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icro-financing instituti n Is are organisation th t v il finan ial services mo tly I ans 

and d posits pr ducts) to lh bulk th p pulatton th t h n ace to con ention I fin n i I 

institutions such as commer ial bank . 

icro finance itself may b defin d the practi e o pr iding financial services to low n t 

w rth individuals, hou eh ld or ntrepreneurs Uu k li, m m m ga and the very small 

busine se op rated by the mass in de eloping countrie . 

In Kenya small-scale ent rprise ar d fined as thos cmpl ying n t more than 50 empl }ees. 

Ac ording to the Gemini 19 3 survey enterprise v ith m re than 50 worker pi y an 

in ignjficant role in job creation in a t they are irtually non-exi tent while thos with 11-50 

employees play a minor role and c mprise I% of enterpri n ti nally. It is the ent rpri 

with between 1-10 worker that m e up 99% of the enterprise p pulation. 1 In Kenya it is be t 

described by the jua kali activitie , which were given presidential approval in 1986 after a vi it 

to Gikom a market.2 

Th goals of micro-financing instituti ns a developm nt rganisations is to serve th financial 

ne ds of un erved or under serv d mark t as a mean 

The includ : 

• reduce poverty. 

meeting development objectiv s. 

• To emp wer women or th r dis vantaged p pulation gr up . 

• o create employment. 

• o help existing businesses gr or i ersify their a ti ities. 

• To ncourage the developm nt f n w busines e . 

1 tudy on legal and other constraint on acce s to financial services draft report by eregulation Section 
Ministry of PI nning and National Developmcnl overnment of Kenya 
2 Michael Romer et al 1983 pg556-562 



rid Bank tudy of I ndin 

obj cti e as being im rtant: 

r m II an m1 r ent rpri c pr ~ ts in en a cit d thr 

• To ere t employment and m m opp rtunitie · th ugh creati n nd 

mi ro- nterpri e. 

• To incr a e productivity and inc mes of vulner I gr ups especially women and the 

poor. 

• To reduce rural familiar dep n ence on drought pr n cr ps through iver ification of 

their income generating activities. 

Micro-finance institutions have b n sho n by studies to growing tremendously especially 

in the last I 5-20 years. They can ther fore be described a b ing ubiquitous as they are found 

in every comer of the country. his i anributed to the fact that they promise t reach the poor 

but productive people to generate income through easy savings and loan schemes and few 

requirements such as collaterals, which are replaced by If co-guaranteeing groups using 

character-bas d approaches r payment discipline, and high r repeat and few defaults among 

the receipts. In Kenya for in lance loan repayment rank above 90%; a remarkable feat for 

entrepreneurs with many needs but few sources. Thi ha ncouraged the growth of micro­

financing institutions.3 

Howe er de pile this rampant spread and growth of MFis the industry remains unregulated. It 

is nevertheles lumped tog ther with 11 the other non-g ernm ntal organisations and loosely 

co-ordinated by the on-go emmental Organisations a-ordination Act ( 1990). N s are 

defined as a private grouping of individuals or associations, n t operated for profit or for ther 

commerciaJ purposes but which have organised themselves nationally or internationally for the 

promotion of social welfare development, charity or research through the mobilisation of 

resources. Most MFis fall into this cat gory for example Jitegemee and Kenya omen inance 

Trust. 

3 Sunday at ion/April I 7, 2005-Micro-finance Institutions under Renewed pot light. 

2 



om FJ are in orporat d under the ompani t hit others operat under th u piccs 

f umbr lla or anisati n churche and thcr lunt ry agencie , for example, Kenya 

W men Finane Tru t w rmed under th um rella of i mother organisation World 

Women Banking before c nv rting into an independ nt 

Recently there has been a m ve by MFls o c n rting into fully fledged banks, \ hich are 

go emed by the Banking Act and entral Bank Act. K- · P for instance applied [i r a banking 

license in 1997 while the latest on ersion is that f quity Building Society which applied for 

a license in 2004. 

The legal and regulatory fram work has not b en conduci e to the development of the M I 

s tor. The laws either have pr visions which sh utright hostility to the activities of MFis 

or are not sensitive to the n d and situations of th e ent rpri s. This hostility is reflecte in 

the abundance of penal provisions in the legislati n uch as operating without a busines 

license yet the license is too expensive and most in tituti ns cannot afford to obtain on . An 

example of laws that are impeding is where a bu ines licensed under the Trade Licensing Act 

is deemed to be an obstruction under the Local o emrnt!nt Act hence has to be deregistered.4 

Fls have sought to addre s thes problems bye tabli hing an Association of Micro in nee 

Institutions AMFI which among other things seek t intr duce self-regulatory factors in the 

MFI indu try its members are drawn from committed to developing a micro-finance industry t 

serve the poor and low income p pie. 

4 Lmvs and Regulations Affecting Development and Growth of Altcro-finance Enterprises in Kenya, African 
Economic and Financial Consultants. 
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Th re is a I c · of pecific legt I n of th micr mane tndu try n this has r ulted in 

problems in the mdu try. Th m u 
p ople do not ctually know wh t 

c n pt of th n ture of an MFI. 

a definite tructure of the chara teristics o M ·I 

Fls lhems Jv don't ha e de m d tru ture · g 

con ened from a fully-fledged M ·1 to a banJ<. 

t the am •gutty of the industry. Mo t 

pie se m t have misund rst th 

n ed to [I rmulate regulations th t \ ill 

nd th ir natur . In addition to thi · the 

exampl is th K-Rep nk that 

he question that arises is wheth r it sh uld still b cl ified as an MFl since it carrie out its 

lending operations as a nonnal nk but charges low r rates for banking compared to the other 

commercial banks, to cater for the p r. However th interest-rates on loans remain high which 

is a typical characteristic of M Is. The functions of M ·I should al o be enumerated and the 

r gulation should aim at streamlining the operations MFis. 

MFis have remained unregulated without appropriate p licy and legal framework. There is 

therefore a need to focus mor n th e instituti n to enhance their effectivenes in the 

provision of sa ings credit and other financial ervice to the poor and M Es. Th challenge 

facing regulation in this industry is that MFis range ignificantly in institutional type s ale f 

op rations and lev I of profession I ism. For example R As, N s and banks all these have 

varied operation. The MFis haver mained amorphous institutions hence there is need to have a 

defined mechanism for regulation addres ing the micr finance industry bearing in mind the 

alarming rate at hich this industry is growing in a d loping country like Kenya 

In my study I will therefore lo k into the probable f ects that will be brought about by the 

assing of the proposed Deposit aking Micro-finance ill (2004) to the industry hence asid 

from looking at the general effect of regulating the industry I will try to anal~ what 

contribution tbe proposed bill will ring into the industry. 
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tn the country' economic gr wth a larg num r of the put tion ti 
within or b low th p verty lin hen e cannot rd th hi h ost o credit charged y 
commercial banks. ·Is have th r fore usurpt!d th rot o th commerci I b nks. 

ccording to the P v rty R u tton trat g P p r PR P) of 1999 a Jar e numb r o 
Kenyan derive their livelihood fr m M r a dev lopm nt of this sector repre ents 
an important means of creating employment, pr moting growth nd reducing poverty in th 
long term. 

Th potential of using institutional cr dit and oth r fin ncial services for poverty alleviation in 

Kenya is quite significant. About l million people hich is about 60% of the population are 

poor and mostly out of the scope of Ji rmal bankin ervices. According to ational and mall 

Enterprises Baseline tudy Survey of 1999 there are close to 1.3 million M Es that employ 

nearly 2.3 million people which is a out 20% o the t I employm nt and contributes to 18% 

of the GOP and 25% of the non-agri ultural GOP. pite this important contribution only 
10.4% of the M s receive credit and ther financial ervices as th y are regarded as being 

risky.5 

OB 

1. In a developing country like Kenya micr fin n ing contributes to 64% of all non­

agricultural jobs in Kenya.6 I will p int out the central r le played by MFJs in the development 

of th economy while at the same time I oking at their structures and functions in t rms of 

services provided. 

2. o look at the incidental Ia\ s regulating the micr finance industry, that is what are the 

existing law that currently regulate M Is considering th y ar formed as different institutions; 

some are cooperatives others NGOs and other variant organisations. 

s Omino George, • Regulation and upervision of Micro Finance lnstitut ions 10 Kenya.'. Essays on 
Regulation and Supervision, March 2005, IRIS Center, Universuy of Maryland. 
6 See, ·K-Rep's ppetite Increases', Sunday Standard, April I ot~~ 2005 

5 



3. To look into th ne d fi ram re p citic r gul ti n the industry. 

To gain an insight on the int m tional outlo k nd tru turing o micro financing in thcr 

parts of the world . 

5. o look at th prob bl c n equ nces of regulation n th growth and development f the 

industry such as the effect n th number of M Is and also th izes of the MFis in terms of 

their branches countrywid . 

H 

I. The micro-fmancing industry contributes a great amount to th economy of Kenya by 

provision of services to the low-income earners. I am se king to prove that micro financing 

contributes to the economy through the interest earned fr m loans. provision of employment 

opponunities and enhanc ment of in estment by the unempl y d p pulation. 

2. The existing provisions don t adequately regulate the industry they are incidental to it in 

that they are not sensitive to the special needs of micro financing. 

3. A regulation of the industry will bring about a p siti e e feet to the industry both 

nati nally and internationally. MFis will now ha e clearly d fined structures with definite and 

sp cified activities to carry ut. 

I. I will seek to answer the foil wing questions in pur uit f reali ing the objectives of my 

study: 

2. What role is currently played y micro financing in Kenya? 

6 



3. hat i lhe e uv n ss th r ulatton nd d it prom the 

growth and continuity ofthe industry? 

4. hat likely effe will come b ut from th 

Micro-financing Bill t the growth the indu try? 

d r gulatt n by the Deposit I aking 

5. Is the move towards a regulate industry a m \' in the right direction in tenns of the 

future ofth industry? 

TH ORK7 

The problem I am seeking to addr ss is the lack o specific regul tion of MFis and the 

inadequacies of the existing collateral regulations. urrently MFis are operating under 

different regulations and the implicati n o this is th t th industry i not properly regulated. 

This is because the statut s they are r ling under re n t formulat d to specifically addres 

the functions of MFis as shown below. 

The M Is registered under the G s Act are not cater d r because G s are not b und t 

the same standards of econ mic perform nee or financial prudence that may be reas nably 

expected in the business ctor. The N parent must et standards appropriate the financial 

sector for the MFls tow rk well in the mdustry. 

COMPANI , ACT 

Other Fls are registered under the companies Act such a Jitegeme Limited these M ·I th 

problems associated with r gistering ·Is as companies are the lengthy procedures whi h 

must be fulfilled for a company to be registered such as the fonnulation of the memorandum 

and articles of association. he registrati n process is at expensive. 

The information on the incidental laws applicable ro MFI in Kenya as obtained by a perusal of the 
arious statutes to determine thee tent of their application to the tndustry. 

7 



Aft r re 1 tration a comp ny be om expo d t unn c publicity and it h to meet 

standard set out by the Act uch filin returns nd r p rts thi is unnece ril)' cum r me 

bearin in mind the fact that Fl r n t aimed at pr fit m · ing. 

B 

Financing of credit acti ities by M · Is is not ace ptable und r th Ia" as Is Cannot take 

deposits from the public unless they r licensed as a comm r ial bank under th anking ct. 

This means that the MFI has to m et th stringent requirements et out in the Banking Act such 

as generating a paid up core capital of Kshs. 150 000 000 and it shall increase as p r the 

provisions laid out in the table in the schedule. This i very hard to comply with since most 

MFis don t raise capital from the pu lie instead they are donor funded. 

This Act seeks to regulate the financial institutions that ar registered under the Banking A t 

this will apply to the MFis that are s r gistered. The main aim of this Act is to control the 

operations of these institutions e pccially pertaining to cu tomer Protection so it ha such 

provisions as the deposit funds tru t which sets out the minimum amount that a financial 

institution should deposit with th central bank. This is curtailing on the operations of th M ·Is 

as they do not hold large amounts f th ir funds becau e f the nature of their operations. They 

deal with small mounts of funds that th y loan out to M s. 

Other statute that register MFis are: 

• uilding ocieties Act 

• Trustees Act 

• a-operative ocieties Cl 

• Kenya Post Office avings Barlk Act 

• ocieties Act 

8 



In carrying out my study I will m 

statute regulating the indu try: 

reference t primary do urn nts, these are th current 

• The on Governmental r nisation Act 

• The Banking Act 

• The Central Bank Act 

• Registration of Busines ames Act 

• The Local Go emment Act 

• An emphasis will be placed on the Deposit aking Micr -Finance Bill 2004) . 

I will also refer to the following secondary sources: 

• Articles published by individuals and bodies that carried out studies on the micro-finance 

industry. 

• Textbooks on the microfinance industry- history, regulation and supervision and its 

operations. 

• Journals, magazines and newspaper articles 

• The Internet for information on the situation of the indu try in other developing 

countries. 

CHAPTER BREAKD 

PROPO AL. 

• An introduction to micro financing . 

• A statement of the problem . 

• Justification of the study . 

• The objectives of the study . 

• Hypothesis 

• Research questions . 

• Theoretical framework 

• Methodology . 
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Rl. 

• A brief hi tory of th d el pment of mi r -finan in, 

• A bri f d s ription of K-R p a I ading Kenyan !F t nd its hi tory 

• A br kd wn f \h op ration• of micr fino.nc:c in t1tutl n, their structure and the servlc 

they offer. 

• 

• 
• 
• 

The need for regulating micr -financing 

The way to go about such regulation 

The prop sed bill an analytical look . 

The likely effects of the bill. 

CHAPT R3 

This wilt be comparative and I will deal with se eral case tudies of other developing countries 

and the level of r gulation of th ir micro-financing industries. The countrie I will look at are: 

• Bolivia as it contains sp cialised MFllaws case f Bancosol. 

• Bangladesh -the case ofth rameen bank which is very similar to our own K-REP 

• outh Africa- a look at the outh African Mutual anks ct f 1993 

• Uganda who's entral Bank recently took over regulation by ena ting the microfinance 

deposit institution act (2003 ). 

HAPTER4 

• Recommendations of the best way to implement the propo d bill and comment on other 

regulations that may be r quired. 

• Conclusion on the plausibility of regulating the industry. 

• A look at emerging is ue in the industry such as the recent i su of a corporate bond by 

Faulu Kenya and whether it requires pecific legislation. 

10 
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1.1 .:...:H:..::.;I::....:....:==:....:;.::::~:.:::::.:~~~~ 

The development of micro-financ industry in K nya c n be traced bac to late I 70 nd 

early I 980s when organisations regist r d under th n- o rnmental Organi ati ns Act 

w reformed. Originally provid rs of micro finances rviccs focussed on very small bu in s e 

known as micro enterprises hence the term micro financ . The mission of thes organisati n 

was to provide financial services particularly credit services to micro and small enterpri e 

whose development had hithert been constrained by inacces ible credit from th formal 

banking sector. 

The MSEs which comprised of about 1-20 people could not raise lhe collateral required by 

commercial banks hence only the larg s could ace ss credit acilities from the banks. 

There was a need to develop n n-bank institutions an econ mic development pproach 

intended to benefit low-income people by offering aving schemes credit some insuranc and 

social int rmediation services such as group formati n nd the c pacity to save and r pay the 

loans. 

The term micro finance itself e ol ed form micro credit which changed to micro finance a th 

services provided by MFis xtended b yond provi i n f credit today they offer a wide rang 

of services including credit savings money transfer, insurance and other banking and financial 

services. The eighties model of micro finance combin d credit and technical assistance and 

were commonly referred to as integrated systems. ln the late eighties lhe perfection of lending 

technique , led to specialisation n credit delivery only. The e w re dubbed 'minimalists" 

lat r· a new term financial syst m appr ach was born t depict the emerging focus on building 

financially stable Fls. 
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This model made a ra i I ch ng fr m donor fundin ' t If- u tainabi1ity and entry t the 

mon y market which e entu lly I t the re ulate m nci I institutions era th t w are still 

In tho process of ad ptlng fully . 

Currently there are about 1,000,0 s and other r •ani at ions invo1v d in pro\ i ion o 

micro-finance directly or indir ctly through guarante or loans~ ron lending by oth r Ml·ls . 

There are close to 10 seri us · Is which sup rt a ut 8 0 000 to 1 000 000 pe pi . he 

total number of people supported by MFis and other institutions offering micro fin nc 

services in Kenya is about 6 million with an estim ted p t ntial of 15-18 million people.9 80% 

of the population (about 20 million require finan ial ervices and MFis cover about 20% f 

this un-served market. MFis are distributed in almost e ry corn r of the country. 10 

K-Rep i a private development c mmercial bank who e cor business is micro-finance. It is 

di tinguishable from other comm rei I banks by its pursuit for triple bottom line re ult · -

social impact, sustainable development and profits. he social objective is to help reduce 

poverty. This is addressed by providing banking and financi Is rvices to low income and p or 

people, with the aim of enabling them to better organise th ir lives, creating employment 

opportunities and increase their a et base. ustainabl de elopment is an en ironm ntal 

health and good li ing i sue that th bank addresse by diss minating information to it client. 

The profit moti e is a strategy for creating long-t rm ustainable development finance 

institutions that underpin the devel pment of poor people and not an nd in itself. 

he history of the bank tra es b ck t the e olution of it parent organisation-K-Rep group. 

Established in 1984 as a U AI pr ~ect, i original purpo was to support Kenyan N in 

promoting small businesses by providing grants and technical a sistance. 

' The Gemini survey of 1993 
9 Figures were obtained form a survey conducted by K·Rep on the number of people relying on MFis 
ervices in Keny . 

10 Evidenced by table one which outlines a geographical distribution of the major MF'Is in Kenya 

12 



It initially !ely d AID as it d n r ut thi w · curt ilin to its gr wth h n 

they intr u ed a progr m to directly lend to mi r hi 

saw the activitie of th organi aLi n e rch and d elopment nd 1 t r 
•• nd oi nlfi«)al1t uh n o o otiH ortk. t lttl r oht w u o tttt n r u'o 

K-Rep Developm nt Agency and K-Rep Ad\'is ry crvi m· 2001. hese two d al ith 

maners of res arch& inno ation dis eminati n t to form tion to the indu try and pro i ion 

fee based servic s such capacity building and training, r ~ect management and trategi 

planning for busine ses. 11 

MFis offer the following typ s of financial servic 

Pro i ion of cr dit 

This involves pro ision ofloan ervices to MEs in definit pr -d termined amounts with a 

out repayment schedule. Thi is the leading service offered by M Is as they do not require 

collateral unlike commercial anks. Instead, the M s ar required to open savings account 

with a requirement of a monthly deposit, which act as security for the loan. 

MFis can also be used to ace ss credit from commercial b nk . h members of the group als 

co-guarantee each other. Th y ffer credit facilities such bu in ss loans loans for purcha e 

of shares in the stock mark t most f which are not of red by commercial banks. K-REP one 

of the leading MFis has sub-divided its credit provi i n population into groups: 12 

Jubudi Loan Product 

'Juhudi' is a Kiswahili term meaning determination and it wa the fir t loan product developed 

by K-Rep. It is fashioned after th group lending meth dology of the Grameen Bank in 

Bangladesh but customized to It th Kenyan society. 

11 The infonnation about the -Rep group was obtained through an intervie\ Wtth Mr. Kimanthi Mutua the 
Managsng director K-Rep bank. 
11 <hn /; WW\ .K-Rep.com> 
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Th p rp e \ as to co r th ph Jes o the th n i ting I nding meth 

broadening outr ach ensuring Jf. u t an bili and en u ing cr ibilit an 

in he d li ry of credit to th 

ti ti oan Product 

The third and largest loan pr duct de elop d by K-Rep ank in th y ar 200 ti- ali is a 

Kiswahili term meaning mod rat . h r fore it i m nt t cater for financial nc of 

between K hs. 100 000/= to h . 250,000/= as a fir t I an with K-Rep Bank wh1ch is in 

e nc m der te financial n d . lt is n ither meagre n r I rge. It is open to the public at 

large. 

To qualify for the product applicants must register a groupo tween 5 and 1 0 m mbcr with 

a common ne d from one 1 ality. lt invol es mem r c -guaranteeing each other nd 

contributing to a savings account. h m mbers mu t \.' illing to attend we kly me ting 

then monthly meetings and they mu t rais ash collat ral. 

bikola Loan Product 

Chikola is the second loan product o the K-Rep Bank laun h d way back in 1991. • h1kola' i 

a term from local dialect of the iriarna p ople meaning 'm rry-go-round·. It bl nds the 

concept of lending methodology of the in igen us rotating a ing and credit clubs \i ith that of 

the Gram n ank. hikola is p pular in areas with gr u \.' hos objectives rotat ar und 

economic and business issues rath r than welfare acti iti . Th membership compri e of 

about 20 mem rs and the group mu t at least l year old. 

They hold monthly meetings an are r quired to op rate a joint savings account ith a 

minimum am unt equi alent to l 0% the loan. oney i lent to indi iduals with a ne-year 

loan riod r p ya I monthly. 
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Other pr du 

• P r on 1 loans for graduatin m m r:s of i ting K-R p B nk gr up nd pen t th 

pu lie h ul am unt l w1 u nt 

ba king, h n e sufficient collater 1 i pr r uisite. 

• Busin s ans designed for sm 11- ale bu in th t r uire cr dit up to Kshs. 

5 000 0001=. ufficient collateral i pr requisite. 13 

• imu ya jamii new produ t which i a loan rv1c a.m d t n bling micr ntreprenu to 

purchase th community bas d G phon . 

• Matatu op rators facility a loan C ility that enable matatu asoociation and owner to 

purchase n w vehicles or carry out j int projects u h p trot tations. 

• Consumer credit a credit facility with contractual a ing r s laried employ s. 

• Equipment financing involved in pro ision of m II I ans to small bu in sse op r ting 

photo tudio . 

This Illustrates a diversity of activities tha can be prov1ded by a single MFI. 

PRID anoth r n tion-wide M I ft us s n indi idu I r thcr than group based len ing. lt 

clients are tabl ished urban entr pr n urs and tw thir r worn n. Du to its indi idu, I 

and urban fo u , it tends to attra t higher in orne entreprencu and distributes slightly larger 

loans. PRID suppli s the loan urn , but requires clients to t blish a sa ing ace unt with a 

commercial ank, for ing a link b tw n formal financial in titutions and micro-entrepr neur . 

PRJDE is in estigating a new oftw r system that wilt link gr ups of micro-finance eli n~s to 

formal financial institutions reducing the anks costs I nding to the clients and enc ur ging 

furth r linkages 1 

In addition to provision of loans /cr dit, luntary sa ing and mandatory savings M I also 

offer training ervices to their mem r in variou fi ld th Jitegemee trust is aim d at 

11 <hnp:, '\ 
14 <htpp:/1 

. -Repcom> 
.pnde frica com> 
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en bling th 'mwanan hi" to 1 sufficient h nc it ng g in training th m in t hntc· I 

carpentry and other mall but sel su taining u iti . 1 

cny Women Finane Tru l r a ho ut t w m n ut I all mon to artlol tc a I ng 

as th y don't compos more than 20 any lead r hip 

riginally concentrating it e ort on profes ional w men, it h r ch d out to I w-111 me 

women ntrepreneurs. It p rat s through a myriad f bl I ) through ut the 

country and provides a ing and credit r ices thr ugh gr up n m i idual r lationships. Its 

financial services include: gr up a ings loans and I n guarant s while the non-credit 

facilities include: client coun lling nd client training. 16 

quity ank. offers services as: capitali ation, loan guarant 

Oth r s rvices offered by th anous Fls are pr isi n of infom1 I education by a ailing 

f: cilitie and gi ing out trainin n is ues such as the rampant IIIV and AID . provision f 

agricultural implements and techn logy to farmer an other small- cale ctivities.As mention d 

earli r some MFis also operate a A and other as R As (Rotating a ings and Credit 

ssociations) in many countries, R As are mainly utili d by worn n. They are also mor• 

common in urban than in rural areas, nd usually formed r pecific purposes and comprise 

peopl from a similar status and back round with assured nd r gular inc mes 

A component of this ctor that is not widely known i th t which otTers a servic call d 

factoring or bridging. It is cru ial in that it help m 11 bu in s t meet their trading 

oblig ti ns with other u ually bigger busin es while they aw it payments, which takes some 

time. hat they do is pay up th ligations of the e maJI u in sses and then the mall 

busines s repay them laler n t r making th ir sale . It i uniqu t only traders. On such 

bridging organisation is th Kenya at y trust 

1 ~ the inform tion was obtained fr m a br hun: longing to Juegemee Trust which el bo tes its 
acti itie . 
16 Washin ton K Kuru, Glenn D. Ped rson-Ken a \ men finance trust, case study of micro-finance 
scheme. 

16 



I 

I R\ I 

1 (K \\I I ) 

I c. 

p ri. 1omba •. l.:.mhu. 

PRJD 

p 

K L1 D. -~ I RYWIDE: 

F 
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1i r -finance In llluli n . Tlu mf nn ti n \\ obt in d r m a field stud_ carried put m the head ffic 
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2.1 TH 

One of th most important i su in mi rofinance to y 1 the r ul tion and su rvi ion of the 

industry. As aforemention d, mo t infonnal org nizati n pro iding financJal service to 

micro- nt rpris s do not fall under the overnm nt Regul n that are applied to bank and 

other fonnal financial in titutions. Many non-bank M 1 e p cially NG s, op r te n the 

fringe of existing regulati ns, e peci lly with regard t d it mobilization. 

Financial regulation refers to th dy of prin iple rut s tandards and compli nc 

procedur that apply to finan ial in titutions. 

Final su rvision invol es th e. aminati n and monit nn 

with regulation. 

organizations for compliance 

Prudential r gulation and sup rvision redesigned to 

• Avoid a anking crisis and maintain the integrity f th p yment ystem. 

• Protect d positors. 

• · nc urag financial sector c mp tition nd efficiency. 1 

2.2W 

MFLs should be r gulated if and wh n they mobilize deposi public. his is 

individual deposit rs cannot expe t d to monitor the st ility of Is and henc it is th 

responsibility o the state to do this. 

11 Micro inance II n : An Institutional and Fin nci I Perspective, Jo nna Ledger Ward at page 20. 
'q <http://" .mi rofin nee teway.com> 'Key I ues On an International Pe pective' . 
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The business of borrowing and len ing to the publi i · ery ri k)· especially for Fls the) 

lend money to the poor h Ius e a hl~hcs dcntull rl thla thcsro rG cs ll• r. r • • ato•n u 

regulating thi institutions t a oi crisis and at o t pr t ct the proyiders of the fund . 

As mention d earlier most M Is pcrate, as s henc are donor fund d, this creat s a risk 

since it is likely that the don r will push program th t target credit rath r than fi us on 

meeting exi ting demand for finan ial service . It is th r fi re imperati e to put in place a 

system of regulation that will en ure the MFls meet their objecti es of pro iding financial 

services to the poor efficiently. 

When an MFI reaches a size big enough to result in dire consequences to both its owners and 

creditors upon its failure there is a n ed to regulate such an in titution to prot ct the interested 

parties. MFls are growing in size and preading at a fi t rate as is the case with K-Rep bank 

which has a 5-year growth plan intended to cover mo t p rt of the country this s evid nee of 

the increase in size of the M Is. quity Bank has branche in virtually all the parts of the 

country. 

The vast majorities of MFis are sm II and informal and operate as voluntary association at the 

local level. It is not feasible to regulate them. Regulator should concentrate their attention on 

institutions that would like to offer deposit-taking services to the general public. The primary 

motivation for MFis to shift their micro-financial services to a regulated financial institution is 

to ensure a I ng-tem1 financial and institutional viability through increased access to borrowed 

funds by accepting deposits entering the inter-bank market or operating access to credit 

lines.Very fe MFis have the combination of owner hip structures management, financial 

discipline, information systems and pr fitability necessary to be safe deposit takers.20 

Kenya has taken the specific regulation approach and come up with a deposit taking micro 

finance bill-2004, which is the first specific proposed regulation in the industry. 

10 Joanna Ledger ard. supra, a1 page 2 I 
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M1 B ILL 2004 

As the name suggests it is aimed at regulating dep sit taking microfinance instituti n and not 

all micro financing institutions. he rea on as mentioned rlicr is th t M Is ar mo tly small 

and informal in titutions hence it will be very difficult t ring them under the ambit of th law 

as they do have significant indi idu I contribution to th industry. In addition they ha e very 

varied operations which make it difficult to com up with ne system of Law to regulate all 

the institutions. 

In looking at the regulations prop sed by this Bill I will take into account the ery important 

factor that MFI have features that are different from the ther financial institutions in that they 

have a different risk profile. 

The five key features that make MFI unique are: 

• Client base- borrowers are low-inc me entrepreneur working in the informal sector rather 

than traditional, registered formal busines es. 

• Lending methodology- loan decisions are character based and backed by little if any 

con entional collateral rather than the result of sophisti ated analysis of financial statement 

supported by pl dges of formal security. 

• Costs of lending- transaction c st of I nding are r I tively high, somewhere between 

traditional bank lending and informal credit m rkets. 

• Loan portfolio composition- credit is c mpri ed of a high Jume of small short-term loans 

with strong ge raphical concentrations in contrast to a standard retail banking loan portfolio 

profile. 

• Funding ba e- deposits are largely from community-bas d avers, rather than from highly 

mobil and somewhat speculative short-term investors. 

• tructure and go emance- bringing financial services to a widely dispersed, relatively 

remote clientele usually result 1n a decentrali ed structure and weak institutional 
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infrastru tur rather than the centraliz d structure an bur ucratic go emanc mo t 

financial institutions. 

ap r prlluo reguJ!it ~ p uuh n utu o tt. eo t a I ott ut llor t 1 tJ u r tl\1 t tlfk 

profile and also the legal in titution the country. . . 

Part 2 deals with provision rei ting to licensing: 

ECTION 4 contains provisions n the qualifications r carrying out deposit taking 

microfinance business. Though this will paint a definate picture on what constitutes deposit 

taking micro finance busine s, it will also ha e a curtailing effect by limiting the existing MFis 

to more stringent operational and financial provisions. heir flexibility will be limited in terms 

of provisioning, write offs and operating policies which is the common practice with most 

MFls as they are currently go emcd y the GOs Act. By abiding to company regulations as 

provided for in this section they will to comply with strict reserve requirements under the 

Companies Act. The businesses will not be able to transfer their resources easily betwe n the 

financial operations and any development activities they will be involved in since most of the 

MFis will be converting from their current NGO status. 

While an unregulated NGO may have more flexibility to p rate a wider range of programs, a 

regulated micro-fi11ance can fund its portfolio growth with more readily available capital than 

donor funding 

Although the I icensing of the depo it taking micro finance as company will have the advantage 

of enhancing its access to additional funding there is the ther side of the coin which is that the 

business will no longer qualify fi r ubsidised funding as i the case with the current Mfls 

which operate as NGOs instead the dep sit taking business will be required to issue shares t 

the public to raise the required capital. 

ECTION 8 provides that the Minister may by notice to a licensee revoke a licence and gives 

certain conditions. However this secti n does not say anything to do with consultation with a 

committee, board or even the BK efore such revocation, which brings about the risk of 

political interference in the licensing process. The Minister may exercise this power 
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autonomously and maliciously or p r n I gain. In additi n no reme y h 

his unforeseen ri k. 

n pro id d for 

Cl011U86 U\0 lll t tl gt\llllt U•e ltHltt•te \Ito aUtlt t•l )' l it J" ve 11 tt e Ml'l• uhtsnge• tu~ethel' 

with Central Bank the Fls are likely to be vulnerable to p litical influ nee. 

Part 3 of the bill relating to the management of d sit t king micro finan e bu iness contains 

provisions for minimum capital and minimum capital ratio. 

ection 9 provides that a deposit taking micro finance bu inc shall maintain minimum capital 

requirements as set out in the first schedule to this Act. The main reason for maintaining capital 

is to absorb shocks. The higher the level of capital of capital a business has the safer the 

business is. 

The effect of regulating the minimum amount of capital a micro finance business should have 

will be to limit on the number of deposit taking MFls in the industry. This will help in 

controlling the institutions closely as they will be at a manageable number. This will help in 

streamlining the MFis by having the businesses meet certain specifications and thus reducing 

the currently prevailing mbiguity on what these MFis are. 

In addition this will have a positi e effect on the interests of customers. as the funds the 

deposit with the MFis will be ore secured due to the capital limitation. 

ection I 0 provides that the deposit taking micro finan e business shall maintain minimum 

holding of assets as the CBK with th appro al of the mini t r, may by regulations prescribe. 

Bartk regulators will therefore use the minimum asset requirem nt as a tool for controlling the 

number and type of market entrants if they want to increase the market entrants they will 

reduce the minimum asset level requirement and if their objective is to reduce the number of 

firms in the industry or improve the level of tandards they will simply increase the level of 

minimum asset requirement to a oid more entrances and en exit some existing businesses 

that don't meet the requirements. 
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ection 11 deals v ith the branch of a deposit t ·ing micro finance busine s and par! ( ) 

limits the D FB from openin bran h outside Ken}a the problem tha ill ari h r i in 

r gards to the existing Is ' hich are part of forei n m ther MFis th ill want to e 

r glster d unacsr lllc ct. M t M 1"11 rc~tltllu~ Itt K•m 1t ~ r Ud• n•lure a11t1 thue Uti• will 

limit foreign in estment in the industry. · · 

Part (b provides that a minister shall give his appro al be or th opening of a new branch or 

the closure of an old one. Though this is intended to r vent over-branching and is po itive to 

that effect it is likely to bring b ut n gative ef e ts limiting the growth of MFis. This is 

because M Is are aimed at aile iating and assisting the p or and it is therefore necessary for 

them to establish branches in very remote areas in rdcr to reach their clientele better. These 

areas are however crime- ridd n and unsafe and might not win the fa ur of the minister. 

Artificial restrictions on the expansion ofMFls could result in-delinquency. 

ection 13 deals with application fi r loans and credit fi cility and it places the requirement that 

the applicant only needs 10 show their ability to r pay the loan this is in tandem with the 

current operations of MFI as they do not require c llateral form their members and neither d 

they impos strict portfolio sampling methods when deciding on who to grant the loan. Instead 

they tend t look at the past trend f the client in rep ying the I an and they base their deci ion 

on this. Th loan volumes are so large such that standard guidelines are not appropriate.21 

ection 14 provides a ceiling limit to be set by the Central Bank that shall not be exceeded by 

the FI this is a protecti e measure against lending ne person too much money as it wit I be 

dangerous in the event of default. The same is achieved by sub- ection, which prohibits the use 

of the MFis shares as collateral fi r loan. 

ection 16 of this bill propo es t the limitation of shares to a maximum of 25% for an 

individual person. This v.'ill serve as an effect way of a oiding the problem of fuJI control fa 

DTMFB that will have the effect floss of business ind pendence. 

ctwork Occasional Paper I at page 41 
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Th intr u lion of ownership is likely t promote el ·r ul tton by wn r who will be s eking 

to preserve th ir capital investment H w 

a danger to the industry in that there 1 

r the exc ption under sub ection of this s ti n pose 

risk of th operations of D FB being wholly 

controlled by a foreign compcny which i agtun t tho intendment ofth regulator .22 

ection 18 and 19 set out the qualifications and disqualifications of the directors of D MFB. 

The fact that this is encapsulated in th Act is ad antage u in that it will ensure that only the 

persons with competent professional background in finan i I intenn diation and" hom et th 

required standards as set will qualify to act in such capacity. 

However as earlier mentioned Mfls have unique featur s that need to be captured in their 

regulation and in this light therefore it is imperati e that directors of th DTMFB should be 

tied with these unique features such as, needs of clients r!!liance on character appraisal, 

decentralized operations and fast turn around decisions. uch persons should be equipped with 

years of experience serving small business enterprises. Th pro isions of the BiU are mu h 

generalized and may not meet the high demands of micro I nding. 

PART 4 deals with provisions rei ting to financial management of a deposit taking micro 

finance business. 

ECTION 21 provides that all entrie in any books of accounts and all accounts kept shall be 

recorded and kept in the nglish language and shall use the system of numerals employed in 

Government accounts. This brings about a complication due to the fact that most depositors of 

Fls are not literate to ery high le els and hence may n t be able to interpret the b ks if 

accounts to under Land the implications thereon. There hould be a simplified system of 

reporting for this group of takeholders, which is the maj r risk taker. 

Under sections 20 -22, this entails the preparation of annual financial reports to give the status 

of the business. This is a welcome mo e in terms of enlightening the public on the performance 

of the business plus it will also make it ea y for the owners and other stakeholders to monitor 

the acti ities of the business. 

21 Daily nation unday edition 8111 may 2005 
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Th re Ulrcment of o emment r porting is likely t bnng a ut benefit later on such as 

a countability to a third party for prudent sup rvi ion, ~ ctivc versight by om on Je s 

ab orbed in the developm nt mission nd appr val re uircments before major tr tegy or 

m a menl hift ar mado thu• moderating M •I . Ho c er the other Ide of the coin un II 

the sub t ntial in estment the busine s \ ill ha e tom k in order to incorporate an accounting 

and p rtfolio management system into the busin s ·. It al r quires addttional p rsonncl and 

annual xpen 

Reporting formats were originally conceived for banks with few large transaction and 

although Fls need the same type of financiaJ management information they are more 

concerned with aggregat indicators. ince their portfolio consists of thousands of little loans it 

is not r alistic to monitor the performance of each loan and so reporting fonnats should be 

appropriate to the loan size and transaction olume. 

ECTION 25 pro ides for the establishment of an internal audit function that shall report to the 

Board of Directors on the financial matters of the organisation. In addition to the required 

accounting qualifications such a person will be required t have cxp rience in deposit taking 

micro finance business. This i a ery good move as the audit of such an institution is unique in 

that it requires a clear understanding f the operations and fun Lions of MFis which as earlier 

stated are unique and specific. 

However a problem arises under CTI N 26, which provides for the appointment of external 

auditors in accordance with section 61 of the Companies Act. This Act does not provide for the 

special needs of an M I and hence the auditors appointed will not possess the requi ite 

knowledge on the specific characteristics of MFls the probable result of this is that the auditor 

will overlook dangers that are likely to be specific to the MFl such as was the ca e in th case 

ofFinanscol a leading Colombian MFI which almost collapsed due to 
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finan ial diflicultie .In this ca the e. temal au it r h d i uc:d n un u lifi d r p n du to 

their I ck of under tanding of the manner of operation f th rg ni ation.23 

0 

The proposed bill ill boost the sub-sector from many p rspecti e : 

It will legitimise micro financ practise and bring it into th fold of the financial markets, a 

oppos d to the peripheral it hitherto b en percei ed to be. 

It will bring about appropriate regulations for micro finance operation in some cases banking 

regulations ar not favourable such as those relating to branching while in other cases they arc 

less string nt than the requirement by M Is such as guidelines for non-performing loans which 

require strict measures in the case of MFis. 

It will level the playing field for MFJs operations under different statutes protect legitimate 

MFis from quack ones and most of all pro ide a framew rk for de eloping institutions that 

dep nd on the local financial markets for their growth and sustainability as o pos d to d nor 

funds. For example as of n w, K-Rep confom1s to all regulations of the C K but other M I 

don t, it pays taxes some M I don t. 

The Bill is also likely to bring ab ut a positive effect of uniformity in the micro fin ncing 

operations, which is not the urrent case. For instance an MFI like K-Rep has an institutional 

policy to only I nd money to xisting b rrowers while others agree to lend to starters. 

Ml ROFI A CE IN ITUTIO S the Micro finance 
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The regulation is also likely to bring ab ut a tier sy t m in the indu try u h th t Lh MFI will 

he compris d in three tiers as follows: 

I 1 tier- formally constituted deposit t king M · 1 th twill re ulnted y th cntral ank ncl 

the Deposit Taking micro-financin regulation when it c m into pl ce. TheJ will als be 

m mbers of the Deposit Protection fund Board. 

_ nd tier- formally constituted credit only MFls. he e are th l Lh t don t take d p sits 

from the public but take cash collateral on their loans. The mi re-finance unit in the Ministry 

of inance \ ill regulate them. 

3rd tier- informally constituted M Is like RO CAs and F As which will b regulated by 

donors, commercial banks and Go ernment agencies from whom they obtain funds. 24 

From the donor p rspective some outside regulation or standard setting is important for three 

main reasons: 

While donors have committed large amounts to many of these institutions, they have minimal 

leverage ver management nee funds are committed and have typically not included 

performance clauses in their contracts. Regulation by the go ernrnent will secure their fund . 

Donors rely on financials pro ided by the MFl and upon reports from consultants to determine 

the financi I c nditions of MFls. The information is inaccurate and poorly compiled and may 

even be untrue. They will now have access to reliable information. 

Regulatory oversight will help in protecting and enhancing a donor s in estment in an 

through periodic monitoring and minimum performanc standards. 

'1 · Omtno George. supra, note 5. 
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3. 

Th reason fl r my di cussion of Boli ia as a case study i cause it h spe i lis d categoric 

of laws d igned sp cifically as \ ill be e idenc d.2s he oli ian superint ndency has b en 

particularly innovative in the regulation and supervision f micro-finance. The proces b gan 

" ith the authorisation in February 1992 of Banco olidario .A (Bancosol) as the fir t pri ate 

commercial bank in the world dedicated to the exclusi e pr vision of financial service to the 

micro ent rprise s ctor. A second significant step cam in April 1995, when Boli ian 

Go emment enacted a decree that regulates the incorporation and operation of the pri ate 

Financial Funds (PFFs). PFFs are non-bank financial intermediaries designed to serve the small 

business and micro enterprise sector. 

Bolivia has a law on Banking and ·inancial institutions that was formulated in 1993 to govern 

financial s rvices provision. Howe er an assessment of the supply and demand for credit in the 

Boli ian financia l system indicated th need for a new type of entity specialising in micro nd 

small business finance. A considerable portion of the p tential demand for financial ser icc · 

among low-income sectors was not being met by the current regulated institutions, nor by the 

GOs sp cialised in providing credit to these sectors. This is because the co erage ofBancosol 

and other Boli ian micro credit NGOs fell short of the potential demand. 

Those institutions currently participating in the micro-finance market in the supervised and the 

non-profit ectors are in ufficient to guarantee efficient financial intermediation for micro 

entrepreneurs and small busine ses. Multiple-service banking is an excessively br ad 

framework for lending operations to micro entrepreneurs and small businesses requiring 

minimum capital that overprotects micr lending operations and acts as a barrier to entry. 

• In my case study present lion I will refer to a publication by RACHEL Rock on micro financing in 
Boli ia . 
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In pril 19 5 the Bolivian ov mm nt enacted supreme rc 2 0 \\hi h re ulate th 

in orporati n and operati n o the Private Financial und . And lh fir t B livian 

Private Financial und hich gre out of the end r Pr 

PFFs have the following m in charact ristics. hi p ciaJ cat gory f finan ial institution 

was establishe to finance the activitie of micro and small s well as to make loans 

to indi iduals for durable oods purchases. They may als e ng ged in small-scale consumer 

credit operations. The PFFs are organis d as corp ration · thi I gal form llows or timely 

increases in equity when required by the sup rit ndency f Banks and may lso help attract 

financial institutions from abr ad. They require U I million for establishment in capital and 

must maintain a net worth equivalent to at least I 0% of their as ts nd contingencie weighted 

on the basis of risk. 

PFFs are permitted to p rform financial leasing and factoring to traditional lending. They may 

receive deposits and provi e financial services su h as rna ing draft and payment order and 

also buying and selling foreign currency. They are subject to the credit limits laid down by the 

law on banks and financial in tituti n . efore recei ing an operating license, P Fs mu t ha e 

managers with extensive experienc s rving the small business and micro enterpri e sectors. 

PFFS are restricted from s vera! type of banking operations such capturing demand 

deposits, foreign trade practises, trust operations and other charge of fiduciary duty, 

in estment in enterpri e capital p rticipation in the underwriting and lac m nt of securitie 

and mutual fund man gem nt. 

Other limits on PFFs are: 

The loan made to a borrower may not exceed 3% of the net worth of the PFF. 

Credits with personal guarantees may not exceed I% of the PFFs net worth. 

A PFF may not maintain a credit rei tionship with an institution of the n tiona! finruacial 

system for more than 20% of the PFF n t worth. 
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To a oid c nflicts f int rest. hareholders, t tut ry udit r . dtr tor and man ger . and 

indhi u Is or entiti sass ciated with a P ·F may n t obtain I an dir ctly or indir ctly m1 

th institution. 

PFF are also su ~ect to any operati e restriction that the superit n ncy 

prudent. 

banks deem 

Th Bolivian superitendency recognise the need to make provisions in th 1993 law to allo\ 

for the large volume of small loans characteristics of microfinance institution . B cau the 

small siz.e of micro loans allows them to be considered min r risk • when classifying and 

e aluating as ets and their accruals in the calculation of equity position. which includes the 

limit on the total amount of loans made with a personal guarant e t twic the in titution 

financials net worth, the following exceptions were made: 

Banking institutions should exclude from this limit all loans that are equi alent to U 2 000 

or Je s or 1/1000 of the institutions net worth. 

on-bank institutions. including PFFs should exclude from this limit loans equivalent t U 

500 or 1/20 of 1% of the institution s net worth whichever is greater. 

Form the above description of the op rations of Boli ia • regulatory system of institutions 

which pro ide servic s to small and micro credits \ e can derive a few similarities and at the 

same point out difference between the \ orkings of Bolivia's regulation of micro finance and 

the proposed regulation of K nya s micro finance industry as follows: 

The institutions in Boli ia that are r gulated are those that pro id finance to the small and 

micro busin sses and are organi ed as corporations. In Kenya there is a similar move aimed at 

regulating only the deposit taking micro finance institutions and there is a requirement in the 

proposed bill to register all the institutions as companies under the Companies Act cap. 486 of 

the Laws of Kenya. 
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In both countries provisions ha e been made for maintenan minimum lev t of capit 1 ut 

whereas Boli ia also has a pro ision for maintenan e of net worth equivalent to 1 Oo/o o 

assets and contingencies weighte on the basis of ri k, the pr p sed Kenyan bill provide for 

the maintenance of minimum liquid to b pre cri d by th entr I nk with th 

minister's approval. 

Bolivian regulation prescribes the permissible finan ial operations by these institutions as wdl 

as providing for limits on their operations. ln the case of Kenya, the bill h n mention o the 

financial operations to be carried out but under section 12 it give a list of prohibited acti itie 

of the institutions. 

orne prohibited acti ities are similar to those prohibited in Boli ia such as; for ign trade 

operations trust operations, investing in enterprise capital and participating in the underwriting 

and placing of securities. 

In Bolivia the limit on loan to a borrower may not exceed 3% of the net worthwhile the bill 

pro ides for a limit to be set by CBK. urther more the bill contrary to provisions existing in 

Bolivia limiting credits with personal guarantees to I% of the PFFs net worth and also limits 

on the PFFs maintaining any relationship with an institution of the national financial system no 

such provision can be found in the bill. 

The proposed bill provides that insider lending in by MFis should be approved by BK with 

the approval of the minister while the olivian regulation totally prohibits any form of insider 

lending. 
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The challenge of creating a microfinance bank within the comm rei 1 bank regulatory regim 

has highlighted eral incongruities: 

Portfolio r triction : 

There i a restriction by the Ia on Banking Lhat the portion of a financi 1 entity s p rtf olio 

ba ked by personal guarantees may not exceed tv ice the equity of th institution. Despite the 

superitendency giving an exemption for this, problems are still enc untere ince Ban os I s 

it uses the solidarity group lending methodology where one loan is shared among ab ut fi e 

people but this nds up being counted as on large loan hence it end up exce ding the s t limit 

ofU 2000. 

Though intending to reduce exposure to credit risk this r striction doe not take int account 

the viability and proven track recor of the solidarity group lending mechanism. Demanding 

tangible guarantees undermines a basic characteristic of the micro lending model. his 

regulation results in unreasonable capital adequacy standards ~nd restricts its financial 

leverage directly limiting its portfolio growth outreach and profitability. Banco ol ha · 

recommend d that that the superitendency adapt the resolution to apply to those institutions 

serving the micro enterprise sector by raising the threshold loan le I and increasing the 

percentage of quity. 

Docum ntati n: 

The B li ian regulatory frame\ ork calls for detailed loan application requirements. Most of 

the required do umentation is uperfluous to a character based lending methodology that relie 

on the p rsonal relationship bet\! een loan officer and borrower. and a qualitative loan 

as essment. It is esp cially onerous \ here each loan officer is managing hundred of loans; it 

ties loan officers to th ir de ks when they need to devote maximum attention to client allow­

up in the field. an n xibility of obtaining credit are fundamental elements in attracting 
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micro entrepreneurs to pay the necessary high inrerest rate • ar al undermined. an n ol 

has proposed. guideline for documentation as follow · 

E aluating the financial and economic statues of its client t 1 ast one y ar rath r than \ ith 

ch disburs ment, erifying us of loans greater than "',000 only r ther than all the 1 an 

made, continually evaluating the risk assessment of family unit but without th regul tory 

requirement of a signed affidavit by the spouse enfying the asse liab1htt , 

mcomelex penses. 

Br nch opening : 

The superitend ncy allows for the opening of agencies operating on a full time chedul that 

are expected to become fuH-scale branches. This poses a problem as it takes about 2 year to 

generate enough business to b able to run a full scale branch office. 

Bancosol th refore proposes that there be authorisation to open mini- ffices that operate a part 

time schedule with a few limitations such as operating accounts and accepting loan payment . 

Bangladesh as a case study is of great importance as it has one of the oldest and most diver e 

microfinance sectors in the world including some of the largest and most sophisticated 

microfinance institutions· the Grameen bank, BRAC and A A.26 ln Bangladesh, the unique 

circumstances of no regulatory o ersight and a large, well funded GO community have 

resulted in th ad hoc evolution of sophisticated and innovative MFis. Most MFls in 

Bangladesh combine micro credit with a strong education and social change agenda to addre 

the structural p verty of rural areas. 

Mot MFis in B ngladesh are G s, which are regi tered under the s cieties Act of 1860 and 

are ex mpt from o ersight by the entral Bank despite their participation in lending and 

collection of d p sits acti itie . ost have a donor-funded pool and hold member 

=• Some of the inform tion on Bangladesh a ca e study is obtained from an anicle wrinen by janney 
carpenter on micro financing in Bangladesh. 
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deposits in low-risk investment portfolio. How er the larger M ls u e memb r sa ings to 

fund their lending activities due to the high loan demand. her are about our major market 

player pro iding credit facilities.27 

The permissiveness of the current regulatory en ir nment allow s to undertake n arly all 

the activities they need to meet their de elopment obj ti es uch as accepting deposit 

extending credit, rai ing capital from donors and other sources. Tho G s large enough to 

receive foreign funding are o erseen by the GO bureau, which must appro e all foreign aid 

flows. To recei e for ign funds, the GO must submit a work plan and a budget for the 

propos d project. Howe er the bureau does not conduct any as e sment examination or 

evaluations of the financial condition of the go or e en the financial viability of the project 

funders are responsible for completing their own risk assessmenL This m ans that members 

and funders can only rely upon management to a ert fraud, mismanagement and any other 

unforeseen circumstances. This is very risky as they have no definite cause of action in case 

either of these occurs. 

Few MFis ha e adopted a legal form with some regulation hence they face minima1 oversight 

and monitoring. Financial co-operatives are chartered under the co-operative societies Act 

which enables them mobilize dep sits from the general public in addition to their m mbers. 

The government registrar regulates these institutions though he has little preventive or 

protective regulation an conducts ery little supervision. 

Most of these institutions ha e minimal outside financial review and audit hence as they 

assume more financial risks th y face two challenges: 

1. The need to strengthen their elf regulation and internal controls 

2. The possibility of government regulation through the Central bank or other 

supervisory body. 

11 Regulation and supervision of micro financing case study approach by various micro finance experts 
from the countries feaiUred. 
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There is minimal pressure on the MFis to chang their current structuring as international 

donors are more than willing to finance their acti ities with minimal internal or external 

oversight requirements. The result of this is that of only on MFI r gulated by the Central bank 

the Grameen Bank; the country's biggest micro lender. 

3.2.1 

Grameen s formal and legal bank status allows it to raise capital and collect deposits to finance 

its banking finances which are aimed at the poor people. It therefore functions as a banking 

institution. It became a specially chartered organisation in 1983 with the passage of the 

Grameen bank ordinance?8 

The Grameen Bank ordinance is a special charter adopted in 1983 that describes the formation 

of the institution its management and governance structures. supervision by the ministry of 

Finance, ownership structure and functions. It serves as the articles of incorporation and major 

policies. 

This charter addresses licensing requirements to ensure a prudent structure for the bank and on­

going supervision and monitoring requirements. The major features of the Grameen ordinance 

were adopted to fit a microfinance institution as follows : 

Capital requirement the capital for the bank was U $ 4.25 million, which exceeded the 

standard requirement for a commercial bank in Bangladesh that is U $3.25 million. There are 

no capital adequacy or liquidity ratios requirements for Grameen bank. 

Owner hip by Bangladesh bank ownership is shared between Bangladesh bank and 

members. The central bank owns 25% of the stake. 

!' The Grameen bank project was sponsored by the rural economics programme of the department of 
economics, university of Chjuagong in 1976. The Bangladesh bank subsequently adopted it to deliver 

credit to the rural areas. 
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ompli. nee ' ith t ndard portf li ri k cia ifi ti n (d linqu ncy, loan-los pro 

and rameen reports delinquency t th Ban Ia h nk u in th ame lure 

s formal banks. 

Br n b re tri ti n ramcen must request Banglad sh bank or~ approval o open n \\ 

branch. The central bank prepares a brief fea ibllity tudy f the area and population plu · 

em graphic . It also obtains the opinion of local p liti i n- nd commercial banks officers. 

cc to Bangl d h b nk fund th bank an issue bonds d b nture that ar guar nteed 

by the go emm nt. 

Limita tion n cop of activiti all acti ities are permitted as long as they are condu tv to 

the objectives o the rameen bank. 

Bo rd tructure governance of the bank is by a twelve-member board of directors of which 

three are government app inted and members elect nine. 

pproval on nior manag m nt the board appoints the managing director wi th th prior 

approval of the central bank. 

Ta able tatu no tax is due for the first ten year . 

3.2.2 

The case f angladesh is somewhat similar to our situation in the sense that currently in 

Kenya there are tw major MFls that are regulat d by the central bank· K-REP Bank nd 

Equity Bank \ hich rec ntly con ertcd into a bank. 

K-Rep Bank rr wed a lot on its structure formulation form the Gram en bank and so mo t of 

its perations are ery similar to th se of the Grameen bank an example of these is th Juhudi 

product, which was borrowed from the Grameen bank. 

Hov.,e er Bangladesh opted to ha e a specific regulation for this bank while Kenya want 

implement a blanket regulation S) stem for all deposit taking institutions. A look at the 
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regulation also r v l that th re are a few di ren e in the r •ulati n b the Gram en chart r 

and the proposed deposit-taking bill (2004) of Kenya. ls uc uch non- . ·a ion of 

the first ten years lack of restri ti n on acti Hies, the ea ibility sllldy carried out on a 

proposed area before opemng a branch and the ownership tru ture with a f, cu of the holding 

of 25% of its shares by the centr I bank are ery for ign nc ts and do not feature in 

Kenya's propos d bill. This shows that not much w borr wed from the Grameen charter. 

3.3 

As a case study outh Africa is of significance due to its n toriety in self-r gulation by MFis. 

The major challenge faced by outh Africa s financial sector is to meet the needs of the 

pre iously unbanked population. Th re is a chasm betwe n the financing needs of micro 

entrepreneurs and the requirements of commercial banks. Very few financial institutions are 

designed to m et the ne ds of the informal sector. Banks view I ans to small and M Es as 

extremely risky when there is no collateral credit history business plan or history. Because of 

the usury Act and high transaction costs banks don't find it cost effective the b nking 

infrastructure is also segregated geographically so that many township resid nts do not have 

convenient access to financial services. MSEs are also n t innocent victims in this situation as 

they are often reluctant to b rrow r m banks due to the arduous application process and the 

requirement for a minimum loan size, which is usually above their needs and ability. 

The current regulatory framework pro ides for tv o primary categories of financial institutions. 

The first tier consists of commercial banks and mutual banks. The differenc s between the two 

are in the minimum capital requirement with that of mutual banks b ing lower and in the 

nature of investment with mutual banks considered as having a development focus. The second 

tier includes unregulated instituti ns and associations that fall under the common bond 

exclusion. 

Based on these categories it there[! re folio-. s that different regulation will exist for different 

institutions as foJlows: 
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utu I Ban 

The Mutual Bank Act of I 93 was an attempt t add tpth to outh Africa's finan ial sy tern 

by creattng a b nking cate ory th t h d le strin ent c u y pr re uisite but imilar 

risk managem nt re uir mcnts. It attempted t invol mmunities in bankin by ha ing a 

provision for local boards o bran hes of mutu I ern er of the community w r 

expected to acquire shares in the mutual bank. A mutual bank can accept deposits and grant 

loans, advances and other credit. 

ury Act 

This Act regulates con umer tran action including m n y lending, commercial credit and 

leasing. It states that no moneylender may recei e finance charge at an annual rate greater 

than the maximum rate as detennined by the registrar. his affects lending by banks toM E . 

as they are not alJowed to ch rge high interest rates spite there b ing a greater risk in such 

lending. The rationale is in the interests of consumer protection against exploitation but it 

makes it impossible for MFis t achie e full cost recovery therefore limiting access t 

financial services to low-inc me earners. 

In 1999 the usury Act exempted micr lending institutions fr m this limit for transaction 

worth SA R 10,000,00 pr ided the institution was regi tered und r the RC and it complies 

with the gazette notice (June I 1999) pro isions.29 

elf Regulation 

As outh Africa made the transiti n to majority rule in th early to mid-1990s, it had to face up 

to the need for a parallel tran ition in its e onomic institutions. ince then, outh Africa has 

made significant strides toward improving the national policy and legal environment for more 

equitable economic growth including small-scale finance. 

s part of the process of deepening the financial sector, the Micro Finance Regulatory Council 

(MFRC) came into being in 1999, under an exemption to the Usury Act. The MFR 's purp se 

29< http://www.cliffdekker.co.za > uth Afric n banking regulations. 
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i to supervise th op rations of thos institutions I n ing under it unl" tricted interest rate 

v.iodow and to pro ide for effective consumer protecti n n regularization of micro-lender 

operations in a growing market. Ha ing erved this role fi r o er five y ar , the FRC is n 

to be absorbed into a larger regulatory tructure, 

reforms.30 

p r\ new gener tion of financiftl 

An excerpt from the regulatory and supervisory for bank tn outh A rica shows the duti of 

the MFCRC as follows: 31 

The Micro Finance Regulatory ouncil (hereinafter referred to as the "MFRC' 

established in terms of the notice as the regulatory institution tasked with supervisit 

regulating this lucrative but previously unregulated sector of the financial Sf 

industry. The MFRC is a legal entity incorporated under section 21 of the Compani 

as an association not for gain whose representatives are drawn qually from consume 

the money lending industry. Its duties are, imer alia to: 

Register lenders in accordance with accreditation criteria approved by the 

Minister of Trade and Industry; 

Ensure that complaints from the general public are responded to objectively; 

Educate and inform the general public and lenders in relation to their rights and 

obligations under the notice; 

Annually publish infonnation regarding the money lending industry, the services 

provided, security and/or guarantees required types of charge and the average ; 

charges levied by each lender in a comparable fonnat· 

<http://www.microfinancegetway.com> Meagher P. Microfinance Regulation nd Supervision in South 

~frica 

<hup: '''"' clillcJc~l-cr.co.l.a> outh African ban~ing regulation. 
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Annually furnish the Minister o rade and Industry '"ith a ct it d r port on 

lenders its acti iti s and functi ns and any other m rm tion th t th 1inist r 

may require. 

The MFR works in conjunction ith LR and in e July 2002 it has been 

compulsory for r gi tered micr lender (of whom there ar· 1300 nationwide) to operate 

according to the rules of the National Loans Register LR) which require lenders to: 

• ubmit detai Is of all loans to the NLR databa es 

• Make enquiries on the d tabase before appro ing any loans 

• lnfonn borrowers about their curr nt LR records 

• Follow prescribed processes for \erifying data to be stored on the LR and for re ol ing 

any disputes v ith borrowers 

• Discourage reckless borrowing and o er-indebtedness 

The LR currently contains records of over 5-million loans averaging Rl 250 in size made 

by 396 lenders. The total 1 n book of the registered micro lending industry stands at over 

Rl5-billion. 

The MFRC will certainly bring much-needed norms and standards t the industry. Howe er, its 

primary focus r mains on lending for consumer spending. Micro-ent rprises continue to be 

neglected. 32 

.3.2 

The case of outh Africa is v ry different with our own situation as the main focus i on the 

ICR, which is highly empowered by the provisions of the Usury Act under which it is 

formed. It is charged with the mammoth responsibility of handling most if not all-regulatory 

issues of MFls in outh Africa. In Kenya our own institution AMFI s mission is to develop a 

micro finance industry and an instituti nat framework that serves poor and low-income people 

n The ewsletter of the S" iss-South African Co-operation lnttlati e Issue no 10. December 2003. 
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in Kenya. Its long-term objecti s are to: ensure th t the micr finance legislation is p ssed by 

parliament; and to increase memb rship in the network among M ·Is. It regularly collaborate 

with government and donors organizations in Kenya me f th acti ities it ha b en 

involved in are: 

Il participated in the de elopment of the poverty reducti n trategy paper hich is a national 

initiative. It also hosted the meeting of the Regional Program to Build Micro Finance 

et\ orks in Africa held in April 1999. 

Kenya has clearly no intentions of taking up the South African system and has instead opted to 

come up with a regulatory framework in the form of a tatute. The only leaf we can therefore 

borrow from South Africa is that of empowering AMFI to b able to regulate the MFI industry 

more efficiently and ensure compliance ith the new regulation once it comes into place. 

3.4 CA EOFUGA D . 

Uganda now prides itself with a tatute to regulate micro financing (deposit taking 

institutions). Good donor practice play d a major role in ganda's micro fmance legislation, 

passed in 2002. The timing was right ~ r regulation because the Ugandan micro fmance sector 

was well developed, with three to five MFis nearly ready to become licen ed deposit -taking 

institutions. GTZ worked closely with the Ugandan Central Bank (BOU) to de elop a 

frame\! ork for licensing regulating and supervising deposit-taking M Is. In consultation with 

the BOU, U I 's SPEED project is h !ping to build the capacity of these institutions to 

intermediate client deposits. takeholder consultation and the technical strength of donor teams 

are key success factors. 33 

A brief historical background reveals that the micro finance sect r in Uganda has seen 

tremendous growth since 1994. Currently there are over 500 Mfls operating in 52 of the 56 

districts. Of the estimated 600 000 clients of the MFls, 70% are women and 20% are in the 

rural areas. 

1 
<hnp.//ww\) .cgap.org> 
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Finan i I instituti ns m g nda h b n regulat d y tw m j r Ia\ : th 

lnsmution t tute (FI ) of 1993 nd B nk of 1993. Both th · 

,,. red sign to regulate c mm r i I b nk , insur n 

were not r cognized by these acts. M Is ere r gistered n r gut ted companies limit d by 

arantees and Os. ~ 

Tb oi m legal clarity o er Is I ft the funds d p it d by public to various f· I 

unsupervised by any go emment agcn y and ulnerable t th "'him f tho e with ill-intent. 

The go emment stated this as a thr t to th well in f th "financial industry' o th 

country. 

The government of Uganda took pr -active st ps to creat a I gal framework for Fls nd 

enacted the micr finance dep si t t king Institution (MDI) Act in 2003. Th law d fined rol 

for MFis and MDis and created a leg I mechanism for them to c pl deposits. It categ riz d 

organization engaged in monetary tr n actions invol ing d p it . s ings and lendmg f 

public funds in four tiers: Tier I in tituti ns are commer i I banks· ier 2 in titution rc 

licens d credit institutions· Ti r 3 icr finance D posit- aking In titutions (MDls) may take 

dep sits from th public and n-lend th m t the public; ier 4 in titutions may only ace pt 

compulsory savings from clients and ier 4 coop rati e may take voluntary sa ings fr m 

mem r and on-lend them only t memb r . 

Th law al o introduced licensing r uirem nts and regulatory oversight procedur s for Is. 

The Is will h v to acquir a lie n to operate and tran a t in and will be go med nd 

supervis d y the BoU. Obtaining licen ' ill enable the M I to accept deposits from pui:>lic, 

lend credit and sh rt-term loan t micr -enterprises and I w-income households transmit 

local currenci , erforrn payr II servi , and deal v ith utilities and chool fe paymen . 

Under the n w law. only Tier-4 MFis can c ept compul ry sa ing rom its clients, while 

only u r-own d ier-4 Fl are allov d to take olunt ry ings fr m clien for on-1 nding 

purpos s. 

Under the n w act n MDI must b in rp rated as a limited c mpany with issued shares, have 

a minimum captt I f U 285,000 n a pit I a equacy r ti at least 15% of weighted as cts 
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a any time. MDls cannot grant credit facility o mor than 1% of h e capital to indi idual 

and no more than 5% o cor capital to a group. o group r indi idu 1 can 0\\.n more th n 

"'00/o of the Dl in the initial stag . In five years group r indivi u 1 will be limited to nly 

20% owner hip of n MDI. Wholly o ned microfin nee f licen d commerci I 

' and Fls that are v.ned b B , appr ed publicly held cbmpanies tha also ha 

similar businesses in other countries, are e empted fr m this wn r hip r tnction. Operation 

and management of MDis must e run by a staff\ ith con id rabl exp rience in the banking 

sector. 

As part of the MDI Act an MDI Depo it Protection Fund will b established by the Bank of 

Uganda to protect depositors. 

While clearing up some legal ambiguity, thes frarnev ork have created n w challenges or 

existing Fls. Organizations wh ,. i h to obtain a MDI license mu t now atisfy se eral ne 

requi rements. Only about fi e to nine current MFis can m t th i r 3 requir ments of MDI 

. ct 2003. To become an MDI, an M I will ha e to change its name, mi i n statement human 

resource capacities, organizational structure and culture, to reflect its new statu . 

Transformation from MFis t MDis will require MFis to b com sort of mini bank . 

threatening the peculiar s ial a pect MFls. Of the appr ximately 500 M Is currently in 

operation in Uganda it is expected that only a very few ( to 5) qu lify for MDI status upon 

pas age of the MDI Act. Thi means that the vast majority of M ·I in ganda will not be 

ubject to Bank of Uganda regulation and sup rvision. As the Tier 4 institutions grow the 

rna} qualify for a Tier 3 DI lie n and be subject to the pr vision of the MDI Act. There i 

currently a ariety of Tier 4 organization , including: approximately I 0 to 15 m dium sized 

MFis (with 5,000 to 25,000 clients); approximately 40 smaller M Is (with 500 to 5,000 

clients); and a large number of M I with ewer than 500 clients. 

To assist with the expansion f th i r 4 institutions the gandan icrofinance etwork 

(A FlU), with upport from the Bank f gand and the Ministry of inance ha e begun to 
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de elop a s t f p r rmanc indicat rs that can 

categories ofTier 4 MFis.34 

s ben hmarks for th nus 

It is very important to s feguard publi funds. As with all legi I ti e t and their enforccm nt 

in practice a bal nee must stru k to ncourage the Is stay focused on th 

culiar needs of the I ss privileged an reach ut 1 th p orest. There also should be 

extensive exchange of inform tion and e. perience b t\ e with similar laws in the 

books or in the pipeline o th t ery ne can benefit fr m th gr wing process and av id 

reinventing the wheel. JS 

The Micro-Depo it Taking In titutions ct of 2003 (MDI Act) pro ides an example of 

regulation and supervision th t allows those institutions that are ready, willing and able to 

mobilize deposits in a prudent m nner to do so. By adopting a tiered tructure to the regulation 

of microfmance acti ities th MDI Act creates an enabling en ironment for the continued 

de elopmem of M Is in the country. It ackno\ ledges that microfin nc GOs are a legitimate 

and important part of Uganda's financi I system acknowledges their uniqu needs and furthers 

the capacity building of these organiz lions. 

The case of Uganda as exp cted is ery similar to our own as we are also xperiencing a 

tremendous growth since the early 1990's. Due to the great increase in numbers of M Es and 

MFis the government also saw it fit to come up with a Micro-Financing Bill to define these 

institutions clearly and to r du the risk they were facing of mismanagement and fund 

embezzlement. 

The provisions of this Bill are s mew hat similar to those of the MDI bill of 200 I of Uganda. 

orne of the common aspects include: the licensing requirements and regulatory oversight by 

34_Policies, Regulauons and ystem that Promote ustainable Financial ervices to the Poor and Poorest 

b. omen's World Banking 

·s Presented by Oli ia Kayongo, Program Co rdinator, tcro Credit Development Trust (MCDT). Uganda, 
at the Grameen Trust Assoctated ession for G meen Global etwork at MEARMS. MCDT has been a 
Grameen Trust panner since 2000. 
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Th provisions f this Bill are s mewhat similar to tho th MDI bill of 200 I of gand . 

orne of the common asp cts include: the licensing r uir m nt an r gulatory over ight by 

the central bank. the formulation of the deposit taking institution into a limited company with a 

limitation on it ownership by a particular per on nd the minimum c pita! requirement, the 

limit on the maximum credit th t it can issue, the requircm nt of banking exp rt ' the 

management staff and also the establishment of the ti r sy tern [! r institutions at the variou 

le els. The particulars may be different but the ' hole oncept of capturing the unique 

characteristics of MFls is depicted in both these bills. 
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4.1 

. hero finan e in ·titutions ha e demon trated considerable re ilience, flourishing out ide 

a regulated environment. As the numb r of institution in re ·e and as MFis have 

grown in scale and complexity, the o emment as the regulator h s sought the means to 

support their gr wth, while safeguarding the financial system and pr tecting the interests 

of Fl clients, the most vulnerable ec nomic sectors of th p pulation. I will now point 

out field les on that illuminate appropriate regulation of the MFis industry. I will 

consider the risk profile of MFis as highlighted in chapt r tw and look at possible 

prudential guidelines where MFis are ulnerable. 

The government in conjunction with ther regulators as the entral Bank of Kenya 

should be cautious in implementing the proposed deposit taking bill in that the process 

should not be to hasty to ambush the existing institutions nor h uld it be based on only 

one insti tutional m del like concentrating only on the dep sit taking institutions without 

gi·ving room for other lower institution to rise to the I f these deposit taking 

in titutions. C n idering that M ·I ha e been free to inno ate financial services 

methodologies that are appropriate their characteristics, there is a danger that 

regulations designed for the risk pr tile of commercial nks may box M Is into 

practice that require replicating traditi nal banking practice and thereby losing their 

target market. AI o once regulat d dep it r may lose their ability toe aluate their risk. 

Hove er there 1 also a danger that the proliferation of M ·Is in re pon e to a seemingly 

limitless market for icro financ ·ervices may exceed the regulators capacity of 

supervision. 
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It is therefore 'ery important to trike a balance; regulators h uld con ider a line below 

which the financial market are bener f unregulated and u their attentton on tho e 

institution with the potential to obt in a ignificant cale Thi has somewhat een 

exhibited in the prop sed deposit taking bill (2004) 

SPECIFIC RECOMMENDATIONS 

4.1.1 0 R HIP D Rl K 

The proposed bill has a provision fori sue of shares to the public under section 12; in as 

much as will enc urage investment by private in estor and c mribute to the increased 

stability of these institutions the ill should also ha taken into consideration th 

likelihood of ncouraging in e tment by other public and de elopmen -oriented 

institutions with micro finance or relat d development finance experience. This would 

have the effect of ousting inexperienced stakeholders and r placing them with mor 

experienced ones to ensure that the unique characteristics f M · I are not overlooked. 

In addition to pr viding that the board hould e composed of directors as under sections 

17 18 and 19 it hould also state that these directors houl b professionally equipped to 

define sound p licies for MFis the bill hould also go ahead and define exactly what 

constitutes gro n gligence by the institutions such as operating without an internal 

auditor. 

In addres ing the measures to compen te the owners in the event of a loss the bill has 

put in measure uch as a minimum capital requirement and the establishment of a 

deposit fund with the Central Bank however other pro isions it should ha e made are like 

limiting the distribution of dividends to the mem ers until benchmarks are reached and 

requiring stand y financing commitment by Fl owners. 
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4.1.2 Rl 

In ddition to havin a pr vi ion li r internal and extern I audnor . the bill hould h .ve 

stated strong internal auditing capabilities and aggre ive internal auditing pr cedures 

including spot check on borrow rs. h re should be speci ted gUid lines establishing the 

performance requirements o e ·tern I uditors as they pro ide a decentralized service. 

The bill should ha,·e put 1 more tringent reporting and management r quirements in that 

su ervisors should have the p wer to require MFis to document their operating methods 

and to hold the organization accountabl to their operating m th d and procedures. 

This will ensure streamlining and uniformity of the M Is perations. This can be 

achieved for instance by; the s nior management being required to train and supervise 

mid-level management intr duce ppropriate reporting y terns and maintain adequate 

communication systems o that uni onn policies and procedur s are adopted. 

4. 1.3 WI D RY 

The bill should have a provi ion that supports close monitoring of MFis that 

dramatically surpas the growth projections presented in the license application. The 

experiences of Finansocol and other in titutions ha e indicated that rapid growth can lead 

to deterioration in loan ponfolio quality and hence should b closely monitored. 

The challenge facing most MFis i to conduct a large volume of very small transactions 

and to do so profitably. Given this challenge, it is appr priate to limit the number of 

products. There hould also b a m to limit the products and ervices offered to a 

reasonable minimum such that the variance should not be alarming. MFis at least should 

ha e common pr ducts that they fti r especi lly in terms of cr dit facilities. The 

regulation should therefore ensure that any new products should be ' ell tested before 

being implemented on a broad s ale. a h inno ation in a methodology must be carefully 

evaluated to det m1ine how the ne\! methods' ill influence the original service delivery. 
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Funhermor an instituti ns c p city to implement many nc pr du ts and ervices, while 

continuing to grow their e i ting on must also be onsidercd 

It ther fore seems imp rati e th t any regulation enacted to regul~te Fls should 

consider this aspect o nev mdu try br adly and put in pi m ur to regulate it. ur 

bill has no menti n whatsoe r of thi aspect all-together hich m my opinion is a big 

risk. 

4.2 

Hundreds of micro financ institutions have emerged thr ughout th country and have 

de eloped innovative and unconventional lending methodologies designed to meet the 

specific characteristics of micro enterprises and low-income communities. This 

demonstrates the importance of micro financing and through provision of these services; 

MFis deepen the financial system and expand the economic contribution of the small 

communities. 

In my study I have highlighted the oncept of micro financing as being a global concept 

and went ahead to illustrate this by looking at the various juri dictions that have an 

elaborate MFI industry. Micro financing is a ' orld\ ide concept that has been embraced 

by the d veloping countries in thew t and the east. This is b au e it seeks to enhance 

the Jive flow-income eam rs. 

From this case study analysis it has come out clear that mo t fthe e industries have very 

many features in common this being attributed to the uniqueness of the industry and also 

in some ca es from borrowing from each other like for in tance th case of K-Rep 

borrowing the products and p er group collateral concept form the rameen bank. The 

industry there ore can be said to work as a global network with cross-country influences 

\ hich have speeded up the pr ce s of regulati n. 
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The fact also that most Mfls arc still d nor funded and re cive h lp from international 

have taken to only organization h I c ntributed to c untri embr cing the influence of 

Lhese countries. 

This may be a p ·sible explanation of the grave similariti s in th regulation of theM ·I 

indu try most f them regulating thos institutions that b rr w funds from the public. 

nother similarity is that most regulating statutes do n t contain strict regulatory 

requirements for collateral for lending money to clients. In my study 1 comparatively 

looked at the case of the Uganda regulation with the prop s d bill for Kenya. 

As MFis mature they realize the need to enter the formal financial system to fund their 

growth and to di ersify their service t meet the deman of their target market. This 

makes traditional lending techniques inappropriate and since traditional banking 

regulation and upervisory practices ar also ill suited to the unique characteristics of 

MFis there arises a need to formulate legislation that \! ell suits thes institutions. Mfls 

need well-designed regulation that is appropriate to their m rket niche and their financial 

risks. This will instil a drive to establish more permanent in titutions that will meet the 

requirements and standards of the existing large organizati ns. 

However it is prudent to conclude that in the first instance the regulation once 

implemented will at the first instanc attract the traditional institutions that currently are 

operating as either banks or GOs that obtain funds from the public. However with time 

this is likely to change and the market will start attracting new entrant , which might also 

not have th affinity for development finance. This is because initially the thresholds set 

by the regulation will be quite lo\! to attract people to the market. This is the reason why 

the bill has given Central Bank the mandate to prescribe that ratio that shall be 

maintained by a person carrying out th dep sit taking micro finance bu iness.36 

36 Section 9 3) the proposed deposittakang micro finance bill2004. 
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Two scenarios. n.: likely to ari rom this: 

1) Th · Is might lose their fl n th poor and lo-in me earners in society in a 

bid to maximilc on their profit r 

2) h re might be very many entrants who will create stiff competition and as a 

result Fls will try to differentiate thcmsel es b. de p ning their outreach to the e 

communities. 

Ln summary of th1 · I will make a case for regulation and note two arguments: 

1) The first is that sustainable MFis having the and respect of the -communities in which 

they op rate, ' ·ill be able to provide the target population with a broader range of 

financial services as long as they are pem1itted to mobilize deposits. 

2) econdly, the. e programs will strengthen the institutions and create stable financial 

Intermediaries that will more effecti ely reach low-income communities as compared to 

commercial banks 

So what can be aid to be the probabl future of the micr financing industry after 

regulation? Regulation of this indu try is al o likely t attract the already existing 

commercial bank · to provide micro finance services. This may h vc the effect of buyouts 

by th big b nks of the small micr finance institutions. The danger of this is the 

likelihood of convergence of sorts b tw en the commercial banking se tor and the micro 

finance indu try. This may then rend r u eless all the efforts of creating a uniqu 

regulatory mechanism for micro financ in titution . The regulation of the micro finance 

industry is likely to have an impact on the banking industry as well. 
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ln conclu ion the regulation of the micr finance industry is a g d move and will bring 

about change in the landscape of th M ·1 industry that will m rk the beginning of a n w 

regulatory r gime. \ hich will e the r ation of nev institution , the -exit of some nd 

also th ch ngc and alteration of the structures of the existing nes. It is therefore a mo e 

in the right direction and the only hope we should pos e is that it will achie e the 

expected result and attain th goal aimed at, such as creati n of a streamlined industry 

with definite structures and defined functions that seeks to adequately to respond to th 

needs o a growing and upcoming ec nomy such as the Kenyan economy. 
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