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ABSTRACT 

This study set out to achieve the following two objectives: 

To identify the most dominant factors causing bank failures in Kenya. 

To assess the adequacy of the banking sector regulatory framework in 

reducing probability of bank failures in Kenya. 

Secondary data obtained from various Central Bank of Kenya publications, 

and the Banking Act Chapter 488 of Kenya laws, was used in the study. Data 

analysis was done using the SPSS statistical package. Cross tabulat1on of 

cause of institutions failures and the number of 1nst1tutions in which they 

occurred was done. Frequency distribution tables were generated from the 

data collected and a summary of the causes tabulated. A review of the legal 

provisions in place over the period was then done to assess the adequacy of 

the various sections of the law in cubing the various causes of failures. 

The results of the study indicated that the Kenyan regulatory framework was 

fairly comprehensive in coverage and adequate in content to reduce the 

probability of failure. The framework hinged on very clear and Independent 

Acts i.e. the CBK Act and the Banking Act. It was also apparent from the 

analysis that some failures precipitated due to the delay of the 

supervisor/regulator in promptly and effectively implementing the provisions of 

the law. Some prov1s1ons of the Act, which would be invoked to forestal 

problems, were not and have not been applied at all. 

As Tanner 1990 puts it "if act1on 1s not Implemented in a timely and effic1ent 

manner. the crisis may get out of hand". 



CHAPTER ONE: INTRODUCTION 

1. 0 Background 

Banks are important because they are the main channels of savings and the 

allocators of credit in an economy Banks offer instruments that are money 

substitutes, and they operate the payment system. Their efficrency affects the entire 

economy, and banking system failure erodes public wealth and confidence in the 

economy. To the casual observer, most bank farlures are the result of abuses of 

power and trust by bank owners and managers, and in many cases this dragnosis is 

correct. But large-scale bank failures are symptoms of a broader malaise The 

failure of 10,000 banks rn the United States between 1930 and 1933 made the great 

depression much deeper and longer lasting than rt might otherwise have been (La 

Ware 1994) That trauma led to the current existence of the extensive U S Deposit 

Insurance Scheme and rts assocrated regulatory framework. 

Policy makers everywhere protect or regulate the banking system on efficiency, 

welfare and public policy growth. One problem is that it is almost impossible to find a 

banking system where there is no intervention, so it becomes academic to describe 

how an rntervention - free banking system would look and behave (Nrcholl) What 

then is the role of the modern bank supervisor? The supervisor's primary role is 

damage control The form of the damage control in banking begrns with diagnosis, 

assessments and evaluation of problems on a timely basis (Sheng A 1996). 

One of the principle obJeCtives of bank supervision or regulation by the Central Bank 

is that of fostering the liquidity, solvency and proper functioning of a stable market 

based financial system (Central Bank of Kenya Act Sectron 4(2)) The mandate 

includes the maintenance of soundness and efficrency by minrmrzrng farlure through 

the regulatron process. 

In Kenya as at 31 51 December 2001 there were 47 commercial banks, 3 non-banking 

financial institutrons. 2 mortgage finance companies 4 building societres and 47 forex 

bureaus makrng up the marnstream banking system under the supervrsron of the 

Central Bank of Kenya (Table 1 ). 



TABLE 1: COMMERCIAL BANKS, NBFis AND FOREIGN EXCHANGE BUREAUS 

Type of Institutions/Bureau 

Commercial Banks of which; 

a) Operating 

b) Not operating 

c) Under Central Bank Statutory Management 

Building Soc1eties 

Mortgage F1nance Companies 

Non Bank F1nanc1al Institutions 

a) Operating 

b) Under Central Bank Statutory Management 

Total 

Foreign Exchange Bureaus 

Dec 2000 Dec 2001 

48 47 

48 46 

4 

2 

7 

7 

61 

47 

1 

4 

2 

3 

3 

56 

47 

Source: Central Bank of Kenya Monthly Economic Review January 2002 

The need to protect depos1tors and consequently the banking system has generated 

the danger of moral hazards, the socialization of losses, and the privatisation of 

gains. Hence, the drive to strengthen supervision of the financial sector to avoid the 

high cost of bank failure and disruption. 

Banks are in the business of risk intermediation, but the deposit insurance schemes 

in place around the world have led to bank risk-taking that is asymmetric, speculative 

risks are taken for private gain at public cost. Where financial sector liberalization 

programs have failed to take account of this asymmetry reforms have generally 

failed. Banking crises have convinced policymakers of the need to level the playing 

field and to evenly match risks w1th rewards or punishments (Sheng A . 1996) 

A corollary of this objective requires bank supervisors to m1nimize moral hazard 

behav1our, connected lending, conflicts of interest, fraud, and mismanagement, 

through effective regulation backed by a good legal regulation framework. 

Accordingly, financ1al sector liberalization is going through a phase of re-regulation 
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With a broader coverage extending not only to the banking sector but also to non

banking financial intermediaries. (Sheng A 1996). 

1.1 The Kenyan Banking Regulatory Framework 

The Kenyan banking regulatory framework draws tts legitimacy from the Central 

Bank of Kenya Act Chapter 491 of Kenya Laws and the Banking Act Chapter 488 of 

Kenya Laws. 

In Section 4(2) of the CBK Act. one of its principle objects 1s to "Foster the liqUidity, 

solvency and proper functioning of a stable market-based financial system". Section 

4A then goes ahead to give the details of the other objects of the Central Bank which 

includes. "Licensing and supervising authorized dealers". 

To achieve thts principle object the CBK uses the provisions of the Banking Act, 

which is an Act of Parliament. used to regulate the business of banking and for 

matters Incidental thereto. 

The regulation of the banking system is important not only for purposes of the 

reduction of possibility of bank failure or minimizing depositors possible loss, but also 

because bank1ng sector collapse is a systemic risk which may impact heavily and 

negatively in other areas of macro economy (Nicholl). 

The Banking Act g1ves the various provisions of regulation in details ranging from: 

• 

• 

• 

• 

• 

• 

The licens1ng requirement if one is to enter into the business of banking . 

The prohibited business in banking 

Issues relating to the reserves and dividend payments by banking institutions 

The accounts and audit of banking institutions 

Information and reportmg requirements 

The inspectton and control of institutions carrying out bank1ng busmess . 

3 



In addition to the provision of the Banking Act, the Central Bank of Kenya also issues 

from time to time Prudential regulations and banking circulars backed by law to guide 

the policy making and operation of the institutions in the banking sector (CBK c) 

1.2 Definitions of Terms 

The following are the definitions of some of the terms used in this study. 

The Banking regulatory framework refers to the relevant provisions of the. 

(i} Banking Act Chapter 488 of Kenya laws 

(i1} Central Bank of Kenya Act Chapter 491 of Kenya laws 

(ii1} Prudential Regulations and banking circulars issued by the Central Bank of 

Kenya 

wh1ch are referred to when, regulating the banking sector. 

Bank Failure A bank which has failed to meet its obligat1ons to 1ts customers 

due to one reason or another and is placed under Central Bank of Kenya's 

statutory management or liquidation by the Depos1t Protection Fund (OPF). (CBK 

a}. 

Banking Sector 

For purposes of the study this term will be referring to Commercial banks and 

Non-Bank Fmancial Institutions, Mortgage finance companies, operating banking 

business under the Banking Act. 

According to the Banking Act Chapter 488 of Kenya Laws· 

• A bank means 

A company wh1ch carries on, or proposes to carry on, banking business in 

Kenya and includes the Co-operative Bank of Kenya limited but does not include 

the Central Bank of Kenya". 
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• A "Financial Institution" or " Non-Bank financial institution" 

.. A company, other than a bank whtch carnes on, or proposes to carry on. 

financial business and includes any other company which the minister may, by 

notice in the gazette, declare to be a financial tnslttution for the purpose of the 

Banking Act." 

• An Institution means: 

" A bank or financial institution or a mortgage finance company: 

• "Banking Business" means 

"The accepting from members of the publtc of money on deposit 

repayable on demand or at the expiry of a fixed period or after notice: 

The accepting from members of the public of money on current account 

and payment and acceptance of cheques 

The employmg of money held on deposit or any part of the money, by 

lendtng, mvestment or in any other manner for the account and at the 

risk of the person so employing the money." 
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OTHER TERMS Include: 

(i) Interference by directors. The involvement of directors of the bank in the 

day-to-day operations. This is getting involved with what they do not actually . 
understand very well 

(ii) High incidences of non-performing loans Non-performing loans are 

those loans, wh1ch are not betng repa1d as per contract and fall into arrears 

eventually leading to iliqu1d1ty and Insolvency, of the bank. 

(iii) Poor lending practices: Th1s refers to lending where no proper credit 

appra1sal is done, documentation of the process IS not complete and 

secunty/collateral chargmg is not perfected before disbursement of funds. 

(iv) Ineffective board/management: Inability of the board to 1ssue proper 

poltc1es and managers to effectively handle the management of the bank. 

The 1ssue touches on poor corporate governance. 

(v) Under-capitalization/insolvency: This refers to a case where the bank's 

pa1d-up cap1tal and reserves is eroded by accumulated losses to an extent 

that 1t cannot support the level of business risk it has entered into. It 

therefore becomes insolvent. 

(vi) Unsecured insider loans: This refers to lending to the shareholders, 

directors. or their associates without taking collateral. 

(vii) Heavy reliance on parastatal deposits: Means having over 50% of depos1t 

ltab1ltties from parastatals. 
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1.3 STATEMENT OF PROBLEM 

In the penod 1984- 2001 there has been a total of 39 bank failures. Two of which 

were placed under CBK statutory management and were restructured and re-opened 

(performance of which are to be evaluated} and one, which is currently under the 

Central Bank of Kenya Statutory Management (Appendix 2). 

The failure of these institutions translated to a total monetary cost of about Ksh. 

19,685 millions over the period, bemg Ksh.400 million pumped in by the Treasury in 

form of loans and grants to restructure the Consolidated bank of Kenya ltd through 

the Deposit protection Fund (DPF). Ksh. 4,905 million from the DPF being 

compensation to depositors using accumulated reserves from the fund and Ksh .14, 

380 million be1ng depositor's money that was not covered under any scheme and is 

so far not paid. (The total amount excludes deposits lost 1n institutions under the 

official Receiver) (DPF reports) 

The Non-Monetary costs wh1ch accompany bank failures and restructuring of banks 

in terms of business folding ups, creation of unemployment and general instability in 

the financ1al system have not been fully quantified but no doubt a financial sector 

cnsis has far reaching effects to the general economic growth of the country. 

Bank failures are not a un1que phenomenon to the Kenyan economy only, but have 

been experienced 1n both the developed and developing world. Effective regulation is 

therefore meant to reduce failure and loss to depositors (Nicholl). 

In Spain 52 out of the country's 110 banks were in a crisis in the penod 1982-1983. 

The banking problem resulted from a combination of factors the most prominent 

being rapid liberalisation and expansion of the bank1ng sector w1thout adequate 

regulation and supervision (Larrain & Montes - Negnet 1986). The bank of Spain 

began to tighten superv1s1on and control dunng this period. 

In Ghana the Government spent $300 m1lhon i.e. 6% of GOP in 1989 to restructure 

tls financial sector to be able to turn around the economy. The shortcomings in 

banking regulation and supervisory capacity contributed to the build up in these bank 

losses. The Banking Act 1970 was grossly outdated. permitting high concentration 
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of portfolio nsk, inadequate levels of capital and reserves and no limits on to 

unsecured lending (Tannar 1990). 

In Malaysia similar financial crisis was experienced in the period 1985-1986 and 

several banks were dosed and the country spent about 4.6% of its GOP (3.1 millron 

MS) m restructuring. This was due to deficiencies in regulation and recognition of the 

portfolio problems. Bank Negara (Central Bank of Malaysia) made substantial 

changes designed to strengthen the structure of the banking system and regulatory 

process to control the damage (Sheng A 1996). 

It is observed from the above cases that the main reasons for the precipitation of the 

failures is amongst others the lack of a proper, independent and legally backed 

regulatory framework to instrll frnancial sector discipline and guide the sector at the 

nght time. 

There are many factors contributrng to bank farlures and a single study to cover all 

areas of such a complex subject rs not possible (Srnkey J.F. 1975). This study 

recognizes this fact Kenyan literature revrewed rndicates that bank failures 

predictive models (Bett ( 1992) and Kathanje (2000)) have focused on performance 

measures internal to commercral banks. Mugo (2001) studied the rmpact of external 

macroeconomic variables on bank failures in Kenya. 

This study therefore undertakes to review the Kenyan regulatory framework (in the 

period 1984 to 2001) to evaluate if it was appropriate enough to guide the sector in 

such a manner as to reduce the probability of bank failures. 
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1. 4 OBJECTIVES OF THE STUDY 

1. To identify the most dommant factors causing bank failures in Kenya. 

2. To assess the adequacy of the banking Sector regulatory framework in 

reducmg bank failures 1n Kenya. 

1. 5 IMPORTANCE OF THE STUDY 

1. To educate the public on the maJor causes of bank failures 1n Kenya as 

they are major stakeholders in the financial sector. 

2 Educate investors/depositors on the potential risk areas to review before 

dealing with a bank. 

3. To sensitise the regulators and other policy formulators on the need of a 

dynamic financial sector regulation framework to keep pace with the 

globalisation of the industry. 

4. Make recommendations for improvements in the framework depending on 

experiences from other countnes. 

5. Assist the bank Management and Board of Directors in assessing their 

performance in the banking business. 

6. Update the existing body of knowledge on bank failures from a regulatory 

framework perspective. 
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CHAPTER TWO: LITERATURE REVIEW 

2 0 Introduction 

Banking problems have many roots ranging from distorted management incentives, 

to institutional failure, to misguided macroeconomic policies. No study of such a 

complex subject can cover all these issues in one study. (Sinkey J.F. 1975) - There 

is also enough evidence from around the world 1n a variety of regimes to show that 

supervis1on has not prevented bank failures and the aim of effective supervision is 

hoped that the probability of bank failure will be reduced and the loss to depositors 

reduced because there would be fewer bank failures and depositors would be better 

informed (Nicholl) 

2.1 Development of Banking Regulation in Kenya 

Banking Supervision department was established 1n April 1969 following the 

enactment of the Banking Act, 1n 1968. It drew 1ts supervisory powers under Section 

19 of the said Act Several amendments have s1nce been made to the Act over the 

years with the present Banktng Act, vesting the supervision powers to the Central 

Bank under section 32 of the Bank1ng Act (CBK (c). 

The inspection office was started in 1969 with only two members of staff. There 

were only 10 banks and 6 financial institutions two of which were subsidiaries of 

Commercial Banks (CBK (c)). 

From its mception to 1987 the department had operated without any documented 

guidelines. or inspection programs and the scope and depth of inspection relied very 

much on the initiative and knowledge of ind1v1dual inspectors whom had not even 

been well trained (CBK (c)). 

The CBK through the ass1stance of the World Bank Financial Sector Reform 

programme. employed the services of Banking and Audit consultants to ass1st draw 

up the regulatory guidelines and inspection programs for the first time and the first 

phase of this programme was completed in 1990 (CBK (c). 

10 



To attain its pnmary objective as spelt out in Section 4 of the Central Bank of Kenya 

Act, the CBK through bank supervision department stnves to ensure that stability 

and public conftdence is enhanced in the financial sector and that the functions of 

the sector is Safe, Sound and Consistent with the overall Kenyan monetary policy 

targets. It therefore has to ensure prudent management of banking institutions in 

order to protect deposttors' funds by preventing or reducing incidences of bank 

fa1lures. 

The approach to Supervision is geared towards ensuring through on-site inspection 

and off-site surveillance that institutions meet reasonable prudential standards with 

respect to Capital, Asset quality, Management effectiveness and competence. 

Earnings and profitability and finally Liquidity and liability management. This 

approach goes under the acronym "CAMEL". 

The financial sector is quite dynamrc with many institutions and banking products 

being introduced into the market rangrng from forex dealing, stock banking. credit 

cards, etc and its therefore important that the CBK keep pace with the development 

in the market by further developtng its supervisory sk1lls and prudential regulations if 

1ts to attain its objective (CBK (c)). 

Even though the role of the regulator ts supportrve and complementary to that of the 

institutions management the regulator should utiltze his posrtron to offer meanrngful 

advice and put prudent regulation rn place to gutde rn the management and 

operations of banking inst1tutrons (CBK (c)). 

Currently the department of bank supervtsron has about 57 technical staff. Several 

amendments have been made to the Banking Act and the CBK Act to try and keep 

pace wrth the dynamic financial market (CBK c). 

CAN BANKS FAILURES BE PREVENTED/REDUCED? 

2.2 The US Experience 

On March 25, 1809, the Providence Gazette reported the farlure of the Farmers 

Exchange Bank, Glocester, Rhode Island (Bray Hammond 1987). Farmers 
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Exchange Bank was the first American bank ever to fail. The Gazette stated that the 

directors and mangers of the bank " ... practiced a system of fraud beyond which the 

ingenuity and dishonesty of man cannot go". The Rhode Island legislative report for 

1809 indicated that business at the Farmers Exchange Bank was conducted "as the 

perplexed and confused state of the books sufficiently evinces, negligently and 

unskilfully". 

For over 167 years. the major cause of bank failures. which is mainly dishonest bank 

mangers. has remained the same. The form of dishonesty (e.g. insider transaction, 

embezzlement, manipulation, etc) has varied but the driving force has not changed 

(S1nkey J.F. 1975). 

In the US for example of the 84 banks that failed between 1960 and Apnl 30. 1976, 

45 were due to improper loans to officers, directors, or owners or loans to out of 

territory borrowers; 25 of the cases could be traced to embezzlement and 

manipulation and 14 of the failures were due to managerial weakness in loan 

portfolio administration to summarize nothing essentially is new in the causes of 

bank failure (H1II G W. 1976). 

The causes of large bank failures have not been much different from those of small

bank failures. For example the failure of United States Nat1onal, Northern Oh1o and 

Sharpstown state can be traced mainly to some form of dishonest managenal 

practice (C Armhold Smith). 

Generalising from the casual factors 1t appears that the failure of larger banks can be 

traced more to incompetent Managers and/or Increased economic uncertainty rather 

than the dishonesty factor that has been so prevalent in the closing of smaller banks. 

In the USA despite the advanced supervisory system, there were 1,100 commercial 

bank failures and 630 savmgs and loans instJtut1ons insolvencies. This level of 

instability was unparalleled. Smce the banking cns1s of the 1930s when 4,370 banks 

failed between 1933 and 1940. 4000 of them in 1933 alone. The lessons drawn from 

economic liberalisation IS that. anti competition regulations should be removed to 

promote competition, but regulations against conflicts of interest. fraud and moral 

hazard should be strictly enforced (Sheng A. 1996). 
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In the US case, the will was manifested; considerable national resources were 

harnessed, backed by professional sk1lls, to deal with the problems. Few developing 

countries have neither the will nor the capacity to deal with the banking problems in 

this manner. 

2.3 The Spain Experience 

As w1th other banking cns1s, Spa1n's (wh1ch peaked in 1982 and 1983 affecting 52 of 

the countries 110 banks). Banking problem resulted from a combination of factors 

including the oil shock of 1973-1974. Inappropriate policy responses to these 

shocks, and the rapid hberalisation and expansion of the banking sector without 

adequate regulation and supervision. Institutional factors such as the extensive 

ownership of banks and bad bank management were also responsible. One of the 

most striking features of the crisis was the extent to wh1ch fa1led banks had 

exceeded permissible levels of loan concentration to related parties and risk 

concentration to single persons or entities. The initial response to the emerging 

problems was slow, partly because the legal framework for the banking sector was 

ant1quated. The Central bank initially had neither legal power to intervene nor 

adequate powers to impose and enforce sanctions agamst wrong doers. The in1t1al 

response to the growing crisis was simple deposit insurance scheme introduced in 

November 1977 (Larrain & Montes-Negret 1986). 

The bank of Spain began to tighten supervision and control during this penod. It 

devoted more attention to loan and investment analysis and to asset quality There 

were 1mportant improvements in information disclosures as well. Substantial 

improvements in the legal and accounting frameworks and 1n bank regulations and 

supervisions have smce followed e .g. Law 13 (1985) - reduced the amount of 

compulsory investments by banks and addressed issues of Capital Adequacy and 

Financial Disclosure. 

- Royal Decree 144 ( 1988) regulates creation of new banks & Installation of 

Foreign banks 

- Law 26 (1988) enhanced official intervention & enforcement powers 

- Law 19 (1988) on external Audits. 
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2.4 The Ghana Experience 

In 1988 Ghana's formal banking system had about 11 commercial banks and 112 

rural banks under the superv1s1on of Bank of Ghana. Their first phase of financial 

sector restructuring program began in 1988 and ended in 1991 costing an estimated 

US$300 million or 6% of GOP (World Bank 1989), shortcomings in banking 

regulation and superv1sory capacity contributed to the build up in the bank losses. 

The Banking Act 1970 was grossly outdated, permitting high concentrations of 

portfolio risk. inadequate levels of capital and reserves and overstatement of profits. 

There were no limits on unsecured lending. The lack of uniform accounting 

standards meant that interest accruals on non-performing loans continued to be 

treated as 1ncome and there was no effective way of assessing or class1fytng non

performing loans. Consequently transfers to reserves and provisioning for potential 

losses were 1nsuffic1ent. Since no minimum capital adequacy rat1os were in place, 

lend1ng risk and asset quality went unsupervised. Development banks that emerged 

in commerc1al bank1ng activities were not subject to provisioning standards (Tannar 

1990}. 

To revamp the financial sector the regulatory and supervisory framework was 

strengthened. In August 1989 a new Banking Act replaced the 1970 Act. Banks 

adopted new prudential reporting system and accounting standards including 

auditing standards for external audits based International Accounting Standards in 

addition an Intensive training program was established for bank supervisors, and 

computerized off-site surveillance system was installed to enable superv1s1on to 

mon1tor bank performance and detect problems. On-site inspection capacities were 

also strengthened (Tannar 1990). 

Ghana has ach1eved a remarkable recovery in economic and financ1al performance 

since 1988. The financial sector restructuring in Ghana is almost a textbook 

example of how strong macro-economic stabilization , coupled w1th financ1al sector 

reforms. can restore growth and price stability. If holding action measures are not 

implemented 1n a t1mely and effic1ent manner, the crisis may get out of hand (Tannar 

1990}. 
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2.5 The Malaysian Experience 

Sharp deflation in the Malaysian economy in 1985-86 precipitated large losses 

among a number of financial institutions, most notably four (of thirty nine) 

commercial banks, four (of forty seven) finance companies, thirty two (of thirty five) 

deposit taking cooperatives and thirty three Illegal deposit taking institutions. Losses 

among the regulated deposit taking institutions were relatively small as well as those 

susta1ned by the banks and finance companies - which were supervised by the 

Central bank. The unregulated deposit taking cooperatives had the greatest losses. 

Between 1985 & 1987 those forty 1nst1tut1ons lost roughly equivalent to 4.6. o,, GOP 

(3.1 MS). Losses were distributed more heav1ly among lightly supervised deposit 

taking cooperatives, whereas bank losses amounted to only 2 4% of total deposits in 

1986. This suggests that deficiencies in oversight and delay in recognizing the 

magnitude of the portfolio problems of non-bank financial intermediaries were chiefly 

to blame for this short-lived cnsis (Sheng A. 1996} 

In 1985 - 1986 Bank Negara (the Central Bank of Malaysia) made substantial 

changes designed to strengthen the structure of the banking system and regulatory 

process to prevent and control damage arising from recession. These included key 

changes to the banking laws and regulation. A minimum cap1tal adequacy 

requirement was introduced. The holding of individuals includmg family holdmg 

companies in eqUity of financial institutions were lim1ted. Penalties were introduced 

to prevent abuses of authonty in bank lending. Bank credit to s1ngle customers was 

restricted and lending to the directors and staff of banks and finance companies 

prohibited. Bank Negara introduced guidelines on suspension of interest on non

performing loans and on provisions for bad and doubtful debts to ensure that the 

financial community to followed sound, consistent and prudent lending policies. and 

standardized the accounting treatment of income from those sources. Aud1t and 

examination committees were established to re-enforce boards of director's 

oversight of bank management handling of day-to-day operations among other 

changes. Also several legal changes were effected to empower Bank Negara to 

deal w1th 1ssues ansmg from the sector expeditiously. 
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Among the key lessons learnt from the Malaysia experience is that banking laws and 

regulations need to change with Competition. Technology and lnternationalisation of 

banking business. 

2.6 Summary 

In recognition of the importance of supervision and regulation, the Basel Committee 

of Banking Supervision was established in 1975 established by the Group of 10. 

The Committee has developed 25 core principles of superv1s1on as a guide to Bank 

Supervisors internationally They take cognisance of developments in the 

International Banking environment and strive to keep pace with the changes by 

1ssuing the relevant guidelines to supervisors to ensure that they minimise causes of 

bank failures and possible losses to depositors (Basle Report 1 0). 

The Basle Committee on Banking Supervision is a commtttee of banking supervtsory 

authorittes, which was established by the Central Bank Governors of the group of ten 

countnes m 1975. It consists of senior representations of bank supervtsory 

authorittes and central banks from Belgium, Canada. France, Germany. Italy, Japan. 

Luxembourg, Netherlands, Sweden, Switzerland, United Kingdom and the United 

States. It usually meets at the Banks for International SeNiements in Basle, where 

tis permanent Secretariat is located. 
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CHAPTER THREE: RESEARCH METHODOLOGY 

3.0 Study Population and Sample 

Population: 

The population of interest to this study was the total number of failed banks in Kenya 

from 1984 to 2001 i.e. 39 institutions as reported by the Central Bank of Kenya as 

per AppendiX 2. 

Sample: 

The sample used was 37 out of 39 failed institutions the reason being that these are 

the ones that the regulator gave reasons for their failure. This represents about 95% 

of the population and is considered as being adequate representation of the issues 

under study. 

3.1 Data Collection: 

Secondary data from the following sources was used: 

Various Central Bank of Kenya-Bank Supervision Annual reports . 

• Depos1t Protect1on Fund Board Annual Reports 

• Various Central Bank of Kenya Annual Reports 

Various Central Bank of Kenya Monthly Economic Rev1ews 

• Banking Act chapter 488 of Kenya Laws 

• A guide to wise management of loans from banking institutions. 
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3.2 Data Analysis 

(i) I used the SPSS statistical package to carry out cross tabulation of 

reasons for failures stated for failed 1nst1tutions and the number of 

times they occurred, and generated frequency tables and ranked the 

various causes of bank failures in Kenya. 

(ii) Usmg the results 1n (i) above reviewed the evolution of the relevant 

Sect1ons of the Banking Act and regulations 1ssued by CBK over the 

years, covering period of the various failures. and established if there 

were any Inadequacies in the provisions of the laws. 

(iii) Rev1ewed if there were still failures (after 2-3 years) after amendments 

to the laws due to the same reasons that were earlier stated and the 

regulations had been amended to resolve. 
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4.0 CHAPTER FOUR: DATA ANALYSIS AND FINDINGS 

4.1 Introduction 

Th1s study assessed the adequacy of the bankmg regulatory framework in reducing 

bank fa1lures in Kenya. The sample was made up of 37 Institutions. The following 

were identified as causes for the failure of the institutions; Ineffective board and 

management malpractice, High Incidences of non-perform1ng loans. Unsecured 

insider loans, Poor lending practices, Under capitalisation, Run on depos1ts, Run on 

certificate of deposits, Heavy reliance on parastatal deposits, Persistent v1olation of 

the Bank1ng Act and Cheque k1ting. 

Data on the dates of liquidation or when the institutions were put under CBK 

management, the legal provisions which were in place at the time of fa1lure and the 

amendments made to the law subsequent to failure was collected and the deta1ls are 

as given in Appendix 1. 

A comprehensive review of the provisions of the Bankmg Act and prudential 

regulation was done focussmg particularly in the sections of the law relating to the 

causes of the bank failures each at a time. Extracts of the vanous Sect1ons of the 

Banking Act Chapter 488 of the Kenyan laws are as attached to Appendix 1. 

Frequency distnbut1on tables were generated showing the number of occurrences of 

particular problems in failed Institutions and a summary of the same generated to 

show the order of frequency of occurrence of problems in failed Institutions- see 

Table 3. 

It is appreciated that an institution may fail for various reasons and/or a combination 

of reasons. 

A review of the various causes of bank failures and the provisioos in the law are as 

follows· 
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4.2 Ineffective board and management 

Analysis revealed that ineffective board and management malpractices was the most 

dominant reason for bank failures in Kenya in the period 1984 to 2001. It affected 16 

institutions or 43.2% of the total failed institutions Th1s meant that the management 

and board failed to issue and operationallze proper pollc1es to steer the institutions 

into profitability. 

In 1984, only one institution fa1led and the issue of 1neffic1ent board and management 

was among the observed reasons for the failure. The Bank1ng Act, Sections 20(1) 

and 20(A) as amended in 1984 which gave the Central Bank of Kenya powers to 

1ssue orders and take remedial action once they detected that the affa1rs of an 

Institution was being conducted in a manner detrimental to the interests of the 

depositors or to the interest of the bank or financial institution or the pubhc interest. 

The CBK could appo1nt a competent person to adv1se the 1nst1tution and even 

assume the management of the bank and conduct its affairs. 

In 1987 one Institution failed and poor management was among the reasons for 

failure. Further amendments were made to the Act in the same year to ensure that 

penalty would be levied on institutions and officers who fail to discharge their dut1es 

well. 

However in 1989 w1th all these comprehensive legal provisions in place seven banks 

failed and 1n four out of the seven cases, Ineffective Board and Management was 

given as one of the contributing reasons to the failures. The Central Bank invoked 

the proviSIOns of Section 34 of the Banking Act and moved mto these four institutions 

to protect the 1nterest of the depositors, the institutions and the general public. The 

institutions were restructured under the World Bank funded project of the 

Consolidated Bank of Kenya Ltd. (see Appendix 3) In June 1990 the CBK 1ssued 

guideline CBKI PG 01 on the duties and responsibilities of directors, wh1ch further 

tightened the prov1s1ons of the law. 

Having demonstrated seriousness with implementation of the law in respect to poor 

management and board, in 1993 when fourteen banks failed, only one bank had 

20 



among other reasons the reason of bad management. However in 1998 six 

mstrtutions failed and four reported the reason of management malpractices and 

meffective board. The Central Bank once again invoked the provis1ons of sect1on 34 

and took over the management of three of the four institutions. It attempted to 

restructure them to protect the depositors interest but failed to eventually revive 

them thus putting them into liquidation. 

In 1998 the Central Bank was given further powers to advice and direct the affairs of 

the banks. The First Schedule was introduced 1n the Banking Act. which gave 

guidance on the criteria for determming the professional and moral suitability of 

persons proposed to be Directors and Senior Managers of institutions. This was an 

attempt to ensure that professionalism is achieved 1n the banking sector and bank 

failures due to mismanagement IS minimised. 

It was however noted that the Central Bank has not invoked the prov1s1ons of 

Sections 29(1) {as amended in 1987) on penalties to act as deterrent to further 

detenoratron of the condit1on of the institutions. It only moves in to close the 

mstitutlons when losses have accumulated beyond redress. 

4.3 High incidence of non-performing loans 

In the period 1984 to 2001 fourteen institutions i.e. 37 8% failed partly due to the 

Incidence of h1gh non-perform1ng loans. In 1984 one bank failed and 1nc1dence of 

non-performrng loans was a contributing factor. In 1989 seven banks failed. and in 

four cases high incidence of non-performing loans was a factor. In 1993 fourteen 

banks failed and in four cases th1s reason was ment1oned again. In 1996 three banks 

fa1led and in two cases h1gh NPLs was quoted as a reason. In 1997. 1999 and 2001 

one bank fa1led 1n each year h1gh incidence of non-performing loans leading to 

nsolvency of banks was quoted as reasons for the fa1lure. 

During the period 1984 to 2000 there was no Section of the Bankrng Act or 

prudential regulation which was 1n place to directly ass1st in keeping low the levels of 

non-performing loans. nor was there any way of Identifying regular defaulters 1n the 

banking sector and finding out ways and means of stopping them from roamrng the 
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market. The issue of customer confidentiality was overplayed to the detriment of the 
banking sector stability. 

In 1994 an amendment was made to the Banking Act Section 10. which only dwelt 

on credit concentration limits to reduce exposure to single borrowers. but the bad 

borrowers were not being identified early until the event occurred. The regulator 

should have developed a gUideline hinged on other parts of the law to assist in 

cubing this problem then. 

In 2001 an amendment was introduced in the Banking Act section 31(3) which 

allowed for sharing of credit information among regulatory authorities and even 

among commercial banks. Th1s amendment was brought into force belatedly having 

recognised the fact that more serious cred1t rating and referencing on borrowers 

should be done and that there was need for banks to share information about their 

potential borrowers performance in other institutions. This would assist credit 

officers make more informed dec1sion and reduce the rate of making bad loans that 

led to bank failures. To date credit rating and referencing agencies are yet to mature 

for use in the Kenyan bank1ng sector. 

4.4 Unsecured insider loans 

In the period under review 35 1% or th1rteen failed 1nst1tutions identified unsecured 

insider loans as a cause of fa1lures. 

In 1985 Section 1 0 of the Bankmg Act categoncally stated that there should be "no 

unsecured lending to ms1ders". However. in 1989 out of the seven failed banks 

unsecured ins1der lendmg was a reason of failure in three Institutions. This implies 

that unsecured lending was going on despite the ban 1n law. The regulator did not 

implement the law effecting and promptly. 

In 1989 exposure limits to insiders were revisited to ensure t1ghter measures and the 

issue of unsecured lending was reiterated but in 1993 out of the fourteen fa1led 

institutions mne or 60% of the cases quoted unsecured insider lendmg as a 

contnbuting factor One notes further that the law was actually not the 1ssue but its 
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implementation. The regulator was only responding to the symptoms of the problem 

tightening exposure limits and ignoring the real problem of implementation. 

In 1994 two banks failed and unsecured insider lending was a contributing factor in 

one of the cases. 

S1nce 1994 to date the reason for unsecured insider lending lead~ng to bank failure 

has not been mentioned. 

Section 11 (e) was amended in 1989 giving strict conditions for granting insider 

advances. In the same year, sect1on 11 (5) and (6) were introduced to disqualify 

directors who default in repayment of their loans even if they are secured and 

penalise the institutions that fail to disqualify such directors. In the year 2002 section 

11 (1 A) was introduced to define certain terms relating to insider transactions more 

clearly and penalise appropriately where default arises 

The provisions of the law in this area have been quite comprehensive and clear and 

1f the regulator were to implement no failures could have arisen due the unsecured 

insider loans. 

4.5 Under capitalisation/insolvency 

Under capitalisation and subsequent insolvency's contributed to failure of 

32 4% or 12 institutions 1n the penod 1984 to 2001 

Under capitalisation arise due to several factors. which include loss making due 

to Non-Performing Loans and making of provisions against these losses, or 

simply because an 1nst1tution opened for business without injecting adequate 

capital to cush1on the busmess nsk they take up 

In 1985 Section 7 and 7(A) of the Banking Act stipulated the minimum capital 

requirements for banks and NBFis. It was only Kshs7 5 million to open an NBFI 

and it is noted that 1n the period 1987 to1993 many NBFI's were opened. One 

may speculate that the minimum capital requirement was so low, easy to 
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achieve but was not adequate to support the business risk some institutions 

took. 

In 1989 when seven banks fa1led and three were due to under capitalisation. 

Sect1on 7(1) on the min1mum capital requ1rement was amended and the first 

schedule Introduced to the Banking Act showing the required minimum capital 

levels. one required Ksh 75 million to open a bank and Ksh37 5 million for a 

NBFI This was subsequently increased by amendments to the second 

schedule in 1999. 

To ensure evaluation of Capital adequacy based on ratios to show the level of 

risk cover m banks, Section 17 and 18 were introduced to the Banking Act in 

1989 stipulating the ratio of capital to total deposit liabilities (gearing rat1o). and 

capital to assets ratios to be maintained by institutions Section 20 was also 

amended in the same year restricting payment of diVIdends before making 

adequate provisions for bad and doubtful loans so as to ensure that the capital 

and reserves are not eroded in case a bank was making losses 

In 1990 a prudential guideline CBKIPG/04 on capital adequacy incorporating 

the 1988 Basel capita l accord requirements was introduced to the financial 

sector to ensure more accurate measure of capital adequacy. 

The definition of capital in terms of Core capital and Supplementary capital 

was Introduced 1n the banking act in 1999 to ensure close monitonng of 

capital adequacy by the regulator and the institutions tak1ng 1nto account the 

asset risk weights an institution has in its portfolio. 

Smce 1994 the regulator has not given inadequate capital as a reason for 

bank failure directly. 

The legal provisions in this area have been regularly updated smce 1985 and 

any failure due to the same could be partly attnbuted to the delay by the 

regulator in taking action not the non-recognition and documentation of the 

law to guide the supervisor. 
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4.6 Poor lending practices 

Poor lending practices were identified as a contributing factor to failure in two 

institutions in 1986 and four in 1989 S1nce then it has not been specifically 

mentioned by the regulator as a reason among others leading to bank 

failures. 

The direct and strict legal provision in th1s area has been quite scanty s1nce 

it's more of a practise issue arising from the quality of board and management 

in place. With only sect1on 12 (1}(1A} of 1985 upgraded in an amendment to 

Section 14 (1 A} in 1989, detailed restricted lending for purposes of purchasing 

land, as a poor lend1ng practise. This was pnnc1pally to assist institutions 

march assets and hab1ht1es and stay liquid. 

An amendment to sect1on 11 (1A) in 2000 hav1ng recognised the possibility of 

abuse by senior management defined what fraudulent or reckless lendmg is, 

and introduced penalty for this action to deter any officer of the bank for 

engaging m poor lending practices which could eventually lead to bank 

fa1lures. Its therefore evident that the law in this area is now adequate and if 

well implement will forestall failure of institutions. 

4.7 Run on deposits 

Run on depos1ts led to failure of four banks in 1998, one each in 1999 and 

2001 .Th1s 1s a situat1on where customers run to withdraw their deposits at 

the same t1me. Th1s pamc is normally triggered off by any adverse 

information about the institution received by the public. The institutions 

normally cannot withstand the pressure created by the loss of confidence 

in the institution. 

There is no specific legal provision therefore that can momtor a run on an 

institution other than ensunng that it 1s prudently managed in accordance 

with the law and regulations issued by CBK to boost the confidence of the 

depositors. Enhanced market disclosure about the f1nancial performance 
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of an institution may also assist in boosting the confidence of customers 

especially for strong institutions. 

4.8 Persistent violations of the banking Act 

It was established that three banks were closed in 1993 for persistently 

violating various Sections of the bank1ng act and Central Bank of Kenya 

regulations. The Minister Invoked the prov1sions Section 6 (amendments 

of 1987) of the Banking Act to get them out of the financial market. One 

went into voluntary liquidation and two the Deposit Fund Board under 

Section 35 of the act put one into liquidation. 

4.9 Heavy reliance on parastatals deposits 

Over the period 1984 to 2001 four institutions were closed having suffered 

from abrupt call up of parastatal funds. These are normally politically 

mob1lrsed funds and when called up by the placing parastatal due to one 

reason or another the bank finds it impossible to meet the liability at once. 

No legal prov1s1ons are in place to check this other than the deterrent 

banking C1rcular 1ssued in 1994 directing that the parastatal deposits held 

by instrtutrons should be invested in Treasury Bills so that they can be 

repaid immediately they are required by the plac1ng organisations. This 

has subsequently made excess hold1ng of parastatals deposits 

unattractive and therefore is no longer a reason given a falling institution 
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CHAPTER 5: CONCLUSIONS AND RECOMMENDATION 

5.1 Conclus ions 

This study was carried out with an aim of achieving the following objectives: -

• 
• 

To Identify the most dominant factors causing bank failures in Kenya . 

To assess the adequacy of the banking sector regulatory framework in 

reducing bank fa1lures in Kenya. 

The period covered by the study was 1984 to 2001 and the main sources of 

information were the various Central Bank of Kenya publications and the 

Bank1ng Act Chapter 488 of Kenya laws. which 1s the ma1n Act from which the 

regulatory and supervisory powers are denved. 

The study established the following results. 

That the most dominant factor causing bank failures 1n Kenya is ineffective 

board and management. The Directors did not formulate appropnate policy 

guidelines to guide senior management on how to run the mst1tutions. 

A review of the legal provisions 1n place dunng this penod showed that the law 

prov1ded adequately for ways and means the Central Bank would deal w1th 

Officers and Directors of Institutions who were not steering the InStitutions 

properly. They had the opt1on of penalizing them or even disqualifying them. 

However the Central Bank did not take action at the appropriate time, but they 

only Intervened a time when 1t was not possible to salvage the institutions 

from collapse Th1s is evidenced from the fact that all banks, which were put 

into CBK management eventually, ended up into liquidation. The only 

exceptions were the institution restructured under the Consolidated Bank of 

Kenya Ltd.These might have succeeded because of the injection of fresh 

funds by the Treasury. 

This shows that even if the legal provisions are adequate, timely 

Implementation is important if they are to be effect1ve. It also shows that once 
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the Board of an institution is not effective and management malpractices are 

in place the probability of failure 1s very high. The regulator should therefore 

identify th1s problem early enough and take appropriate supervisory action as 

stated 1n the law and regulations derived there from 

• The second most dominant cause of failures was the high 1nc1dence of 

Non-perform1ng loans Bad loans may arise from poor macro economic 

performance, poor lending polic1es or poor risk analysis at the time of 

ava11ing credit. It therefore has a close link to poor management and 

ineffective board. 

It was however noted that throughout the penod there was no clear legal 

provision directly aimed at reducing the incidences of high NPL's. Instead 

the Central Bank concentrated on identifying the Non-performing loans 

that existed in the books. It is not until 1999 that the Central Bank started 

formulating laws on Credit reference and rating agenc1es where banks 

could exchange information on the bad borrowers. In 2001 Section 31 (3) 

of the Banking Act was amended to allow for exchange of credit status 

information among institutions and regulatory authorities to try and reduce 

the incidence of bad loans. The law in this area is now been put in 

perspective. 

To resolve the issue of the current stock of non-performmg loans the court 

system is being improved by establishment of commercial courts e.g. 

M1limam courts in Nairobi, more judges have been appointed to expedite 

the cases and the relevant laws are currently being amended 

Stud1es are also underway exploring the possibility of formation of Non

forming Assets Recovery Trust to take over non-performmg loans from the 

banking system. 

The Central Bank should also explore ways and means of coming up with 

comprehensive credit analysis, policies and procedures to reduce the level 

of bad loans being made. 

• Under capitalization was the third major reason for failures in Kenya. This 

may arise due to inadequate injection of capital at time of establishment or 

accumulated losses made during the trading period due to high incidences 

of non-performmg loans. 
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The legal provisions on •ssues of capital have been regularly reviewed to 

keep pace w1th the developments in the sector. Section 7, 17 and 18 has 

been constantly reviewed. The Central bank has fully implemented the 

provisions of the 1988 capital accord, which adequately assists in 

monitoring capital adequacy. Failures due to under capitation should 

therefore be minimal if any. 

The study has managed to rank the dominant factors leading to bank 

failures in Kenya and concludes that the Kenyan regulatory framework 

which draws its authority from the Central Bank of Kenya Act, the Banking 

Act, and the prudential regulations (all of which are Implemented by the 

Central Bank of Kenya) is adequate in reducing bank failures in Kenya. 

Achieving a zero rate of failure is not possible in any financial sector, 

neither is it possible to have framework which covers one hundred percent 

of possible cause of failure 

However precaution had been taken and prov1sion made in law to deal 

w1th the causes of bank failure in the period 1984 to 2001 The Banking Act 

was regularly updated in case any weaknesses were noted The 

Supervisor for whatever reasons seemed to have been unable to 

implement the provision of the law effectively and promptly. 

The Central Bank lacked capacity to implement the law promptly and 1t 

alludes to this fact by stating in its 1994 Bank Supervision report that from 

its .ncept1on 1n 1969 to 1987 the department had operated without 

documented guidelines, or inspection programs and the scope and depth 

of inspection relied very much on incentive and knowledge of individual 

inspectors who were not even well tra.ned. In its 1999 annual report (pg 

11) it states. "With the increasing challenges in the financial sector and 

espec1ally after the collapse of the SIX Institution in 1998, the Central Bank 

of Kenya apprec1ated the need of enhancing capacity of Bank supervision 

Department Tra1ning of staff was to be intensified both locally and 

overseas". No doubt the issue of capac1ty to supervise the sector is 

crucial issue 
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The study has also managed to educate the public on the major causes or 

bank failures and the legal prov1s1ons 1n place. The depositors and investors 

are now better equipped with the area to personally review before indulging in 

transactions w1th banks The policy makers can now identify their 

weaknesses, and the Board members and management should be able to 

review their policies and implementation of the same. 

5.1 Limitations of study 

• Certain Information especially CBK 1nspect1on reports and 

correspondences with failed institutions were not accessible. These could 

have shade more light on the action the supervisor took prior to eventual 

fa1lure. 

• The regulator may not give information about his weaknesses as directly 

related with bank failures, thus the causes being used in the study may not 

have been exhaustively presented. 

5.2 Recommendation for further research. 

This study looked at the causes of bank failures as g1ven by the regulator and 

attempted to relate them to the existing legal provisions guidmg the operations 

of banks 1n the sector. 

A review of the bank supervision reports made on vanous failed institutions 

several years before failure needs to be done to establish if the supervisor 

1dent1fied the real cause of bank failure before hand. Find out what 

recommendations were made to the institutions and the type of action the 

Board of Directors and Senior Management of these institutions took to avert 

the impending collapse. 

This will ass1st m 1dent1fying the real reason for failures. Its not in the 

adequacy of regulatory framework and is already shown in this study. 
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I APPENDIX 1: DATA COLLECTION FORM I 
Name or Failed Institution Date plac:ed In Reason for the failure Legal provision In place at Legal provlslon.'i In place 

llquldatlon/CBK time or failure subsequent to failure 

Management 

I. Rural-Urban Credit & Financial Co. December 1984 lneiTeclJve Board and Management • S~tion 20(1) and 20A. • Section 34 ( 1989) gtvrng 

2. Capital Finance Ltd January 1987 (Malpractices) Amendments of 1984 & 1987 CBK more powers. After 84 & 87 

3. Business Finance Co. Ltd December 1989 allowed intervening in management failures. 

4. Estate Finance Co. of Kenya Ltd December 1989 

5. Home savings and Mortgages Co. Ltd. December 1989 • Section 29 (1987) penalties to 

6. Union Bank of Kenya Ltd. December 1989 officers and directors. • Guidelines on duties and 

7. United Trustee Finance Ltd August 1993 responsibthttes of dtrectorl> 

8. Meridian Biao (K) Ltd. April 1996 • Section 33 amended in 1989 CBK/PG/02 June 1990 .. 

9. Heritage Bank Ltd September 1996 more powers ofCBK to advice & direct 

10. Nairobi Finance Corporation Ld. April1998 • Section 4(3) (4) Vetttng of 

11. Post Bank Credit Ltd. May 1993 Section 34 ( 1989) CBK more powers Directors - First schedule of 

12. An Banktng Corp. Ltd. December, 1997 to manage banks Banking Act. 

13. Trust Bank Ltd. September, 1998 

14. PrudentJaJ Bank Ltd. November, 1998 1990 tssued gUJdehnes on Duties and • Section 33 ( 1989) powers 

15. City Finance Bank Ltd. November 1998 Responstbthttes of Dtrectors and senior to ad' ice and dtrect 

16. Fortune Finance September, 1999 managers CBKIPG'02. 

• 1998 Ftrl>t schedule of Banking 
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I . Ruroi-Urban Credit & fanancaal Co. 

2. Busmess Finance Co. 

3. Estate Finance Co. of Kenya Ltd 

4. Home Savmgs & Mortgages Co. Ltd 

5. Nationwide Finance Co. Ltd 

6. Nairobi Finance Corporation 

7. Middle African Finance 

8. Kenya Fmance Bank Ltd 

9. Ilcntage Bank Ltd 

10. Trade Bank Ltd 

11 . Trade Fmance Ltd 

12. Ari Banking Corp. Ltd 

13. Prudential Bank Ltd. 

14. Delplus Bank ltd. 

I 

December 1984 

December 1989 

December 1989 

December 1989 

December 1989 

Apnll993 

August 1993 

August 1993 

August 1993 

July 1996 

September 1996 

December 1997 

November 1999 

June 2001 

Act fit and proper vettmg of d1rectors. 

I llgh mcidence of Non-Performing None 

Loans (Poor Asset Quality). 

32 

Sectaon 3 1(3) 

Sharing of Credat infonnation on 

bad borrO\\Cr:~ an the market. Credit 

referencang 

Amendment introduced m 200 I. 

Scctaon 10 Limits on credit 

conccntrntion ( 1994) 



Same or t 'ailed Jn.~itution 

I.Home Savmgs & Mongages Co 

2. Nattonwide Fmance Co. Ltd 

3. Jimba Credit Corporahon 

4. Mtddle African Fmance Co. 

5. Trade Bank Ltd 

6. Trade Finance Ltd 

7. Central Finance (K) Ltd 

8. Allted Credit Ltd 

9. Uruted Trustee Ftnance Ltd 

10. Inter African Ctcdtt Finance I td 

11. International Finance Co. Ltd 

12 Post Bank Credit Ltd 

13. Thabtll Finance Co ltd 

ntmental Bank of Kenya Ltd 

ntmenta1 Credtt fmance Ltd 

uonwide f' mance Co Ltd 

ton Banl.. of Kenya Ltd 

a Credu Corporauon ltd 

l)•te placeod In 

liquld•tlon/CBK 

M•n•gemenr 

December 1989 

December 1989 

December 1989 

Augu t 1993 

August 1993 

August 1993 

August 1993 

August 1993 

August 1993 

June 1993 

Apnl 1993 

May 1993 

August 1994 

August 1986 

Augustl986 

December 1989 

I 
December 1989 

December 19 9 

Re•~on for the f•llure 

Unsecured insider loans 

Poor Lending Practices 

33 

Lq;tal pro" lslon In plac.'t' Ill 

Time or railure 

• Section I 0-amendments of 1985 

• No unsecured lendmg to mstders 

l~al pro~ l!iluru; In pi~ 

subsequl'nt to raUurl' 

Section II (e) ( 1998) condttions of 

~ranting insider advances 

Sectton II (5) (6) (1998) and 

• Exposure limits to insiders well spell n Sectton II ( IA)(2000) 

Section 10 (1989) - revtsed lending dtsqualtficatton of directors who 

limits. default, penalt1es for institutions, 

wluch fail to disquahfy such 

• Secuoo II ( 1989) no unsecured directors 

lending to ins1ders. 

Sectton 12 (I) ( lA) (1995)- restrictions on- Section 10 limit 

ad\ ances for purcha~e of propeny. concentration ( 1994) 

Sect1on 14 ( 1989) restrictions on advances Sect1on II (lA) 

1 for purchase of land. . I fraudulent, recldess 

on credit 

defirung 

lend mg • 



I 

6. K~n)lll savangs and Mongage:> Ltd l)ccember 1989 

I. Home Savmgs & Mongages Co. Ltd. December 1989 

2. Notaonwade Fmonce Co. Ltd December 1989 

3. Kenya savings & Mortgages ltd December 1989 

4. Naaroba Fmance Corporataon Ltd 

5. Mtddle Afncnn Finance Co. Ltd. 

6. Trade Bank Ltd 

7. Trade Finance Ltd 

8. Diners Finance Ltd 

9. Central Fannnce (K) Ltd 

10. Alhed Credit Ltd 

II. Untted Irustce Finance Ltd. 

I 2. Thabati Finance Co. l td. 

Apral 1993 

Apnl 1993 

August 1993 

August 1993 

August 1993 

August 1993 

August 1993 

August 1993 

August 1994 

Under Capitali.zlltion (msolvency) 

34 

mtroducmg pcn.ltllles. (2000) 

• Section 7 and SectiOn 7 A ( t 985) Re' ased . econd schedule ot 

-Minimum cap a tal requtrements Banking Act on mammum capital 

-Ratios between capital and reserves and requrrements m 1990 and 1999. 

deposits. 

Secnon 17 and 18 ( 1999) 

• Amendments an 1989 to section 7( I) antroductton of core capatal m 

on minimum capital requirements. evnluaung capt tal 

• Second schedule on mmunum capital 

mtroduced ( 1989). 

• Section 17 Ratio of Caprtnl to 

deposits at 7 .5"1o ( 1989). 

• Section 14 ( 1985) restnct1on on 

d1v1dends 

• 



Name or fiiUed lnstltutJoa 

I. Reliance Bank I td. 

2 Bullton Bank ltd . 

3. 1 rust Bank Ltd. 

4. C1ty Finance Bank l td 

5 Fortune Finance 

: 6. Dclplus Bank Ltd. 

1 
Tcentral Fmance (K) Ltd 

2. lntcr-Afncan Credtt Fmance Ltd 

13. International fmance Co Ltd 

D•te pl•ced Ia 

Uqukladoa/CBK 

Maaaaemeat 

September 1998 

September 1998 

September 1998 

November 1998 

September 1999 

June 2001 

August1993 

June 1993 

Apnll983 I 

Ke-n for the f•llure 

Run on deposits 

Run on certification of deposits 

Run on deposits 

" 
.. 

Heavy Reliance on Parastatal 

deposits 
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Lepl pi'OYisioa ln place •• 

11me or r.uure 

• Secbon 18 - ratio of cap1tal assets 8% 

( 1989). 

• Section 20 ( 1989) res tractions on 

dividends payouts. 

• Issue capitol guidelines in June 1990 

CBKIPG/04. 

None 

None 

Lepl pi'O~IIdoaa ln pbM:e 

sut.equeat to r.uure 

None 

All parnstotal dcposats 10 be 

invested m I'rcasury billS CBK 

Banlmf ctrcular No ... I 



4. 1lubi11 Finance Co. Ltd August 1994 

I. Exchange Bam. Ltd. Apnll993 Persistent vaolauon of banking act Secbon 6 ( 1987) revocation of licenses. 

2. Pan Afncan Credat & Finance Ltd October 1993 hence revocation of license by the 

3. Pnn African Bank Ltd. October 1993 Mmister. 

I. Reliance Bank Ltd. September, 1998 Cheque kiting None 

Source A guulc to wise management of loans from banking mstituttons (1997) and other CBK reports 

Key. 

S£•ctton St!ctton of Bankmg Act Chapter 488 of Kenya Laws. Detatls ojwl11ch are gil'en as attachments to Appendt'C I. 

CBKIPG ... Central Ban/.. of Kc!llya Pnu/entwl Gwtlelines. 
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EXTRACTS OF THE BANKING ACT REFERRED TO IN THE DATA COLLECTION 

FORM. SHOWING THE EVOLUTION OF THE LEGAL PROVISIONS RELEVANT 

TO REASONS FOR BANK FAILURES {Attachments to appendix 1) 

Central Bank 

may1ssue 

orders after 

mspection 

(1984) 

I. INEFFECTIVE BOARD AND MANAGEMENT 

MALPRACTICES: 

Banking Act Amendments 1984, 1987, 1998 

Section 20 (1) If it is found upon an Inspection under sect1on 19 that 

the busmess of the bank or financial institution concerned is being 

conducted in a manner detrimental to the mterests of the depositors 

or to the interest of the bank or financial Institution or to the public 

interest, the Central bank may -

a) issue directions to the bank or financ1al 1nstitut1on concerned 

requiring it to take remedial measures wh1ch in the op1nion of 

the Central Bank are necessary or desirable in the 

circumstances; or 

b) with the approval of the M1mster, appoint a person who in the 

opinion of the Central Bank is competent to adv1se the bank 

or financial institution on the necessary remedial measures 

and the adv1ce of the person so appointed shall have the 

same force and effect as direction of the bank made under 

paragraph (a) and for the purpose of this sect1on the advice 

shall be deemed to be a requ1rement of the Central Bank; or 

c) with the approval of the Minister, assume or appoint any other 

person to assume the management and conduct of the affairs 

of the bank or financ1al institution. and the bank or financial 

institution shall submit its business to the Central Bank or a 

person appo1nted to assume control under th1s paragraph and 

shall provide the Central Bank or that other person with all the 
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Powers of 

Manager 

(1987} 

Penalties for 

default by 

officers 1987 

facilities necessary for the effective management and conduct 

of the affairs of the bank or financial inst1tution. 

(1 A) For the purposes of subsection (1) (c ) the term ·assume the 

management and conduct of includes the control or conduct of all 

categories or classes of busmess normally undertaken by a bank or 

financial institution. 

Section 20{A) (1) Where the Central Bank has exercised the powers 

conferred by section 20, the Central Bank may direct the bank or 

financial institution -

a) to restructure or reorganize the management of the bank or 

financial institution by removing any officer who has 

conducted the affairs of the bank or financial institution in 

contravention of any provisions of this Act: 

b) appoint a competent banker to be a d1rector of the bank or 

financial institution for such durat1on as the Central Bank 

deems necessary; 

c) appoint an attorney or attorneys who shall act for and on 

behalf of the bank or financial institution in respect of any 

business transaction; 

d) revoke any prior mandate or other authority 1ssued to any 

person as an attorney or agent. 

Section 29 (1) Any officer of a licensed bank or licensed financial 

institution who -

a) fails to take all reasonable steps to secure the compliance of 

the bank or financial institution with th1s Act or 

b) fails to take all reasonable steps to secure the compliance of 

the bank or financ1al inst1tut1on w1th th1s Act: or 

c) fails to take all reasonable steps to secure the accuracy and 

correctness of any statement submitted under this Act or any 

other written law applicable to banks; 
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Central Bank to 

advise and 

clfrect. 1998 

Powers of 

Central Bank to 

mtervene m 

management 

(1989) 

d) fails to supply any information required under sect1on 20A, 

Shall be guilty of an offence and liable to imprisonment for a 

term not exceed1ng one year or to a fine not exceeding ten 

thousand shillings or to both. 

Section 33 If, at any time, the Central Bank has reason to believe 

that the business of an institution is being conducted in a 

manner to or not m compliance with the requirements of this 

Act or any regulations made hereunder or in a manner 

detnmental to or not in the best mterests of its depositors or 

members of the public, the Central Bank may-

a) give directions regard1ng measures to be taken to 

improve the management or business methods of the 

institution or to secure or 1mprove compliance with the 

requirements of this Act, any regulations made 

hereunder or any other written law or regulations; 

b) appoint a person, suitably qualified and competent in 

the opinion of the Central Bank, to advise and assist 

the institution generally or for the purposes of 

implementmg any directions under paragraph (b); and 

the advice of a person so appointed shall have the 

same force and effect as a direction made under 

paragraph (b) and shall be deemed to be a direction of 

the Central Bank under th1s section. 

Section 34 (1) this section applies. and the powers conferred 

by subsection (2) may be exercised. in the following 

circumstances -

c) if the institution fails to meet any financial obligation, 

when it falls due including an obligation to pay any 

depositor; 
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d) if a petition is filed, or a resolution proposed, for the 

winding up of the institution or if any receiver or 

receiver and manager or similar officer is appomted in 

respect of the institution or in respect of all or any part 

of its assets; 

e) if the auditor of an inst•tution makes a report to the 

Central Bank under the provisions of subsection {4) of 

sect1on 24 ; 

f) if the Central Bank discovers {whether on an 

1nspect1on or otherwise) or becomes aware of any fact 

or circumstances wh1ch, 1n the op1nion of the Central 

Bank. warrants the exercise of the relevant power in 

the interests of the mstitution or its depositors or other 

creditors 

(2) In any case to which this section applies. the central 

bank may with the approval of the Minister-

a) appoint any person (in this Act referred to as "a manager") 

to assume the management. control and conduct of the 

affairs and business of an 1nstituhon to exerc1se all the 

powers of the 1nstitut1on to the exclusion of its board of 

directors includmg the use of 1ts corporate seal: 

b) remove any officer or employee of an institution who. in 

the opinion of the Central Bank, has caused or contnbuted 

to any contravention of any provision of th1s Act or any 

regulations made thereunder or to any detenorat1on in the 

financial stability of the Institution or has been guilty of 

conduct detrimental to the interests of depositors or other 

creditors of the mstitut1on; 

c) appoint a competent person familiar with the business of 

institutions to 1ts board of directors to hold office as a 

director who shall not be capable of being removed from 

office without the approval of the Central Bank: and 

d) by not1ce 1n the Gazette. revoke or cancel any ex1stmg 
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power of attorney, mandate. appointment or other 

authority by the institution in favour of any off1cer or 

employee or any other person. 

(3) The appointment of a manager shall be for such period, not 

exceeding SIX months, as the Central Bank shall spec1fy in his 

appointment and may be extended by the High Court. upon the 

application of the Central Bank, if such extens1on appears to the 

Court to be justified. 

(4) A manager shall, upon assuming the management. control 

and conduct of the affairs and business of an institution. discharge 

his duties with diligence and in accordance with sound banking 

and financial principles and, in particular, with due regard to the 

interests of the institution, its depos1tors and other creditors. 

(5) The responsibilities of a manager shall include -

a) tracing and preserving all the property and assets of the 

institution; 

b) recovering all debts and other sums of money due to and 

owning to the institution; 

c) evaluating the capital structure and management of the 

institution and recommending to the central Bank any 

restructuring or reorganizing which he cons1ders necessary 

and which, subject to the provisions of any other wntten law. 

may be implemented by him on behalf of the institution; 

d) entering into contracts in the ordinary course of the busmess of 

the institution, including the raising of funds by borrowing on 

such terms as he may consider reasonable; 

e) obta1ning from any officers or employees of the institution any 

documents, records, accounts. statements or information 

relating to its business. 
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(6) For the purposes of diScharging his responsibilities, a manager 

shall have power to declare a moratorium on the payment by the 

institution of 1ts depos1tors and other creditors and the declaration of a 

moratorium shall -

a) be applied equally and without d1scnmination to all classes of 

creditors; 

b) hm1t the max1mum rate of interest which shall accrue on 

depos1ts and other debts payable by the institution during the 

period of the moratorium to the minimum rate determined by 

the Central Bank under the provisions of section 39 of the 

Central Bank of Kenya Act or such other rate as may be 

prescribed by the Central Bank for the purposes of this section 

provided that the provisions of this paragraph shall not be 

construed so to 1mpose an obligat1on on the institution to pay 

interest or interest at a higher rate to any depositor or creditor 

than would otherwise have been the case: 

c) suspend the running of time for the purposes of any law of 

limitation in respect of any cla1m by any depositor or cred1tor of 

the institution; 

d) cease to apply upon the termination of the manager's 

appointment whereupon the rights and obligations of the 

mst1tut1on, its depositors and creditors shall , save to the extent 

prov1ded in paragraphs (b) and (c). be the same as ifthere had 

been no declaration under the provisions f this subsection. 

(7) If any officer or employee of an institution removed under the 

provisions of subsection (2)(b) 1s aggrieved by the decision, he may 

apply to the High Court and the court may confirm, reverse or 

modify the decision and make such other order in the 

c1rcumstances as it thmks just; and pending the determination of 

any application or appeal there from, the order of removal shall 

remain in effect. 

(8) Neither the Central Bank nor any officer or employee thereof 
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Publication of 

mformation 

Act No. 7 of 

2001 

nor any manager nor any other person appointed. designated or 

approved by the Central Bank under the provisions of this Part shall 

be liable 1n respect of any act or omission done in good fa1th by 

such officer. employee. manager or other person in the execution of 

the dut1es undertaken by him. 

II. HIGH INCIDENCE OF NON-PERFORMING LOANS 

Banking Act Amendments of 2001 

Section 31 (3) Notwithstanding the prov1sions of this section-

a) the Central Bank may diSClose any information referred to in 

subsection (2) to any monetary authority or financial 

regulatory authority, w1thin or outside Kenya. where such 

information is reasonably reqUired for the proper discharge 

of the functions of the Central Bank or the requesting 

monetary authority or financ1al regulatory authonty: 

b) the Central Bank and Institutions licensed under this Act 

may. in the ordinary course of business. in such manner 

and to such extent as the Minister may prescribe, exchange 

such mformation as is reasonably required for the proper 

discharge of their functions. 

Ill UNSECURED INSIDER LENDING 

Prohibited Business - Banking Act Amendment 1985, 1989, 

1998, 2000 

1 0) Sect1on 10 of the principal Act 1s amended by insert1ng 1 0( 1) 

1 0(1) A licensed bank or licensed financial institution shall not in 

Kenya-
a) grant to any person any advance or credit facility or give any 
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L1mttson 

Advances. 

cred1ts and 

guarantees 

{1985) 

financial guarantee or incur any other liability on behalf of 

any person, so that the total value of the advances. cred1t 

facilities, financ1al guarantees and other liabilities in respect 

of that person at any time exceed five per cent of the total 

deposit liabilities of that bank or financ1al institution or more 

than one hundred per cent of 1ts paid-up capital or assigned 

cap1tal and ummpaired reserves. whichever is the greater. 

b) Grant any advance or credit facility against the security of •ts 

own shares: or 

c) Grant or permit to be outstanding any unsecured advances in 

respect of any of its officers or employees or members of 

their families. or any company of which the officer or 

employee or member of their families is a shareholder, 

director or employee; or 

d) grant advances, loans or credit facilities wh1ch are 

unsecured or advances, loans or credit facilities which 

are not fully secured 

i) to any of its directors, whether those advances. loans or 

credit facilities are obtained by its directors jointly or 

severally; or 

ii) to a company, corporation or firm in which it or any of 

its directors has an 1nterest as an agent, director, 

manager, partner or shareholder; or 

iii) to any indiVIdual or firm of whom or of which any of its 

directors 1s a guarantor. 

4) All the directors of the bank or financial institution shall be 

liable jointly and severally to indemnify the bank or financial 

institution agamst any loss aris1ng from the makmg of any 

advances. loans or credit fac1ht1es which are unsecured or 

advances, loans or credit fac1ht1es which are not fully secured 



L1m1t on 

advances, 

cted1ts and 

guarantees 

1989 

as required by paragraph (d) of subsection {1). 

5) A licensed bank or licensed financial institution, wh1ch 

contravenes any of the provisions of this section, shall be 

guilty of an offence and liable to a fine not exceedmg one 

hundred thousand shrllings. 

Banking Act Amendments 1989 

Section 10 {1) An rnstrtution shall not in Kenya grant to any person 

or permit to be outstanding any advance or credit facility or give any 

financial guarantee or incur ay other liability on behalf of any person. 

so that the total value of the advances. credit facilities, frnancial 

guarantees and other liabilities in respect of that person at any time 

exceed one hundred per cent of its capital and unimpaired reserves 

Section 11 (1) an institution shall not in Kenya-

g) grant or permit to be outstandrng any unsecured 

advanced in respect of any of its employees or their 

assocrates; or 

h) grant or permit to be outstanding any advances. loans 

or credit facilities which are unsecured or advances, 

loans or credit facilities wh1ch are not fully secured -

i. to any of its officers or their associates: or 

ii. to any person of whom or of which any of its 

officers has an interest as an agent, drrector, 

manager or shareholder; or 

iii. to any person of whom or of which any of its 

officers is a guarantor; or 

e) grant or permit to be outstanding any advance or 

credit facility or grve any financial guarantee or incur 

any other liability to, or in favour of, or on behalf of, 

any associate or any of the persons mentioned in 
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paragraphs lc ) and (d) in excess of twenty-five per 

cent of the capital of the institution; or 

f) grant or permit to be outstanding advances or credit 

facilities or g1ve any financial guarantee or incur any 

other llab1llt1es to or in favour of or on behalf of, 1ts 

assoc1ates and the persons mentioned in paragraphs 

(c) and (d) amounting in the aggregate to more than 

one hundred per cent of the capital of the institution; of 

g) grant any advance or credit facility or give guarantee 

or incur any liability or enter into any contract or 

transaction or conduct 1ts business or part thereof in a 

fraudulent or reckless manner or otherwise than in 

compliance wtth the provisions of this Act. 

3. All officers of an institution which contravenes any of the 

provisions of this section shall be liable jointly and 

severally to indemnify the Institution against any loss 

arising in respect of the relevant advance, loan or credit 

facility; but an officer shall not be so liable if he shows 

that, through no act or omiss1on on his part, he was not 

aware that the contravention was taking place or was 

intended or about to take place, or that he took all 

reasonable steps to prevent it taking place. 

Section 11 1 (e) Grant or permit to be outstanding any advance, loan 

or credit facility to any of 1ts directors or other person participating in 

No. s or 1998 the general management of the 1nst1tution unless such advance. 

loan or credit facility -

(i) 1s approved by the full board of directors of the institution upon 

being satisfied that it is v1able. 

(ii) Is made in the normal course of business ad on terms similar 

to those offered to ordinary customers of the institution and the 

mst1tution shall notify the Central Bank of every approval given 

pursuant to subparagraph 
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(iii) Of this paragraph, within seven days of such approval: 

Section 11 (1A) In relat1on to conduct contemplated under 

paragraph (h) of subsection (1) -

"fraudulent" mcludes International deception, false and material 

representation. concealment or non-disclosure of a material fact or 

misleading conduct, device or contrivance that results in loss and 

injury to the institution w1th an Intended gain to the officer of the 

institution or to a customer of the Institution. 

"reckless" includes-

(a) transacting business beyond the limits set under this Act or 

the Central Bank of Kenya Act; 

(b) offering facilities contrary to any guidelines or regulations 

issued by the Central Bank; 

(c) failing to observe the institution's policies as approved by the 

Board of Directors; or 

Section 11 (5) A director of an institution who defaults in the 

repayment of any advance or loan made to h1m by the institution for 

three consecut1ve months shall forthwith be disqualified from holding 

office as such. 

(6) An institution wh1ch -

(a) fails to comply with any direction of the Central Bank under 

subsection (3)(b); or 

(b) permits a director who IS disqualified by virtue of subsection 

(5} to continue holding office as such, shall be guilty of an 

offence. 

(7) Where an offence under subsection (6) contmues, the institution 

shall , in add1t1on to the penalty prescribed ~nder section 49, be liable 
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to such penalty as may be prescribed for each day or part thereof 

during which the offence continues. 

IV UNDERCAPITALISATION 

Banking Act Amendments 1985, 1989 

Section 7(1) Subject to this Act, a licence shall not be granted to 

a bank, and a bank may not carry on banking business, unless-

a) in case of a bank incorporated in Kenya, its paid-up 

capital IS at least fifteen million Kenya shillings and its 

pa1d-up capital and unimpaired reserves are not less than 

seven-and-a-half per cent of 1ts total deposit liabilities. 

b) In case of a bank incorporated outside Kenya. its paid-up 

capital is not less than one hundred and fifty million 

Kenya shillings, and in addition the board of management 

or other controlling authonty has given an undertaking 

satisfactory to the Mimster to keep within Kenya at all 

t1mes during the currency of its licence, out of its own 

funds, a cap1tal ass1gned to 1ts Kenya branches (in this 

Act referred to as ass1gned cap1tal) amounting to not less 

than seven-and-a-half per cent of its total deposit 

liabilities m Kenya w1th a minimum of thirty million Kenya 

shillings. 

2) Subject to this Act, a licence shall not be granted to a financial 

institution. and a financial institution shall not carry on busmess. 

unless-

c) 1n the case of a financial institution incorporated 1n Kenya . its 

paid-up capital is at least seven million five hundred 

thousand Kenya shillings and its paid-up capital and 

ummpaired reserves are not less than seven-and-a-half per 



RatiO between 

paid-up cap1tal 

and ummpa1red 

reseNes 1985 

Dividend and 

ReseNes 

(1995) 

cent of its total deposit liabilities; 

d) in the case of a financial institution incorporated out-side 

Kenya, its paid-up capital is at least seventy-five m1llion 

Kenya shillings and in addition the board of management or 

other controlling authority gives an undertaking satisfactory 

to the Minister to keep within Kenya at all times during the 

currency of its licence. out of its own funds, assigned capital 

amountmg to not less than seven-and-a-half per cent of its 

total deposit liabilities in Kenya with a minimum of fifteen 

Kenya shillings. 

Sect1on 7 A. (1) The Central Bank may, in consultation with the 

Minister, prescribe the minimum ratios which licensed 

banks and licensed financial institutions shall maintain as 

between their paid-up capital and unimpaired reserves on 

the one hand and their assets (including their total loans 

and advances) on the other. 

2) Any licensed bank or licensed financial institution, which 

fa1ls to comply with the rat1o prescribed under this section, 

shall be guilty of an offence and liable to a fine not 

exceed1ng fifty thousand shillings. 

Sect1on 14 (1) No licensed bank or licensed fmancial 

institution, which is incorporated 1n Kenya, shall pay any 

dividend on its shares until all its capitalized expenditure 

(1ncluding preliminary expenses. organization expenses, 

share-selling commission, brokerage, amount of losses 

incurred and items of expenditure not represented by tangible 

assets) has been written off. 

(2) Every licensed bank and every licensed fmancial 

Institution shall 

(a) make prov1sion for bad and doubtful debts 

before any profit or loss is declared; and 

(b) ensure that the provision for bad and doubtful 
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debts made under paragraph (a) IS adequate. 

(3) For the purposes of subsection (1 ). an issue of 

bonus shares out of the profits of a licensed bank 

or licensed financial institution shall e deemed to 

be a payment of dividends. 

Sect1on 7 (1) A licence shall be granted to an institution unless 

the institution meets the min1mum capital requirements specified 

in the first schedule. 

First Schedule 

Minimum Capital Requirements 

No licence shall be issued to an institution, unless-

a) in case a bank incorporated in Kenya. its paid-up 

capital is at least seventy five m1llion Kenya shillings 

and its pa1d-up cap1tal and unimpa1red reserves are not 

less than seven-and-a-half per cent of its total deposit 

liabilities; 

b) 10 case of a bank incorporated outside Kenya, its paid

up capital is at least two hundred million Kenya 

shillings; 

c) 1n case a financ1al institution and mortgage finance 

company Incorporated in Kenya, its paid-up capital is 

at least thirty seven million five hundred thousand 

shillings and its pa1d-up capital and unimpa1red 

reserves are not less than seven-and-a-half per cent of 

its total deposit habilit1es; and 

d) 1n case of a financial institution or mortgage finance 

company incorporated outside Kenya, its paid-up 

capital s at least one hundred and fifty million sh1lhngs. 

Section 17. The capital and unimpaired reserves of an institution 

-· -II •:~-"' h,.... .-.-• .,..,...,.. ...... __ ""' ,,...._ ,..._,., ..... '"""'' .. -"..- """'-· 
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shall , at all times, be not less than seven-and-a-half per cent 

of its total deposit liabilities. 

Section 18 The Central Bank may prescribe the minimum ratios. 

which shall be maintained by institutions as between their capital 

and unimpaired reserves on the one hand, and their assets 

(includmg their total loans and advances) on the other and. for that 

purpose. may also determine the method of classifying and 

evaluating assets. 

Section 20 (1} No institution incorporated in Kenya shall pay any 

dividend on its shares or make any other form of distribution to its 

shareholders until all its capitalized expenditure (Including 

preliminary expenses, share-selling commission. brokerage. amount 

of losses incurred and items of expenditure not represented by 

tangible assets} has been written off and provision has been made 

for bad and doubtful debts in accordance with subsection (2). 

(2} Every institution shall. 

(a} make provision for bad and doubtful debts before any 

profit or loss is declared: and 

(b} ensure that the prov1sion for bad and doubtful debts 

made under paragraph (a} 1s adequate according to 

such guidelines as may be prescnbed by the Central 

Bank. 

Section 17 The core capital of an institution shall at all times be 

not less than e1ght per cent of 1ts total deposit liabilities. 

section 18 The Central Bank may prescribe the minimum ratios 

which shall be maintained by Institutions as between their core 

capital and total capital on one hand and their assets (including 

their total loans and advances) and off balance sheet items on 

the other and for that purpose, may also determine the method of 

classifying and evaluating assets 
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v. POOR LENDING PRACTICES 

Banking Act Amendments 1985, 1989 

Sectron 12 (1) No licensed bank shall make loans or advances 

on the security of immovable property for the purpose of 

purchasrng, improving or altering the property, so that he 

aggregate amount of those loans or advances exceeds twenty

five percent (or with the consent of the Central Bank. forty per 

cent) of the amount of its total deposrt liabilities. 

( 1 A) No licensed financial institution shall make loans or 

advances on the secunty of immovable property for the 

purpose of purchasing. improving or altenng the property 

so that the aggregate amount of those loans or advances 

exceeds twenty-five per cent (or with the consent of the 

Central Bank, sixty per cent) of the amount of its total 

deposit liabilities. 

Section 14 (1) No institution. other than a mortgage finance 

company, shall make loans or advances for the purchase. 

improvement or alteration of land, so that the aggregate amount of 

those loans or advances exceeds twenty-five per cent of the 

amount of rts total deposit liabilities. 

(2) The Central Bank may authonze an rnstrtution to 

exceed the percentage specified in subsection (1) up to a 

maximum of forty per cent in the case of a bank and sixty 

per cent in the case of a financial institution. 

(3} The provrsrons of this section shall not prevent 

an institution accepting a security over land for a loan or 

advance made in good faith for any other purpose 
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VII. PERSISTENT VIOLATIONS OF THE BANKING ACT 

Sect1on 6. The Minister may, by notice in writing to the licensee, 

revoke a licence if the licence -

a) ceases to carry on business in Kenya or goes into liquidation 

or IS wound up or 1s otherwise dissolved; or 

b) falls to comply wit this Act. the Central bank of Kenya Act or 

the Exchange Control Act, or any rules, regulations, order or 

directions issued under any of those Acts or any condition of 

a licence. 
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FIRST SCHEDULE (s.4) 

CRITERIA FOR DETERMINING PROFESSIONAL AND 

MORAL SUITABILTY OF PERSONS PROPOSED TO 

MANAGE OR CONTROL INSTITUTIONS 

(a) In order to determine. for the purposes of this Act, the 

professional and moral su1tability of persons proposed to manage 

or control an 1nst1tution the Minister or the Central Bank, as the 

case may be, shall have regard to the follow1ng qualities, in so far 

as they are reasonably determinable, of the person concerned-

(i) his general prob1ty; 

(ii) his competence and soundness of judgement for the 

fulfillment of the responsibilities of the office 1n question: and 

(iii) the diligence with which the person concerned 1s likely to 

fulfill those responsibilities. 

(b) For the purposes of and without prejudice to the generality of the 

provisions of paragraph (a), the Minister or the Central Bank, as 

the case may be may have regard to the previous conduct and 

activities of the person concerned in business or financial matters 

and, in particular, to any evidence that such person-

(i) has been conv1cted of the offence of fraud or any other 

offence of which d1shonesty IS an element; 

(ii) has contravened the prov1s1ons of any law designed for the 

protect1on of members of the public aga1nst financial loss 

due to the dishonesty or Incompetence of. or malpractices 

by, persons engaged in the provision of banking, insurance, 

1nvestment or other financial services: 



(iii) was a director of an institution that has been liquidated or is 

under hqUJdation or statutory management under Part VII of 

this Act, 

(iv) has taken part in any busmess pract1ces that in the opinion 

of the Minister or the Central Bank, as the case may be, 

were fraudulent, prejudicial or otherwise improper (whether 

unlawful or not) or wh1ch otherwise discredited his methods 

of conducting business; 

(v) has taken part in or been associated with any other 

business practices as would, or has otherwise conducted 

himself in such manner as to cast doubt on his competence 

and soundness of judgement. 

(c) The Minister may request any person to furnish such additional 

information as may be necessary 1n determining the professional 

or moral suitability of that person under sect1on 4. 

SECOND SCHEDULE (s. 7) 

MINIMUM CAPITAL REQUIREMENTS 

1. Every institution shall, at all times. maintain-

(a) a core cap1tal of not less than eight per cent of total risk 

adjusted assets plus risk adjusted off balance sheet items as may 

be determ1ned by the Central Bank; 

(b) a core capt tal of not less than eight per cent of tts total deposit 

liabilities; 
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(c) a total capital of not less than twelve per cent of its total risk 

adjusted assets plus risk adjusted off balance sheet items as may 

be determtned by Central Bank: 

(d) a core capital of at least two hundred million Kenya shillings in 

the case of a bank or a mortgage finance company: 

(e) a core cap1tal of at least one hundred and fifty m111ion Kenya 

shillings 1n the case of a financ1al institution: 

Provided that the provisions of paragraphs (d) and (e) shall, 

apply in accordance with the following table -

Minimum Core Capttal 

Act No. 4/99 Compliance Date 

31st December, 1999 

31st December. 2000 

31st December, 2001 

31st December, 2002 

31st December, 2003 

31st December, 2004 

31st December, 2005 

Banks and Mortgage 

Finance Companies 

{Kshs. Millions) 

200 

250 

300 

350 

400 

450 

500 

56 

Financ1al 

Institutions 

(Kshs Mil/tons) 

150.00 

187.50 

225 00 

262 .. 50 

300.00 

337.50 

375 00 



Appendix 2: Institutions ••~we rae. n Kenya (I*- 2001) 

Year No of failed Total No Of OfTOhl 

Institutions Institutions lntt tut ona Ia lure 

1984 1 56 1 7 

1985 0 62 000 

1986 2 67 2 

1987 1 71 1 41 

1988 0 68 000 

1989 7 73 5 

1990 0 77 000 

1991 0 80 000 

1992 0 82 000 

1993 14 85 1647 

1994 2 85 235 

1995 0 80 000 

1996 3 71 4 23 

1997 1 70 1 43 

1098 6 69 8 70 

1999 1 65 1 5 

2000 0 61 000 

2001 56 1 7 

Source: Central Bank of Kenya Annual Report 

DPF Annual Reports - vanou • ues 

1 



App ndtx 3 

K ny Ltd 

m ofln 

1 E tat Fr y of 

K nya Ltd 

2 Hom Savtngs nd ~ort 

Co Lld 

3 Nat1onw•de Fmanoo Co Ltd 

4 Umon B nk of Kenya Ltd 

5 J1mba Cred1t Co Ltd 

6 Kenya Sav1ng 

Ltd 
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