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FSD Kenya
Financial Sector Deepening
The Kenya Financial Sector Deepening (FSD) programme was established in early 2005 to support the development of financial markets
in Kenya as a means to stimulate wealth creation and reduce poverty. Working in partnership with the financial services industry, the
programme’s goal is to expand access to financial services among lower income households and smaller enterprises. It operates as an
independent trust under the supervision of professional trustees, KPMG Kenya, with policy guidance from a Programme Investment
Committee (PIC). In addition to the Government of Kenya, funders include the UK’s Department for International Development (DFID),
the World Bank, the Swedish International Development Agency (SIDA), Agence Française de Développement (AFD) and the Bill and
Melinda Gates Foundation.
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Acronyms
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Area-Based Institutional Capacity
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Association of Microfinance Institutions
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K-REP Development Agency

ARP
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KSh
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KFS

K-REP Fedha Services Ltd.

ASCA
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Community based financial organisations

KWFT

Kenya Women’s Finance Trust

CBK

Central Bank of Kenya

MFI

Micro-finance institution

CGAP

Consultative Group to Assist the Poor

MFMI

Micro-finance Management Institute

DFI

Development finance institution

MoCDM Ministry of Co-operatives Development and Marketing

DFID

Department for International Development

MSME

Micro, small and medium enterprises

DFS

Decentralised Financial Services project

MTO

Money transfer operator

EAGC

Eastern Africa Grain Council

NBK

National Bank of Kenya

FLSTAP Financial and Legal Sector Technical Assistance Project

NGO

Non-government organisation

FSA

Financial Services Association

PIC

Programme Investment Committee

FSD

Financial Sector Deepening Kenya

POS

Point of sale

GDP

Gross domestic product

ROSCA Rotating savings and credit associations

GOK

Government of Kenya

SACCO

Savings and credit co-operative

GSL

Group savings and loans

SME

Small and medium sized enterprises

G2P

Government to person

UN

United Nations

HSNP

Hunger Safety Net Programme

VCD

Video compact disc

IFC

International Finance Corporation

WOCCU World Council of Credit Unions

ILRI

International Livestock Research Institute

WRS

ICT

Information and Communication Technology

Warehouse receipts system
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Director’s note
A difficult year had been projected for 2009 following the shocks of the postelection violence the previous year, the global economic crisis and escalation in
key commodity prices. Early in the year it became apparent that food security
was again threatened by a severe drought. Inevitably agriculture performed
poorly. However the political solution reached in 2008 held and a number of
other sectors started to recover. The financial sector, something of a barometer
for wider business confidence, showed modest growth. Contagion from the
global financial system remained limited. Overall growth in gross domestic
product (GDP) for 2009 is projected at 2.5%. While far below the level Kenya
needs to reach in order to make substantial progress towards its national
development goals and especially the reduction in poverty it is a remarkably
positive result in the circumstances.
Against the backdrop of the continued challenging environment we present
our annual report to stakeholders. Positive developments continued to be made
during the year towards the goal of extending financial inclusion. Many of FSD’s
partners made significant progress although some were clearly impacted by
the various external shocks experienced by the country. This report sets out
the activities in which we’ve been engaged over the year and also provides
our commentary on the market developments we’ve seen. We hope it offers
a useful perspective. However it is also an important contribution to ensuring
that FSD remains accountable for what we do. We understand accountability to
be very much a two-way process. Feedback from our stakeholders on what we
present in this report or on our work more broadly, both positive and negative,
is essential to ensuring that we remain responsive to you. FSD’s work aims to
support the development of sustainable financial markets.
We strongly subscribe to the approach of ‘making markets work for the poor’.
The first section of this report provides a brief overview of how we tackle

this challenge. In the second section we offer our perspectives on recent
developments in Kenya’s financial markets and the impact on financial
inclusion. Following these two introductory sections, the report on our activities
is organised according to our three focal theme areas: (i) core financial system,
(ii) rural finance and (iii) expanding finance for growth. The formal financial
system provides the foundations for extending financial inclusion, whether
directly or indirectly and remains an important area of work for FSD.
As markets develop our work here is moving away from working with
individual retail providers to addressing the system as a whole. We have
sought to increase our more targeted work in the next two theme areas. The
rural theme aims to address the limited provision of services to lower income
households and enterprises across many rural areas in Kenya. Agriculture is a
major focus here. Our theme area on expanding finance for growth is largely
about developing finance to exploit the economic development potential
found in the small and medium enterprise (SME) segment.
FSD’s work is founded on partnerships. Although we work with partners in
a number of ways, all are founded on a shared commitment to the goal of
increasing financial inclusion. Ultimately any progress we have been able to
make towards our goals is entirely through the achievements of our partners.
During 2009 we continued to work with a range of organisations from the
private sector, civil society, government and development agencies. In the
table below we list those with whom we have worked directly. Inevitably it
is abbreviated and omits many with whom we interacted indirectly in various
ways.
David Ferrand
Director

Table 1: FSD’s direct partners in 2009
Government/ regulators
Ministry of Finance
Ministry of Co-operatives
Development and Marketing
Central Bank of Kenya
Ministry of Home Affairs
Ministry of Agriculture
National Cereals and Produce Board
(NCPB)
Insurance Regulatory Authority
Ministry of Industrialisation
Ministry for the Development of
Northern Kenya
Kenya Bureau of National Statistics
State Law Office (Office of the
Attorney General)
Kenya Meteorological Department

Financial service providers
FINA Bank
Equity Bank
Kenya Women Finance Trust
Faulu Kenya
K -Rep Fedha Services
Kenya Post Savings Bank
Blue Shield Insurance
APA insurance
Co-operative Insurance Company
ABC Bank
Commercial Bank of Africa

Non-profits/ industry
associations

Consultants

Development partners

Kenya Bankers Association (KBA)
Association of Micro-finance
Institutions (AMFI)
East Africa Grain Council (EAGC)
Kenya Gatsby Trust
CARE Kenya
Unitus
International Livestock Research
Institute (ILRI)
Mediae
Plan International
Microfinance Management Institute
(MFMI)

DAI
ShoreBank Consulting
Genesis Analytics
Investeq Capital
Bankable Frontier Associates
MicroSave
Oxford Policy Management
Accenture Development Partnerships
(ADP)
Synovate

DFID
SIDA
World Bank
AFD
CGAP
FSD Tanzania
FinMark Trust
World Council of Credit Unions
(WOCCU)
Financial and Legal Sector Technical
Assistance Project (FLSTAP)
IFC
Rockefeller Foundation
Bill and Melinda Gates Foundation
USAID
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David Ferrand
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DFID-CGAP Joint Financial Sector Specialist,
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Head, Rural Finance

Michael Mbaka
Project Manager,
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James Kashangaki
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Bilha Maina
Project Manager,
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Michael Njeru
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Benson Ngao
Finance & Administration Manager
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Office Assistant
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FSD’s approach: building markets
The importance of the financial system to economic development is well
understood and Kenya’s long- term plan for national transformation, Vision
2030, identifies it as one of six priority sectors under the economic pillar.
Although Kenya’s financial sector is the most developed in the region, it is far
from achieving its full potential. Notably, despite the marked expansion of the
retail industry in the recent past, the financial sector in Kenya has only met a
modest fraction of the growing need for services from poorer households and
small and medium enterprises.
Credit plays a vital role in supporting growth among businesses of all sizes,
from large to small, and across all sectors from agriculture to services. Smaller
enterprises are particularly important for poverty reduction, given the direct
impact of such businesses – especially in the agricultural sector – on the
livelihoods of poorer people. However, the importance of financial services
goes beyond credit. Secure savings rank among the most needed financial
services by poorer households, allowing them to reduce their vulnerability to
fluctuations in cash flow, cope with emergencies and accumulate funds for
investments in the household or productive opportunities. A broad range of
financial services can make a difference for the poor, encompassing credit,
savings, investment, money transfers and insurance.
FSD takes a strongly market-based approach to financial sector development.
Evidence from a diverse range of institutions in Kenya and globally shows
that financial services can be provided profitably to low income markets and
smaller enterprises. The essential challenge in developing pro-poor finance is
in opening up these markets.

A broad range of financial
services can make a difference for
the poor, encompassing credit,
savings, investment, money transfers
and insurance.

Opportunities and constraints to market development may exist at a number
of levels.
 At the macro level, government policy, legislation, regulation and
supervision set the basic framework within which markets operate. An
effective and enabling environment reduces the costs and risks of doing
business, and so helps to make financial services accessible for lowerincome clients.
 At the other end of the spectrum, at the micro level, it is retail providers
who actually deliver services, from investment banks to village banks.
Developing practical know-how among financial institutions is at the
heart of market development. Frequently, the lack of experience and
technical expertise or the risks faced in entering and developing an
unfamiliar market deter financial institutions from expanding into new
client segments.
 Between these two levels, at the meso level, are industry and sector
services on which retail providers depend, encompassing such areas
as audit, training, IT services, credit reference, marketing, research and
consultancy. All of these are vital to the sector’s efficient functioning.
Building the capacity and know-how among relevant service providers
to the industry can enhance market development.

Figure 1: The structure of financial markets

Macro-level::
the enabling environment
Meso-level:
industry/sector supports
Micro-level::
retail providers
retail
providers
TRANSACTIONS
TRANSACTIONS
eg: banks, MFIs,
insurers
eg: credit reference, business
eg: credit
reference,
business
services,
research
services, research

eg: policy, legislation,
regulation, supervision
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FSD Strategy 2008 - 2010
FSD’s vision for financial sector development is strongly consistent with that
elaborated in the Government’s Vision 2030. Our current strategy covers a
three year period from 2008 to 2010. The defined objective is to improve the
capacity of Kenya’s financial sector to meet the needs of poor rural and urban
households, micro, small and medium enterprise (SME) on a sustainable basis.
Given the size of the challenge faced in tackling the development of financial
inclusive markets it is natural to ask whether FSD should seek to prioritise its
activities to focus on those which directly and immediately increase inclusion.
However our view is that there are no short-cuts in market development which
is necessarily incremental and requires support for successive stages in a longterm process. Unless all layers of the market – at the macro, meso and micro
levels – are effectively developed there is a strong risk that the sustainability
of moves to build greater outreach will founder. Recognising considerable
uncertainty over the future path of Kenya’s economy, the strategy considered
financial sector development in the context of four medium term potential
growth scenarios. These ranged from robust recovery and dynamic market
based growth to a retreat to financial repression and economic recession.
Although the impact of FSD’s work will necessarily be severely attenuated in
the worst case scenario, the strategy positions our work to respond to changing
circumstances.
Four strongly interlinked factors were identified as the likely market drivers
of change in financial inclusion in Kenya: demand side factors, competition,
efficiency and new technology. Understanding how these are likely to impact
on the market is essential to identifying FSD’s future strategy. FSD’s approach
is not about directly building the supply of pro-poor financial services but
looking to influence the dynamics of future market development to deliver
those services. Based on this analysis seven key challenges were identified for
the three years of the strategy: (a) strengthening the demand pull from better
informed and protected consumers, (b) pro-access policy and regulatory
reforms, (c) formal sector consolidation to improve effective competition
between strong players, (d) bridging the skills gap in the financial sector, (e)
closer integration between players to maximize the efficiency of the sector as
a whole, (f) strengthening semi-formal community based financial systems
which reach the more remote and poorest, and (g) strengthening credit risk
management especially to address agriculture and growth SMEs. The strategy
positions FSD in the context of these emerging new market development
challenges.

Focal themes during 2009
In order to effectively adjust direction FSD’s previous five current themes
were rationalised into three with the aim of also creating space for
potential new activity in the future.
Core financial system

The future development of the formal financial system remains central
to the achievement of FSD’s objectives. In FSD’s earlier work in this area
under two theme areas (building core capacity and development of the
payment system) there had been strong emphasis on the retail level.
This theme area consolidated these earlier two themes and addresses the
development of the formal financial system as a whole. It is gradually
evolving towards an emphasis on market infrastructure and away from
working directly with market players.
Rural finance

Kenyans in rural areas are less than half as likely to use banking services
as those in the urban areas. It is clear that constraints to rural finance
remain at the retail, industry and policy levels. FSD’s previous work in
this area had been covered by two themes: strengthening semi-formal
rural delivery channels and agricultural finance. Both aspects continue
to be relevant. Looking for greater integration between developing new
delivery channels and new products will increase impact. Interventions
will be needed here at both the retail and industry-wide levels.
Innovation in particular demands working with individual retail players.
Meanwhile scaling up - especially service provision based on systems
of large numbers of small community based organizations - requires a
more industry-wide approach.
Finance for growth

Inclusive or shared growth is a major priority for the Government of
Kenya and is closely linked to the SME sector. Although comprehensive
data on access to finance by SMEs has yet to be produced the evidence
indicates that constrained access to appropriate finance is significant
and a hindrance to the growth and development of SMEs in Kenya.
There are also strong indications that women entrepreneurs face greater
obstacles in obtaining finance than men. FSD’s work in the finance for
growth theme area has shown considerable promise and remains highly
relevant.
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Financial inclusion in Kenya

In the context of this weakening in economic performance, it is not surprising
that the performance of the financial sector showed continued signs of
weakness. Growth of financial sector GDP was modestly down on the previous
year while overall profitability of the banking sector continued the downward
trend from the high attained in 2007. The sector however continued to show
robust growth in assets and deposits (figure 2 and figure 3).
In the context of the global financial crisis, inevitably questions were raised
over the stability of the Kenyan banking system. While important not to be
complacent - especially during a slowdown following a period of rapid growth
- there are few signs yet of a resurgence of the non-performing loan problem
which plagued Kenya’s banking system in the 1990s. Non-performing loans as
a percentage of total gross loans in the banking sector were slightly lower in
2009 than in 2008 continuing the improving trend (see figure 4). Furthermore
the banking system remained strongly capitalised, well above regulatory
requirements and international norms, and positioned to absorb a sustained
moderate economic downturn (see figure 5).

Figure 2: Financial sector growth and bank profitability
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Figure 3: Growth in bank assets and deposits
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Figure 4: Banking sector: non performing loans
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The price of financial services in Kenya continues to attract considerable public
interest and the attention of policy makers. In previous years there had been
expectations that growing competition within the financial system would
result in a reduction in interest rates. A downward movement in spreads
seen in the second half of 2007 was reversed during 2008 and continued a
slow upward trend throughout 2009 as shown in figure 6. This is perhaps
unsurprising given the political and economic shocks experienced over the
period. However interest rate spreads have now been maintained in a band of
between 8-10% for five years showing few obvious signs of price competition
in the market. However interest rate spreads provide only one measure of
pricing in the banking system which may be influenced by a variation in
portfolio composition. Transaction costs as a percentage of overall transaction
size are likely to be higher for lower income and smaller-scale businesses.
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Political uncertainty, a crippling drought and an international financial crisis
were all factors that weighed on the financial sector during the year. The
drought and poor planning for this contingency saw food prices rise fuelling
broader inflation fears. A number of Kenya’s primary exports, notably tourism,
cut flowers, horticulture and coffee experienced a slow down following
the drop in demand given the serious recession in some of their major
European and North American markets. This had a second round impact,
eroding government taxation revenues. Declining inflows and an ambitious
Government budget which included a fiscal stimulus plan to counter the
effects of the global slowdown resulted in a widening of the budget deficit. As
the government borrowing requirement expanded credit markets came under
increased pressure. GDP growth for the year is expected to rise only fractionally
to 2.5%/. While an impressive result in the circumstances it is still far below
the rate required to meet the ambitious targets set out in Kenya’s long term
development plan, Vision 2030.
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Figure 6: Interest rates

could result in a widening of spreads without necessarily implying any lack
of competition. Furthermore a significant proportion of the revenue of many
banks derives from fees. The CBK/FSD survey of bank charges looks to compare
consumer prices over time. Data shows that for the typical user the weighted
average cost of operating a bank transaction account decreased by 45% in the
period from the first quarter of 2007 to the final quarter of 2008. Fresh data is
required to determine whether this trend continued through 2009 or indeed
even if the price improvement was sustained.
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Falling exclusion
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Despite the challenging environment, results from the FinAccess 2009 survey
undertaken in the first quarter of 2009, showed a strongly improving picture
on financial inclusion. Comparing results from FinAccess 2006 (undertaken
in the third quarter of 2006), financial exclusion decreased markedly, as
illustrated in the access strand shown in figure 7 below. The level of exclusion
- that is people using no financial services at all - has reduced from over 38%
to just below a third of the population. This 5.7% drop represents a reduction
in the excluded population of 15% in just two and a half years.
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Figure 7: Financial inclusion in Kenya

$+-,"#

%!!)#

*-("#

%%-)"#

%!!,#

!"#

&(-%"#

$*-,"#

&+-'"#

%)-+"#

&%-*"#

$!"# %!"# &!"# '!"# (!"# )!"# *!"# +!"# ,!"# $!!"#
./0123#

./0123#/4560#

789/0123#

:8;28<6=#

The access strand below shows the type of financial services which people
use. The formal category includes all formally regulated financial institutions
and the Kenya Post Office Savings Bank (KPOSB). Formal other covers savings
and credit co-operatives (SACCOs), micro-finance institutions (MFIs) and
money transfer operators (MTOs). The distinction is based on the impact of
regulation on what services an institution may legally offer. Only licensed
banks, SACCOs and MFIs are permitted to accept deposits from the public.
The informal category encompasses a wide range of institutional types. This
ranges from the simplest merry-go-rounds or rotating savings and credit
associations (ROSCAs), through various more sophisticated group based
financial organisations to community based organisations such as financial
service associations (FSA) which are essentially village banks.

%!"#

The service provided varies with the sophistication. ROSCAS only provide a
very simple and inflexible mechanism to save and borrow among a relatively
small group of members. FSAs on the other hand now provide a range of
credit, savings and money transfer products. Interestingly people in Kenya
commonly make use of a combination of services. The diagram below assigns
people according to the most formal service they use. Thus someone with
a bank account who is also a member of a ROSCA is classified as formally
included. It is frequently found that people are able to meet their financial
service needs more effectively by a combination of services rather than relying
on one provider.
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Sustained rapid retail growth

Figure 8: Usage of different financial services providers
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The market continues to be dominated by two players: Equity Bank and
Safaricom. The former has maintained its rapid expansion with over 4.0m
accounts by the year end - over half the total number in the banking system.
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Figure 9: Equity Bank - number of deposit accounts

Meanwhile the explosive growth in use of Safaricom’s M-PESA money transfer
system was sustained, entrenching its position as the most widely used
financial service in Kenya.
There is still no other banking institution which has client growth approaching
that of Equity. Given the sheer numbers its growth rate has now started to
reduce - last year’s growth was approximately 37% compared with nearly
60% in 2008. However in a single year it has added more customers than
the total number of accounts held by its nearest rival. Family Bank continued
a strong expansion strategy with the launch of a new low-income oriented
transaction account without ledger fees (“Mwananchi”). Kenya Commercial
Bank (KCB) finally launched its formal move into the micro-finance segment
with a transaction account and loan product targeting smaller businesses.
A number of larger network banks have also continued expansion over
the year. These are Barclays, Co-operative, National and of course Family.
Meanwhile K-Rep has a difficult year and lost market. There are clear signs
of consolidation now appearing in the retail banking market. The expansion
has been accompanied by another year of strong growth in delivery channels
with the number of branches in the country growing by 12%. The number
of branches per capita has finally overtaken the previous peak since in 1997
before a widespread industry trend to rollback branch infrastructure which
only started to be reversed in 2006. However with just over 2.5 branches per
100,000 people, Kenya remains with a relatively sparse financial infrastructure
by international standard - within the bottom quartile. Expansion of ATM
networks has continued to grow strongly during the year with few signs of a
slackening in the pace of deployment. However at only 4.7 ATMs per 100,000,
again the penetration remains low by international comparison.

Figure 10: Bank branches
%&!!#

'"!!#

%!!!#

&"$!#

*!!#

&"!!#

)!!#

%"$!#

(!!#

%"!!#

&!!#

!"$!#

!#

!"!!#
%++(# %++$# %++)# %++,# %++*# %+++# &!!!# &!!%# &!!&# &!!'# &!!(# &!!$# &!!)# &!!,# &!!*# &!!+#

FinAccess provided some more reliable indicators on development in the
Savings and Credit Co-operatives (SACCOs) sub-sector. These figures confirmed
the fears arising from field experiences. The SACCOs have experienced a 31%
loss in market share over the last two and a half years (between the two
FinAccess surveys); in 2006 13.1% of the adult population used SACCOs, but
by 2009 it had fallen to 9.0%. This amounts to a decrease in absolute numbers
of active users from an estimated 2.3m to 1.7m members. Interestingly
FinAccess data does not suggest that the loss of membership of the SACCOs
is primarily due to clients moving to the banks - rather the implication is that
people are no longer using either a SACCO or a bank.
By contrast the FinAccess data shows that the MFI sub-sector is coming of
age. Market share doubled from a level of 1.7% in 2006 to reach 3.4% by
2009 - an impressive growth rate albeit coming from a low base. Although
comprehensive supply-side data is still not available, looking at the data from
the larger institutions suggests that the top three have approximately 70%
market share. Over 2009, the growth rate in client numbers of KWFT (the
largest) was 41% while Faulu reported 38%. By contrast the average growth
rate of the smaller MFIs was only 18%.
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Figure 11: ATMs
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Figure 12: M-PESA usage
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The explosive growth of
mobile phone based services
continued in 2009.
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M-PESA’s growth clearly remains an extraordinary success story and has
attracted enormous international attention. An early impact study undertaken
by FSD in conjunction with CBK and the Consultative Group to Assist the Poor
(CGAP) showed a very positive response from users to the product, helping to
explain its exceptional growth. Of the other three mobile phone providers, Zain
re-launched its system, which has much of the same functionality of M-PESA
although starting with the potential to link to a bank account (with Standard
Chartered). Although Zain offered aggressive pricing and claimed to have
created a network of 3,500 agents with 400,000 subscribers, aggregate usage
of the system is dwarfed by M-PESA. The total volume transferred by M-PESA
in the year to June 2009 was KShs 317.6bn against KShs 0.8bn by Zain.
Towards the end of the year the fourth provider, Essar Telkom (operating the Yu
brand) launched a mobile money transfer service in partnership with the US
based mobile payment provider, Obopay. This offers a similar basic service as
M-PESA. Orange meanwhile puts its planned launch on hold citing technical
problems in the system’s development. These rival systems will struggle to
compete with Safaricom which has over 75% market share in the mobile
phone market and has built a strong network of agents (whose contract
with Safaricom also locks them exclusively to M-PESA). Kenya Commercial
Bank (KCB) launched its own new mobile product which is planned to link
to M-PESA.
The growth in M-PESA’s user base has been accompanied by a huge increase
in the agent network which provides the basic cash-in and cash-out for the
system. With 15,216 agents nationwide by the end of the year, M-PESA has
the most extensive reach of any financial service provider. This could be an
immensely significant element in improving access. In the survey of Sept/
Oct 2008 (at which point there were only a third of the number of agents
reported at the year end), on average the closest agent to respondents was
reported to be reachable in just less than 12 minutes and at a transport cost
of approximately KShs 15. By contrast FinAccess data showed that the nearest
bank branch for around 60% of the population would take over 30 minutes and
cost more than KShs 50 to reach. Although of varying importance according
to livelihood and associated degrees of mobility, it nevertheless highlights the
significance of proximity to overall transaction costs.
Industry level developments
There were only a few significant developments noted at the industry or mesolevel during the year. No major advances in financial market integration were
noted, perhaps unsurprising in the context of a year characterised by political,
social and economic uncertainty. A survey of the business services market
undertaken by FSD early in 2009 revealed a stronger degree of satisfaction
with the availability of business services than expected. This was repeated
in the follow-up survey undertaken early in 2010. The findings contrasted
with earlier anecdotal evidence which suggested that quality is often weak
presenting major challenges to the outsourcing of non-core services. Whether
this reflects strong service or low expectations will need to be explored
further.
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There have been some signs of interest in improving integration of the payments
system from a few players but no tangible results as yet. Policymakers have
indicated a growing interest in this subject given its potentially far-reaching
impact on costs across the financial system. Work is needed to frame policy in
this area and some preliminary research and analysis is expected soon. In an
interesting innovation during the year, M-PESA linked up with the independent
automated teller machine (ATM) network, PesaPoint, allowing customers to
withdraw cash from their M-PESA accounts at ATMs.
There were promising signs of increased dynamism in Information and
Communication Technology (ICT) provision to the financial sector. One provider
launched an outsourced solution targeting SACCOs and MFIs. If effective this
could provide a major step forward in improving effective automation of
smaller institutions, improving their competitiveness. The communications
infrastructure necessary to support outsourced back-office service provision in
Kenya is starting to improve dramatically with the development of a national
network of fibre-optic for internet backhaul already partially completed and
the three largest mobile phone operators (Safaricom, Zain and Orange) already
providing ‘last mile’ wireless connection to a growing number of rural areas.
Other players are also set to enter the market for ‘last mile’ with the competing
WiMax technology which promises to provide significant geographical cover
at relatively low infrastructure cost.
Policy and legal framework
2009 saw continued progress on the implementation of regulatory frameworks
for deposit-taking MFIs and SACCOs. The first licence was granted to Faulu
under the Microfinance Act and it opened its first deposit taking branch. KWFT
continued to work on meeting the outstanding requirements, highlighting
the challenges posed to even a relatively sophisticated institution. A joint
government-industry taskforce on SACCO regulation was formed early in the
year and produced draft regulations and an initial plan for the establishment
of the new SACCO Societies Regulatory Authority (SASRA). The board was
appointed and there is a clear commitment from the Minister of Co-operatives
to move towards implementation of the new framework as quickly as possible.
There will be challenges in developing sufficient capacity in the new regulator
to introduce the new regime to a sub-sector which has had relatively little
effective oversight for many years.
Some uncertainty remains over the status of the non-deposit taking MFIs and
SACCOs. Many non-deposit taking MFIs take compulsory savings – a position
which probably puts them in breach of the Microfinance Act. The SACCO
Societies Act, 2008 clearly defines deposit taking. Nevertheless communicating
the difference between a deposit taking and non-deposit taking SACCO will
nevertheless probably continue to be muddied by the use of the terms ‘front
office savings activity (FOSA)’ and ‘back office savings activity (BOSA)’ which
the SACCO movement has used for some time. Legally the critical issue is
whether the deposit is able to be withdrawn on demand by a customer, not

where it is nominally domiciled in the SACCO. A majority of MFIs and SACCOs
are expected to continue as non-regulated institutions, though in aggregate
they are likely to contribute significantly less than the relatively few, licensed
deposit takers.
In relation to the banking sub-sector work on implementation of credit
information sharing made progress during the year with a roadmap
developed for the process. Piloting across commercial banks is expected early
in 2010. While the process has been prolonged it has now acquired a clear
momentum.
Perhaps the most significant development of the year was the amendment of
the Banking Act to allow banks to use agents. The CBK has moved very swiftly
to develop regulations, producing a first draft by the end of the year following
a study commissioned by FSD and a study tour supported by the Alliance for
Financial Inclusion (AFI). Two options were proposed: a market based – largely
leaving risk control to market signals or a systems approach – looking to assess
risk from the level of agent networks as a whole. Either would significantly
reduce compliance costs compared with the current orthodox approach
to channel regulation involving direct approval of every outlet. The latter
would seriously hamper the potential extent of agent networks and speed
of deployment. CBK has indicated its desire to encourage greater outreach
through the use of this channel and to minimise the compliance burden within
the constraints of controlling risk and protecting clients. Although hard data
is difficult to obtain on the likely marginal cost of delivery on the institution
side, compared with a conventional branch channel the expectation is that it
will offer significant cost savings. As noted above the availability of points of
presence closer to rural clients could results in considerably lower transaction
costs.
A government/CBK audit of the M-PESA system at the beginning of the
year, supported by the findings from the CBK/FSD study, gave M-PESA a
clean bill of health from a regulatory perspective and silenced calls from the
banking industry for regulatory action. Nevertheless it increased pressure for
the introduction of an appropriate regulatory framework. The long awaited
National Payment Systems bill is anticipated to move forward during 2010
to provide the necessary legislative framework. Work has already started on
developing the necessary regulations under the new legislation.
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Developing the core financial system
Increasing financial inclusion depends heavily on the formal financial sector
through either direct retail provision or indirectly by helping strengthen the
offer from semi-formal and informal providers. Under this theme area FSD
has worked in a variety of ways to encourage the development of the core of
Kenya’s financial system towards greater inclusion. Our partnerships with the
Government and industry regulators have sought to help shape policies, laws
and regulations to maximise the impact on increasing access in the context of
maintaining sector stability and efficiency. At a sectoral level we have worked
with industry associations and other players to encourage the growth of
industry infrastructure necessary to support pro-access institutions. While our
focus is increasingly at these broader levels, we continue to work directly with
a small number of financial institutions where there is potential for a wider
impact on the sector.
Market information
Formulating effective policy, law and regulation depends on a good
understanding of how markets are actually developing in Kenya, where
progress is being made and where there are constraints. In the context of a
market based approach, it is as important to know both when to intervene
and when not to, where markets are working. Market information is equally
important to players in helping to identify potential new opportunities in the
market. Working closely with CBK and other stakeholders from the public and
private sectors involved in the Financial Access Partnership, FSD has continued
to support the development of the FinAccess survey. Last year saw the
completion and launch of the second national demand side survey, FinAccess
2009. The results provoked strong interest across the sector, offering detailed
data on the development of access over the last two and a half years. Headline
figures showed strong gains over the period, demonstrating the success of
a market based policy and the impact of effective investment by financial
institutions. The results also pointed to considerable challenges. While initial
analysis of the data was completed during the year, the datasets provide a
rich resource now being used by a number of researchers both in Kenya and
internationally. Less progress was made on the supply-side mapping work.
Although options have been identified for developing reliable, systematic
ways to increase the capture and analysis of data, a number of constraints
impeded the implementation process. Working closely with its partners, FSD
intends to redouble its efforts in this direction in the coming year.
Developing a longer term vision

An appropriate policy, legal and regulatory framework plays a major role in
facilitating greater inclusion. We worked with the government and regulators
closely throughout 2009.

Over the last ten years Kenya’s financial landscape has changed dramatically.
A wider range of better financial services are now reaching more Kenyans than
ever before. There have been a number of factors responsible for these changes
including developments in the wider economy, policy and regulatory reforms,
increased competition and new technology. The next ten years could see even
greater change. With the promise of reduced transaction costs and a huge
expansion in geographical reach, access to the financial system could increase
enormously. But there are many potential pitfalls on the way. In order to help
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develop a clearer common understanding of the possible futures for the retail
financial landscape in Kenya, CBK and FSD launched a scenario building process
involving leaders from the financial and related sectors. Linking to a similar
global exercise led by the Consultative Group to Assist the Poor (CGAP) and
DFID, the process seeks to address the question: ‘How can government and the
private sector most affect the uptake and usage of branchless banking among
the un-served majority in Kenya by 2020?’ The process is due to complete
during 2010, including the dissemination of the conclusions reached.
The regulatory framework
Following the passage of a new law to regulate SACCOs in late 2008, the
effort switched to developing the required regulations and moving towards
the establishment of a new Sacco Societies Regulatory Authority (SASRA).
FSD provided support to the joint Government-industry Task force established
to undertake this work. By the end of the year a full draft of the regulations
had been produced and the Government had appointed SASRA’s board. CBK
moved forward on implementation of the new regulatory framework for
deposit-taking micro-finance institutions (DTM), licensing the first institution
– Faulu DTM. A letter of intent was provided to a second institution – Kenya
Women Finance Trust (KWFT). The industry association, AMFI, convened a
workshop with FSD’s assistance, to share the lessons from these pioneering
transformations with other MFIs.
Amendments to the Banking Act allowing banks to make use of agents were
included in the 2009 Finance Bill which passed into law at the end of the
year. In order to guide the development of new guidelines to regulate the
use of agents under the legislative amendment and re-examines the role
of branches, CBK and FSD commissioned a study into the policy options for
future regulation of commercial banking channels. This work looked carefully
at relevant evidence from around the world, examining the overall impact on
access and risk of various approaches and the way in which oversight has been
implemented.
Increasing financial capabilities
There is growing recognition of the importance of the demand-side to propoor market development. Simply making more appropriate financial services
available does not inevitably lead to positive impacts on people’s livelihoods.
Users must be able to make good, well informed choices. Evidence from
FinAccess 2009 showed that many people in Kenya lack understanding of even
basic financial concepts. The Financial Education Partnership (FEP), launched
the year before with encouragement from FSD, seeks to build the financial
capabilities of Kenyans through appropriate financial education initiatives
(discussed in more detail in box 1).
Making the right choices also depends on having the right information on
financial services. Easily understood information on pricing is crucial. At
present Kenya lacks a standard interest rate measure to allow ready comparison

Amendments to the Banking Act in the 2009 Finance Bill which passed into
law at the end of the year allows banks to use small shops, petrol stations,
pharmacies and other retail outlets as agents. This could have a dramatic
impact on improving access to financial services, especially in rural areas.
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of competing offers and determination of affordability. With FSD assistance,
a joint CBK and Kenya Bankers Association (KBA) taskforce commissioned a
study to determine a potential standard for credit interest rates. This study
established that the most accessible approach was a combination of the total
cost of credit (TCC) and a repayment schedule (RS). By contrast the annualised
percentage rate (APR) familiar in other markets was found to be more difficult
for consumers to grasp. Implementation will be the challenge over the
coming year. An earlier survey of the cost of bundles of banks services pricing,
produced through a partnership between FSD and CBK, aims to provide easy
to understand information for consumers. Although the information is readily
usable by consumers the results are reaching too few consumers and improved
dissemination will be needed before the survey is restarted in 2010.
Leveraging social protection
Kenya has recently introduced a number of pilot social protection programmes.
Small regular social grants or payments to the poorest and most vulnerable
are increasingly recognised as a key tool in the fight against extreme poverty.
Delivering these small value social protection payments safely and cost
effectively presents major challenges. FSD took on responsibility for the
management of payments under Kenya’s new Hunger Safety Nets Programme
(HSNP) funded by UKaid from the DFID. The programme started the piloting
of cash transfer payments to poor and vulnerable households across northern
Kenya. FSD selected Equity Bank to provide the payment services to the HSNP
through a competitive process. Payments to recipients are being made through
a network of agents with point of sale devices (POS) in a convenient location
for the recipients. These HSNP pay points are typically local shop keepers who
have cash available from day-to-day business activities. Where there is no
power a solar panel is used to charge the POS device. The payment recipients
are issued with cards to access their payment. Agents simply swipe the card
through the POS device which then validates the identity of the bearer with
a fingerprint scan. Once confirmed cash is paid out from the till of the agent
who immediately receives a corresponding credit to their account with Equity.
Payments of KShs 2,150 are made every two months to participants in the
programme. By the end of year, 24% of the target 60,000 recipients had been
enrolled in the scheme, served by a network of 38 agents against an eventual
target of 120. The success of the scheme is demonstrating the potential of the
financial sector to solve the payments problem in one of the most challenging
areas of the country. With the planned expansion of social protection in Kenya
there are potentially huge synergies with financial sector development. Using
the financial sector to deliver payments is more than an effective way to
provide payments. Other financial services can be offered to both recipients
and non-recipients. This is especially important in marginal areas which may
not otherwise be viable for financial institutions to serve.
Communities in the north of Kenya are benefiting from a new social
protection scheme. Delivering the payments through the financial system
provides an efficient payments solutions and builds access for others.

Direct retail capacity support
As the market develops FSD aims to gradually reduce its level of direct support
to institutions under the core financial system theme in favour of industry wide
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initiatives. Nevertheless we have continued our work with a small number of
strategically significant institutions which offer the prospect of expanding or
consolidating financial service provision to very large numbers of clients.
FSD has been working with Kenya Post Office Savings Bank’s (KPOSB or
Postbank) on the development of its new business model. Under the new
model the bank moved from its traditional passbook based savings account
to a card based account. All Postbank branches have been equipped with
point of sale devices enabling customers to access their accounts at any outlets
using cards resulting in a dramatic improvement in the speed and efficiency of
service. Simultaneously Postbank has been able to eliminate its monthly ledger
fee - a feature of its old account which many clients disliked and presented a
cost barrier to those on a low income who only seek to transact occasionally.

All Postbank branches have been equipped with point of sale devices enabling
customers to access their accounts at any outlets using cards resulting in a
dramatic improvement in the speed and efficiency of service.

Box 1: Financial Education
The Financial Education Partnership continues to thrive and grow in membership with 64 organisations now actively participating in meetings up from the original
thirty three (33) organisations. Members are represented by a taskforce which met a total of 13 times during 2009. While private sector institutions continue to
play a major role in the partnership, during the year, all four financial sector regulators joined and actively participated in the project. The Central Bank Governor
was nominated by members to champion financial education in Kenya. In the month of May, the financial education website www.fepkenya.org was launched
as a communication platform between members and the project secretariat. The website contains information to assist members in developing financial literacy
programs.
Globally, there is insufficient evidence on which methods work best to effectively communicate financial education messages to consumers. The scoping study
undertaken prior to project implementation indicated the need to test different methods through pilot communication channels. The objective is to test the
effectiveness of financial education in influencing positive changes in consumer behaviour. The aim is to build a strong evidence base for a national financial
education strategy for Kenya. Through joint funding from FSD and DFID’s Africa-wide Financial Education Fund (FEF) four projects have received grants. These
are:
i.

Community-based training: an initiative by the MFI, Faulu Kenya will develop a network of 180 community trainers with the aim of reaching 75,000
consumers in the western and coast regions;

ii.

Television drama: Makutano Junction, a popular TV series developed by Mediae and aired on Citizen Television for an estimated 8 million viewers with
messages on savings, use of banking services, debt management and financial planning;

iii. Formal education: introducing financial education messages into 142 primary schools in Kisumu, through training of teachers by Plan International; and,
iv. Youth peer-to-peer learning; reaching youth with financial education messages by training university students in relevant material under a partnership
between Equity Bank and Kenyatta University.
In order to better understand Kenyan’s financial capability, a questionnaire was embedded in to the FinAccess study. A baseline report looking at the findings in
depth will be published shortly. Progress will be measured by the results from the next round of FinAccess, planned for 2011.
The partnership is also overseeing the implementation of a diagnostic study on consumer protection in financial services in Kenya. The study aims to establish
the critical issues that affect consumers in accessing financial services. The study is championed by the Ministry of Finance with technical support from FSD Kenya
and CGAP. Regular consultations are being undertaken with the partnership to provide guidance to the consultancy team and ensure that the study is strongly
informed by the insights of stakeholders. The results are due to be published during 2010 and aim to support the development of appropriate policy and any
required legislation and regulation. A key challenge is maintaining proportionality; balancing the desire to protect consumers with the additional costs which
might undermine access.
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Over 2009, with support from FSD, Postbank has been looking to consolidate
the gains from this new model, realigning the organisation behind it and
reaping the efficiency gains. Research data suggests that the bank provides
savings services to an income group poorer than that of any other large-scale
formal provider in Kenya. Its new model positions it for significant growth over
the next five years.
The new regulatory framework of micro-finance will allow transforming
MFIs to significantly expand their market, offering savings services to their
clients and competing with downscaling banks. FSD has been providing
technical assistance to two of the leading MFIs in Kenya, Kenya Women
Finance Trust and Faulu Kenya, to prepare for licensing and entry into the

Table 1: Core financial system: Project activity

			
Project

deposit taking business. Transformation from a credit only model to full
financial intermediation and accepting deposits has involved a major shift in
the business model and operations of both institutions. During the year Faulu
successfully completed all the licensing requirements and started operations
as a deposit taker. It has already managed to grow a significant deposit taking
portfolio. KWFT completed all the major requirements and preparations to
launch in the first half of 2010. Many challenges were experienced by both
on the road to transformation, some anticipated, others not. A major aim for
FSD, and indeed its two partners here, is to share the experience with other
MFIs looking to follow the same route. For some it may help in avoiding some
of the pitfalls, for others it may raise questions as to whether transformation is
indeed the right path for them.

Partners

Objective

Status

Macro: enabling environment for finance

FinAccess 2008

Financial Access Partnership which includes the
Central Bank of Kenya

To measure access to finance by households across
the country, contributing to the understanding of how
the landscape of financial service in Kenya has been
changing over time.
SACCO regulation
Ministry of Co-operatives Development and
To support the Ministry of Co-operatives Development
development support
Marketing (MoCDM), SACCO Societies Regulatory and Marketing SACCO Regulation Taskforce to put in
Agency (SASRA)
place a new regulatory framework for deposit-taking
SACCOs
Micro-finance law and
Association of Microfinance Institutions (AMFI), To support the development of an appropriate
regulation II
Central Bank of Kenya
legislative and regulatory environment to facilitate the
growth of the micro-finance industry in Kenya
Mobile banking regulation II Central Bank of Kenya
Develop an enabling environment for mobile phone
banking in Kenya
Banking channel regulation Central Bank of Kenya
To support the development of new pro-access
regulation of commercial banking channels
Scenario building
Central Bank of Kenya and all major stakeholders Develop a scenario building process with leading
in the retail financial system
industry and government stakeholders to address
the driving question: “How can we, government and
private sector enhance the uptake and usage of nontraditional and electronic channels to deliver financial
services in Kenya, especially among the un-served
majority by 2020?”

On-going

On-going

On-going

On-going
On-going
Planning

Meso: Sector wide development

Consumer information I

Central Bank of Kenya

Improve the generation and dissemination of
consumer information on financial services to improve
competition and consumer choice

On-going

Consumer information II

Central Bank of Kenya, Kenya Bankers Association Build a partnership with the financial services industry
to generate and disseminate information on financial
services to improve competition and consumer choice

On-going
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Project

Partners

Financial Education

Financial Education Partnership including private
and public sector members
G2P Payments development Ministry for the Development of Northern Kenya
project
and other Arid Lands (MDNKAL), Ministry of
Gender, Equity Bank, DFID

SACCO Cap I

World Council of Credit Unions (WOCCU)

Human resource capacity

Microfinance Management Institute (MFMI)

Jitegemee Trust restructuring Jitegemee Trust Ltd

Post election crisis - support Association of Microfinance Institutions (AMFI),
to the financial sector
USAID, Equity Bank, Oikocredit

Objective

Status

To establish the foundations for a comprehensive
programme of financial education in Kenya
To catalyse the expansion of private sector driven
payments systems to allow the efficient delivery of
social payments under proposed new programmes
and significantly expand access to appropriate
financial services for low-income Kenyans.
Develop the capacity of SACCOs through development
of a sustainable business services industry
To support the growth of market based training and
other human resource development business services
in Kenya
Development and implementation of a new
institutional structure for Jitegemee Trust to support
its objective of providing equitable access to financial
services to low income individuals through appropriate
intermediaries on a commercial basis
To develop appropriate emergency support to
mitigate the impact of post-election conflict on the
financial sector in Kenya

On-going

Support the development of Postbank as a leading
provider of savings and related services to low income
consumers across Kenya
Support KWFT to undergo institutional transformation
to become a major providers of financial services to
low income women and micro-enterprise
Support Faulu in undergoing institutional
transformation to become a leading provider of
financial services to low income households and
micro-enterprise

On-going

On-going

On-going
Planning

On-going

On-going

Micro: retail capacity development

Kenya Post Office Savings
Bank (KPOSB II)

Kenya Post Office Savings Bank

KWFT: transformation
support I

Kenya Women Finance Trust

Faulu transformation
support I

Faulu Kenya

On-going

On-going
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Rural finance
Roughly four out of every five Kenyans live in rural areas, with many of these
relying directly or indirectly on agriculture for their livelihoods. Results of the
FinAccess 2009 study show that 35.9% of this rural population has no access
to any form of financial service. Rural finance thus remains a priority for FSD in
its endeavour to build inclusive financial markets.
Inevitably physical access represents one of the major hurdles to improving the
usage of formal services in the rural areas. While the expansion in branches
and ATM channels by commercial banks is increasing the reach of the financial
system into rural areas many potential users remain far from an access point.
The introduction of legislation to permit agent banking at the end of 2009 could
change this picture dramatically over the coming year. Through its extensive
network of agents Safaricom’s M-PESA system is already penetrating deep
into the rural areas. The challenge here is to expand the product offer beyond
M-PESA’s basic payments service. Using low cost field offices, some microfinance institutions (MFIs) have also been reaching deeper into the rural areas.
Nevertheless overall outreach from MFIs remains relatively modest and the
services provided limited to credit products.
The transformation of the three largest MFIs to become full financial
intermediaries will permit a broadening in the product offer. Reports of
growing competition in the urban and peri-urban markets is expected to
stimulate further expansion into rural areas as all the major players - banks,
SACCOs and MFIs - look for new markets. However, the cost challenge in
reaching remote, low-income markets points to a greater emphasis on
community based finance in many areas. The low cost of delivery and
proximity to users can offer a solution in areas where even the most innovative
formal solutions remain unviable.
In seeking to address the challenge of financial exclusion in the rural area
FSD has supported a number of initiatives over the year. These initiatives are
geared towards reducing the risk inherent in financing agriculture, as well as
the promotion of community based financial intermediation models. The
interventions highlighted here are complementary to projects in the core theme
area which are also expected to contribute to improving rural inclusion.
Support to agricultural finance

An automated weather station, provided by the Index-based weather
insurance project and installed by the Kenya Meteorological Department
at a farm in Menengai, Nakuru district.

Adverse weather remains one of the primary risks in agricultural production
and a key inhibitor of an expansion in agricultural finance. FSD is seeking to
tackle this problem through index-based weather insurance in a partnership
with the Rockefeller Foundation and the World Bank. Our aim is to test
the potential of index-based techniques to mitigate risks for both crop and
livestock production in Kenya. The project provides technical assistance in
developing appropriate products and managing pilots which will typically
involve multiple stakeholders from financial institutions (banks and MFIs),
insurers and the Kenya Meteorological Department (KMD). Private sector
led partnerships were formed and preparations completed for the first pilots
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during the course of the year. The first pilots will cover maize and livestock
starting in time to insure the risks of drought during the long-rains period of
2010.
FSD has been working with the East African Grain Council (EAGC) to develop
a viable and sustainable warehouse receipts system (WRS) since 2007. The
project had to be put on-hold following abrupt government intervention in
the grain market during 2008. With the government’s disengagement from
direct trade during 2009 the project was able to recommence. A core element
of the system is developing a national network of certified warehouses close
to farmers. At the beginning of the year only a single privately operated
warehouse (in Nakuru) had been certified. During the year the National
Cereals and Produce Board’s (NCPB) joined the initiative. Since NCPB controls
the majority of warehouse capacity in Kenya this was a critical step forward.
Two warehouses in Kitale and Eldoret (both in the main grain growing area of
upper Rift Valley) were certified at the end of the year and are now available
for use under the system. Despite the slow start in development of the system,
these recent developments provide grounds for greater optimism. Significant
quantities of maize are expected to be deposited into the warehouses during
the 2010 growing seasons. EAGC also plans to start offering warehouse
receipts for wheat.
Rigorous, quantitative analysis of agricultural value chains offers considerable
promise for identifying more effective ways finance smallholder production. A
study financed by USAID’s Kenya Access to Rural Finance (KARF) programme on
the dairy sub-sector identified a number of potential new financial products.
Subsequently FSD and KARF have developed a joint programme to provide
technical support to financial institutions looking to exploit these identified
opportunities. Interest in participation was expressed by twelve players. From
these a smaller number will be selected as partners on the basis of the level of
commitment, prospects for success and likely impact on markets.
During the year, FSD also commissioned a study to examine existing research
work, policy priorities and evidence from on-going value chain initiatives to
establish other candidate sub-sectors for detailed market analysis. This study
identified the fruits, rice and wheat subsector as having the greatest potential.
The next step will be to undertake a detailed, quantified mapping of the value
chains within these sub-sectors.
Promoting access through SACCOs
Increasing competition and the establishment of a new regulatory framework
presents a major challenge to many SACCOs. Under its SACCO Fund, FSD has
helped finance technical assistance to SACCOs seeking to build their core
institution capacity in preparation for regulation and growth. Eight SACCOs
were supported during the year of which five supported under the first
funding round completed planned work and three from the second round are
still on-going. As a complementary initiative to this direct support, we have

A dairy farmer in Meru district. A study financed by USAID’s Kenya Access
to Rural Finance (KARF) programme on the dairy sub-sector identified a
number of potential new financial products.

been working with the World Council of Credit Unions (WOCCU) under the
SACCO Cap project to help upgrade the technical skills of Kenyan consultants
providing technical services to the movement. Our aim was that the initial
group of SACCOs supported would serve as demonstration models for others.
So far the impact on the institutions has been less than planned. Realistically
so far the incentives have not been sufficiently strong to encourage sceptical
boards and management from adopting necessary far-reaching, and in some
cases painful, reforms. With the introduction of prudential regulation for
deposit-taking SACCOs over the coming year this is expected to change.
The SACCO regulations are expected to impact on approximately 210 SACCOs
which are currently taking deposits through front office savings activities
(FOSAs). Given the number of institutions which need to be reached, FSD
will need to change its strategy. Rather than working with individual SACCOs
on comprehensive institutional reform projects we will seek to address the
primary challenges affecting these deposit taking SACCOs. Among the major
constraints identified in the subs-sector, the weakness of information systems
is perhaps one of the most important. Not only does this issue impact on
the ability of SACCO managers to manage their institutions effectively it also
directly affects the ability to comply with reporting requirements anticipated
under the new regulations. During the year we therefore commissioned an
analysis of potential SACCO automation solutions and the practical issues which
need to be addressed to achieve a successful implementation. An extensive
programme of support is now envisaged building on the results from this work.
This will be anchored in building the capacity of service providers to support
the SACCOs in implementation and use of the system and training SACCO
staff. This will form one element of an envisaged comprehensive programme
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of support for SACCO reform. FSD is working closely with other sub-sector
stakeholders to address issues such as standardisation of accounting formats,
regulatory diagnostics and training.

be rolled out across the FSA network in the course of 2010. Once achieved, full
sustainability of the wider FSA system including KFS should be attainable.

Community based finance

Current trends in Kenya and elsewhere suggest a trend towards greater
concentration in the MFI sub-sector. There is little evidence to suggest the
emergence of large enough numbers of smaller MFIs to directly impact
significantly on financial inclusion. Rather any substantial contribution from
the smaller MFI segment is likely to derive from the rapid growth of innovative
individual institutions. To tackle the challenges which growth can present
to smaller organisations, FSD formed a partnership with the international
micro-finance support programme, Unitus, to establish an MFI Growth
Centre covering Kenya and Tanzania. Launched during the year the Growth
Centre is using a combination of peer-to-peer learning, mentoring, formal
training and technical assistance to support the management of smaller
microfinance institutions to realise rapid growth. Following an open call for
proposals, 28 applications were received from MFIs. Detailed diagnostics were
undertaken by Unitus to identify thirteen institutions with strong potential,
seven Kenya and the other six from Tanzania. A strong start has been made
with enthusiastic participation by all the institutions involved who have so
far given very favourable feedback on virtually all aspects of the programme.
Time is needed to see whether these initial positive results will translate into
the desired rapid growth rates.

Over the last seven years, FSD’s Decentralised Financial Systems (DFS) project
has been developing and testing tools for strengthening the performance
of various community-based financial intermediation models. The tools
address the operation of the core member groups on which these models are
based and have proven to be effective in strengthening group management
and governance. Improved group performance reduces the burden on staff
responsible for supporting and overseeing the groups. This improves the
prospects for sustainability and provides a basis for increased outreach. A third
phase was launched during the year with the aim of encouraging widespread
adoption of these tools. The focus will be on expanding the accumulating
savings and credit associations (ASCA) methodology through ASCA manager
firms and independent service providers. In addition, DFS started working with
K-Rep Fedha Services Ltd (KFS) to roll-out a tool to strengthen the operation of
groups used to provide services by Financial Services Associations (FSAs).
Group savings and loans associations (GSLs) are simple community based
groups, with typically between 10 to 30 members, which intermediate
member savings. CARE International developed and started implementing a
GSL development project with FSD’s support in late 2008. The project, aimed
at refining the basic model and testing cost-effective delivery channels for
training groups, has progressed well reaching approximately 75,000 clients by
the end of the year. Box 2 describes the project in more detail.
FSAs are relatively sophisticated community based institutions providing
a range of financial services – savings, credit and money transfer – to their
members. With front office services, flexible products and membership
reaching several thousands, FSAs truly represent village banks. Experience has
shown that outside support and oversight is essential to their sustainability.
We have been working closely with the K-Rep Group over the last four years
to create a specialist management services firm, KFS, to support FSAs. There
are strong prospects for sustainability with KFS now having realised breakeven
at the regional level. Among the major challenges has been developing an
appropriate automation solution for the FSAs. KFS has undertaken extensive
trials with a system which has shown significant positive impact on FSA
performance. The number of members/customers in a trial FSA increased
from about 1,000 to 4,000 and its loan portfolio from KShs 18m to KShs 29m
during the pilot, a significantly higher growth rate than in non-automated
FSAs. Nevertheless it has been a challenge to develop a solution which can
be rolled out across the network. The system requires relatively sophisticated
functionality and must be very robust and easy to use in remote deployments
while meeting severe cost constraints. A clear roadmap to solving the
remaining problems identified has now been produced and the solution will

Supporting smaller micro-finance institutions

Using technology to expand savings
The M-PESA payments platform offers huge potential for formal financial
providers to reach low-income rural people. Mobile Commerce Ventures
(MCV), a company aiming to capitalise on the opportunities created by mobile
phone technology, is developing a new product delivered over M-PESA. The
product is based on a highly innovative product, “P9” developed in Bangladesh
by a leading micro-finance practitioner, Stuart Rutherford. P9 seeks to address
the key financial service need of the poor – to manage liquidity in the face of
low and irregular incomes. While many poor people know that saving is a
better way to manage liquidity than using credit it is often difficult to practice
with the urgent demands for any cash on hand. P9 takes deposits, but does so
at the same time as offering liquidity in the form of interest-free loans. At the
start the client takes an interest-free loan, one-third of which is immediately
placed in a savings account. Once the loan is repaid a larger loan is provided
with again one-third being put aside for savings. After the fourth cycle the
client is a net saver but still has access to liquidity. With support from FSD and
CGAP the initial product has been prepared for piloting early in 2010 across
both rural and urban areas.
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Box 2: Group Savings and Loans associations (GSLs)
Group savings and loans associations (GSLs) are a simple financial
intermediation model where members of a group (usually between 10 and
30) contribute an agreed set amount of savings or a multiple thereof during
at regular meetings which are held weekly, fortnightly or monthly. Loans are
provided to members out of these funds, at an interest rate agreed by the group
(often surprisingly high to some external observers reflecting the high value of
liquidity in many low income communities). The members’ passbooks are the
core form of documentation although in some GSLs a simple ledger is also kept
summarising each meeting’s transactions. The groups’ funds are liquidated on
a cyclical basis (usually every 12 to 18 months), sharing the funds (including
the accumulated interest) among members. Referred to as an ‘action audit’ this
helps increase transparency and prevents irregularities building up over long
periods. Assuming no major problems are encountered, the groups then restart
savings and credit immediately. Research has shown that can GSLs continue functioning well and independently following initial training and support. Replication
also often occurs through spontaneous group formation supported by existing groups.
CARE and FSD have been working together over the last two years to develop and extend the GSL development project in Kenya. The project looks to establish the
basis for extending the model at very substantial scale to reach a substantial proportion of the financial excluded and those currently poorly served by informal
means. In addition to refining the basic GSL model the project is testing the use of more cost-effective channels for delivering training and support to groups.
Prior to the project support costs per member across the continent have been in the region of KShs 3,200 ($40). This level of cost will inevitably limit the reach
of the system.
Figure 13: Cost per member by channel (KShs)
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The first point of departure for the project is to use community based trainers
(CBTs) to form, train and support groups. Using CBTs offers cost advantages
and frequently a better connection to the communities targeted. Management
of delivery is another major area of cost. Two alternatives to the conventional
approach of direct trainer management by CARE are being tested. In one
approach local entrepreneurs (referred to as franchisees) and in the other faith
based organisations (FBOs) are engaged to manage and supervise CBTs. In
order to align incentives with the project’s objectives, the franchisees and FBOs
(and their CBTs) are paid exclusively on commission based on the number of
group members successfully organised and trained.
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CARE began forming groups in Western Kenya in November 2008, and the
first groups started saving a month later in December. The two and a half year
project has a total budget of US$1.3m and a target of reaching between 42,000 (base case) and 96,250 (high case) members. By the end of 2009, a total of 2,605
groups with roughly 75,000 members had been reached. The project has also been remarkably efficient compared with similar projects locally and globally. The
key indicator of cost-per-member is strikingly low KShs 617 (approximately $8.15 as at the year end). Although this figure will probably rise over the project cycle
it clearly points to a dramatic reduction in costs. Thus far no differences in the quality of groups (gauged by attendance and financial performance) have been
detected across the delivery channels. While encouraging important questions remain to be tested: Are there risks associated with the switch to strong incentives
for rapid roll-out? Will the groups be sustained when the support is withdrawn? And most importantly what is the impact on the livelihoods of members? These
questions will be explored over the coming year.
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Table 2: Rural finance: project activity

			
Project title

Key partners

Objective

Status

Meso level: sector-wide development

Decentralised financial
systems III

Decentralised Financial Services

Index based weather
Insurance

World Bank, Rockefeller Foundation and ILRI

Warehouse receipts system

Eastern Africa Grain Council

Agricultural value chain
finance study

USAID KARF

To expand the supply of financial services in rural areas
through the rollout of robust decentralised financial
systems
Develop and demonstrate the market viability of
index-based insurance products to reduce the impact
of weather risk on smallholder farmers and pastoralists
in Kenya
Establish and promote a viable and sustainable
warehouse receipts system
Establish key lessons from existing initiatives in Kenya
relating to agricultural value chain finance and identify
new opportunities

On-going

Demonstrate sustainability at the regional level and
expand the network of commercial FSA management
services laying the foundations for full sustainability of
the system
To develop the group savings and loan system to the
stage at which a programme of national scale-up
to reach large numbers across the country would be
viable.
Support to institutional strengthening of SACCOs with
a view to strengthening governance, financial stability
and operations to comply with the new regulatory
framework
To support the commercialisation of DrumNet as a
provider of rural supply chain management services
integrating smallholder farmers within viable
agricultural value chains and enabling access to
finance
To support the development of sustainable
smallholder agricultural finance in the dairy subsector using value chain analysis
Increase the contribution of the micro-finance
segment to expanding financial inclusion by
stimulating sustained rapid growth of high potential
micro-finance institutions
To develop a commercialisable savings and loan
scheme targeting low income rural people based on
the M-PESA payments platform

On-going

On-going

On-going
On-going

Micro-level: retail capacity development

Financial Services
Associations (FSA)
transformation II

K-Rep Fedha Services Ltd

Group Savings and
Loans Associations (GSL)
development

CARE Kenya

SACO Fund

Various SACCOs, SACCO Cap

DrumNet

DrumNet

Value chain finance I

Kenya Access to Rural Finance (KARF)

MFI growth programme

Unitus

EasySave

Mobile Commercial Ventures (MCV)

on-going

On-going

Development

On-going

On-going

Development
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Expanding finance for growth
Small and medium sized enterprises (SMEs) form a key part of economies
throughout the world. In Kenya, SMEs have the potential to contribute
significantly to economic growth and poverty reduction through increased
production and employment. This role has long been recognised by the
Government of Kenya. Vision 2030, Kenya’s long-term development plan,
places a strong emphasis on the sector. While SMEs face many constraints,
the lack of appropriate financial products and services invariably appears in
surveys and analysis as one the leading hurdles to realising growth.
As in other areas, a broad-based approach is needed to build market driven
financial solutions for the SME segments. Work in which FSD has been
involved ranges from supporting policy development through research,
through assisting in the development of market infrastructure such as credit
bureaus to building sustainable capacity at the retail level through a series of
action research projects with financial sector players.

Research efforts
Effective engagement starts with a clearer understanding of the market and
the specific constraints to SME finance in Kenya. FSD’s GrowthFin programme
has supported a wide ranging programme of research into issues impacting on
SME finance. This year saw two new research efforts initiated. The first, a study
of the demand side constraints for SME insurance will illuminate the major
factors that hinder the uptake of insurance. Without adequate insurance the
SME sector is exposed to major risks from theft, fire and flood damage. This
study is being conducted under the auspices of the Private Sector Development
Strategy (PSDS) Secretariat and forms part of FSD’s commitment to support
the implementation of the PSDS. It is expected that the study will be complete
in early 2010. Work on a comprehensive examination at the costs of taking
collateral in Kenya - the second new study commissioned - was completed
during the year. The results of study undertaken in partnership with the Kenya
Bankers Association and the Central Bank of Kenya were enthusiastically received

Box 3: Key findings from a study into the cost of collateral
FSD Kenya in partnership with the Central Bank of Kenya and the Kenya Bankers Association commissioned ShoreBank International Ltd and Walker Kontos Advocates
to identify and document the collateral process and determine the costs associated with each step involved in Kenya. The main findings are summarised below:
The following constraints inhibit the efficient operation of the collateral system in Kenya:
 Lack of a uniform code of regulations.
 Multiplicity of registries which are manual, inefficient, uncoordinated and inconclusive.
 Slow judicial procedures which have been a major hindrance to lenders’ ability to raise security.
 Over reliance by lenders on the traditional all asset debenture and legal mortgages at the expense of less costly and more innovative financial products.
The study contained the following recommendations:
Creation of security interests

Perfection of security interests

Enforcement

Establish a unified code of law for immovable
property
Reform of land tenure system

Reform of the Stamp Duty Act

Strengthen out of court system of repossession

Combine multiplicity of registries to single
registry

Use of alternative dispute resolution mechanisms
which obligate fulfilment of contractual
obligations
Increase in number of specialised commercial
courts
Strengthen alternative products such as hire
purchase, leasing, factoring and warehouse
receipts
Development of a credible credit information
sharing system

Repeal of the land control act
Establish personal security legislation

Reform of corporate security instruments
Reform of floating charges
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credit bureaus will oversee a series of data sharing pilots in early 2010. The
data template and manual will be fine tuned based on the results from the
pilots with the aim of going live by the middle of the year.
As the work has progressed increasing enthusiasm has been seen across the
industry. From accepting the need to comply with the regulatory requirement
to share negative information (on defaults, dishonoured cheques, frauds
etc) banks are now looking at moving rapidly to sharing of positive data
(repayment records). Sharing of positive information can help to significantly
reduce transaction costs allowing credit risk to be assessed rapidly based on
past performance and will strengthen competition in the banking. This change
of attitude in the industry over a short period of time bodes well for the overall
success of the project. The KBA is now set to drive a publicity campaign to
increase public awareness and acceptance of credit reporting. A major effort
will be needed; FinAccess 2009 data showed that 77% of Kenyans had never
heard of credit bureaus.
Small and medium enterprises stand to benefit from increased access to
credit resulting from credit information sharing.

by a stakeholders’ workshop which urged an expeditious implementation of
the recommendations. The findings are highlighted in the box below. Going
forward, in line with the recommendations in the 2008 mid-term review of
the GrowthFin project, the finance for growth theme area will spearhead
efforts to identify and implement a robust method to survey financial access
among small and medium enterprises, mirroring FSD the highly successful
FinAccess consumer demand survey.
Industry infrastructure: Credit reference
Credit reference is increasingly recognised as a critical component of financial
sector infrastructure. The legal and regulatory changes necessary to introduce
credit reporting to Kenya were completed in 2008 with the gazetting of the
Banking (Credit Reference Bureau) regulations. During the year CBK moved
forward on putting the new regulatory regime into action and by the end
of the year had received three applications for licenses from credit reference
bureaus with one, CRB Africa being given an approval in principal.
A joint CBK/KBA taskforce has been formed to drive implementation across
the industry - a complex process requiring co-ordination among nearly fifty
institutions. With FSD support, the taskforce hired a project manager in 2009
and the implementation process officially launched by the Governor of the
Central Bank of Kenya. All commercial banks appointed project teams to
manage the implementation. A major achievement during the year was the
definition of a standard data template and comprehensive data specifications
manual by the taskforce’s information and communications technology (ICT)
committee. The ICT committee comprising representatives from the banks and

Supply chain finance – product development
Rapidly growing SMEs frequently find themselves victims of their own success.
Generating new sales can strain cash-flow to the point where firms are unable
to meet demand. In the worst cases the resultant liquidity crunch causes firms
to fail. Supply chain finance products such as factoring, invoice discounting,
warehouse receipts and local purchase order (LPO) finance offer potential
solutions to this working capital finance problem.
FSD has been working to develop new supply chain finance projects with a
number of institutions since 2008. Faced with increasing demand for support
from across the sector, a new supply chain product development project was
developed over the course of the year. This project will work with a wider
range of institutions in piloting new products, build the necessary human
resource capacity needed and disseminate the lessons across the sector. The
first partnership to develop and pilot new products was initiated with ABC
Bank and is expected to go to market during 2010.
Skills development
The experience from our earlier action research projects to develop SME finance
capacity with FINA and Equity banks highlighted the critical importance of
skills in expanding SME finance. These projects also suggested that attempting
to build this capacity at an institutional level is unlikely to be sustainable and
certainly an expensive approach. Furthermore in the longer term it raises
concerns over the potential distortion of markets by only focussing on a limited
number of players. Rather skills need to be seen as a sectoral issue. Unless
it is addressed on an industry wide basis, individual institutions are likely to
under-invest in developing human resources knowing that their investment
may simply walk out the door. A sustainable approach needs to be built within
the context of the market for human skills development. Clumsy interventions
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can readily undermine existing providers; rather we need to build this vital
connected business services market.
In order to get a clearer picture of the market, FSD commissioned a market
study examining both demand and supply-sides. This assessment will provide
a better understanding of how we can design effective interventions to enhance

skills on a sustainable, cross-sectoral basis. The study undertaken during the
last quarter of 2009, led by the US based Microfinance Management Institute
(MFMI), also aimed to identify prospective partners. It is anticipated that the
final report will be available early in 2010 and should provide the evidence
base from which an effective programme of support can be developed.

Table 3: Finance for growth: project activity
Project

Partners

Objective

Status

To support the creation of an effective credit
information sharing environment in Kenya that has
a markedly positive impact on access to finance
especially by small medium enterprises
Carry out a review of available trade finance facilities
in Kenya
To research, analyse and document the position of
credit scoring in Kenya
To analyse and outline a proposed methodology
of implementing a credit information sharing
environment
To support the growth of market based training and
other human resource development business services
in Kenya targeting the SME finance segment

On-going

Meso level: sector-wide development

Credit reference

Central Bank of Kenya, Kenya Bankers
Association and Credit Bureau Association

GrowthFin: Trade finance
study
GrowthFin: Credit scoring
study
GrowthFin: Credit information
sharing

Consultants: GFA consulting Group

GrowthCap – SME finance
capacity building initiative

6 person think tank, Business Dynamics

Consultants: Microfinance Risk Management,
LLC and Strategic Business Advisors
Consultants: PERC and Kenya Bankers
Association, CBK

Complete
Complete
Complete

Development

Micro-level: retail capacity development

Equity Bank II

Equity Bank, DAI Europe

FINA Bank II

FINA Bank, ShoreBank International

KGT Factoring

Kenya Gatsby Trust (spun out into wholly
owned subsidiary: Biashara Factors Ltd)

ABC Bank - supply chain
financing

ABC Bank

To support the effective implementation of Equity
Bank’s new lending strategy
To develop an SME lending business at scale within
FINA bank, demonstrating the viability of lending to
SME market to the commercial banking sector
To support the development of a factoring operation
in Kenya at scale targeting small and medium sized
enterprises
To support the development of supply chain financing
products available in the mainstream banking sector
targeting SMEs.

Complete
On going

Development

Development
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Financial commentary
Figure 14: Growth in project investments

FSD core funders during 2009 were the UK’s Department for International
Development (DFID), Swedish International Development Agency (SIDA) and
the Kenya Government’s Ministry of Industrialisation. During the last quarter
the Bill and Melinda Gates Foundation joined FSD with a three year core
funding commitment. FSD also received restricted funding from other local
and international organisations in support of various projects. We currently
hold funds for the support of smaller MFIs and SACCOs from the Ministry of
Finance under a project with the Agence Française de Développement.
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FSD’s expenditure on financial sector development grew to KShs 599m in
2009, representing a 60% growth compared to the previous year. While much
of this growth is attributable to the Hunger Safety Net Programme (HSNP) , it
also reflects an increase in the number of active projects from 37 to 43 during
the period. Activity on a number of projects which started in 2008 increased
during the current year resulting in higher average expenditure per project.
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Figure 15: Breakdown of spend by theme area
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Figure 16: Breakdown of spend by level
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Figure 17: Project performance
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FSD’s management costs declined marginally the year despite the relatively
high levels of inflation experienced over the period. Total administration
expenses were 8.9% of total costs compared with 11.4% the previous year.
This favourable figure is partly explained by the continued strict management
of available resources and partly as a result of the maturation of some projects.
In the HSNP and a number of other projects, the demands on management
time have been highest during the design and initiation phase and then
tending to decrease once implementation is well advanced.
In line with FSD’s strategy, there has been a deliberate shift in expenditure
from core financial sector projects to rural finance projects. Spending on the
rural theme area activity increased from 26% of total project expenditure in
2008 to 67% in 2009 with a corresponding decrease in expenditure under the
core financial system theme. The shift from the micro level to the meso level
continued in 2009 with meso level projects now taking up over 70% of project
expenditure. With the development of financial markets in Kenya, FSD’s focus
is increasingly on industry-wide projects where the developmental impact is
now expected to be greater.
By the end of 2009 the performance of 74% of FSD projects were rated as
satisfactory (or stronger). Combined these projects accounted for 75%
of financial commitments. The performance of the rest of the projects
accounting for 25% of commitments was rated either as poor, or too early
in the implementation process for performance to be assessed with any
confidence. Given FSD’s role in market development this is an appropriate
level of performance for the project portfolio. Although a higher level of
performance might seem attractive, FSD deliberately seeks to take on projects
which have a relatively high risk profile. With growing awareness of the market
and developmental opportunities for financial inclusion, low-risk projects
are increasingly financed directly by private sector players or the Kenya
Government.
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Financial STATEMENTS

INCOME AND EXPENDITURE STATEMENT
FOR THE YEAR ENDED 31ST DECEMBER 2009

2009

2008 (Restated)

702,747,785
37,756,509
740,504,294

623,378,219
11,965,164
635,343,383

333,199,513
265,884,312
599,083,827

336,896,640
39,773,311
376,669,951

58,635,861

50,199,802

657,719,686

426,869,753

-

12,297,456

657,719,686

439,167,209

82,784,608

196,176,174

INCOME

Grants
Finance income
TOTAL INCOME
EXPENDITURE
PROJECT EXPENSES

Core projects
Designated projects

ADMINISTRATIVE EXPENDITURE
TOTAL EXPENDITURE
FINANCE COSTS
TOTAL COSTS
SURPLUS FOR THE YEAR
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BALANCE SHEET
AS AT 31ST DECEMBER 2009
2009

2008

2,777,308
2,057,878
153,600,000

2,230,000
1,088,193
153,600,000

158,435,186

156,918,193

Grants receivable
Receivables
Contract advances
Bank and cash balances

545,164
1,288,314
356,203,448

874,371
4,198,736
365,829,000

Total current assets

358,036,926

370,902,107

Total assets

516,472,112

527,820,300

234,510,231

151,725,623

410,000

820,000

Unexpended projects fund
Deferred income
Accruals
Tax liability

192,403,990
410,000
40,802,354
47,935,537

260,056,034
410,000
70,395,678
44,412,965

Total current liabilities

281,551,881

375,274,677

Total reserves and liabilities

516,472,112

527,820,300

ASSETS
Non-current assets

Property and equipment
Intangible asset work in progress
Loan advance
Total non-current assets
Current assets

RESERVES AND LIABILITIES
Reserves: Accumulated fund
Non-current liabilities

Deferred income
Current liabilities

Towards a new financial frontier

FSD Kenya
Financial Sector Deepening

FSD Kenya
Financial Sector Deepening
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