

Another challenge is in the area of compliance with regulatory requirements by applicant banks.  Despite the numerous enlightenment efforts by various stakeholders so far, a lot of the banks still do not fully understand what is required of them to enhance the success of their applications.  The SEC will therefore continue to educate the target audience and indeed the general public on requirements for public offers and mergers and acquisitions.

The Commission will also be faced with post merger integration issues and must undertake on-site post merger inspections to ensure that merging banks harmonise and integrate properly into each other, and that all affected personnel received their entitlements as and when due.  It must also be ensured that other proposals stipulated in the scheme documents are strictly followed such as settlement of liabilities to creditors, paying off dissenting shareholders as well as equitable allotment of shares and issuance of certificates to new shareholders.

On a final note, the Commission must continue to promote, through workshops, seminars and capacity building programmes, the concept of mergers, acquisitions and other forms of business combinations.  This will be done with the hope of the gains of synergy, healthy competition and technological advances which will invariably ensure the nation’s economic growth and development in a globalized world. 

8.
CONCLUSION

The SEC and other regulatory agencies have been empowered by the various laws and enabling Acts to regulate the financial system in Nigeria.  In the area of bank consolidation, the CBN has the responsibility of consent, while SEC has clear powers to consider and approve Mergers and Acquisitions.  However, the role of SEC is both regulatory and facilitatory.  While the first addresses fulfilment of the requirements of the enabling law, the latter is leveraging, supportive and energizing.  This paper has dwelt on both of these roles as well as the challenges faced by the Commission in the light of the reform process.  I hope in the process of discharging its responsibilities and performing its roles, the Commission would have contributed in making the on-going consolidation through Mergers and Acquisitions among Nigerian banks one of the most successful in the history of Mergers and Acquisition Schemes.
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