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ABSTRACT
Poverty is one of the major macroeconomic problerhsnost economies including

Kenya. The study was conducted with the purposdedérmining the existence of a
relationship between financial deepening and pgviertel in Kenya. Time series data
was used to examine the relationship between finhdeepening and poverty level for
the period 1997 to 2012. Broad money supply (M2/GRIBmMestic credit to the private
sector (DCP/GDP) and domestic financial savingsSI@DP) are used as proxies for

financial deepening and private per capita consiongts a proxy for poverty level.

The study reveals the existence of a long runicglghip between financial deepening
(money supply, domestic credit to private sectad domestic financial savings) and
poverty (private per capita consumption). Resutisnferror correction mechanism show
the existence of both short run and long run refatbetween private per capita
consumption and ratio of broad money supply to GMR/GDP). All the three proxies

for financial deepening are positively correlatethvprivate per capita consumption.

The research project concludes that financial deegeaeduces poverty level. The global
microfinance movement which promotes direct actesnance services can improve
individual livelihoods amongst the poor in Kenya éyabling them to manage scarce
resources more efficiently smoothing consumptiohis follows also the establishment
of the Kenya Financial Sector Deepening Programm2005 to help stimulate wealth
creation and reduce poverty by expanding accefisdacial services for lower income

households and smaller scale enterprises.



TABLE OF CONTENTS

[ O I N N 1 O ] PP il
] =0 1 [ @ N I (0 ]\ i
ACKNOWLEDGEMENT ..ot e e e e nnaan s v
N = ST I ¥ O Y
LIST OF TABLES ... oot ettt e e e e e e et e e et e e e et e e e ee e e e e eaanaeeees IX
LIST OF FIGURES ... oottt e et e e s e e e eaa e e e ennaeees X
LIST OF ABBREVIATIONS .. .coii ittt e e e e et e e eaa e e e nnn e e eees Xi
CHAPTER ONE: INTRODUCTION ... ittt seemm et e e e et e e e eeaans 1
1.1 Background to the STUAY ...........cooii oo 1
1.1.1 FINANCIAl DEEPENING ....vvvrrrrnnnnn s s eeeeeeeaeeeeeeeeeeesssennaa e e e e e e saaaaeeaaaeeaaaeas 1
1.1.2 POVEITY LEVEI ..ot ettt ee e e e e e e e e e 4
1.1.3 Financial Deepening and Poverty Level ..o, 6
1.1.4 Financial Deepening and Poverty Level in Keny.........ccccooeeeieeiiiiiieeeeiiiiinnnns 6
1.2 Statement of the Problem ... 7
1.3 ODJECtiVe Of the STUAY ....veeiiieiee e 9
1.4 Significance Of the StUAY .........eeiiiii e 9
CHAPTER TWO: LITERATURE REVIEW ...t 11
P20 R 1 o To [V Tox 1 o o [T UUSP P PPPPUPUPPRRRP 11
2.2 Theoretical ITerature ...........ooiiiiiceeeee e 11
2.3 EMPIFICAl STUAIES ..ot et e e e e e e e e e e e e e eeeeeneenes 13
2.4 FINanCial DEEPENING .....ccoiiiiiiiiiiiimmmmmme e e ettt e e eeea e e e e e e e e e e e e eeees 20

Vi



2.5 POVEITY <. ettt e e e e e e et e et e e e eena s 23

2.6 ConClusioNS from LILEIratUIe ............ueeeee et 24
CHAPTER THREE: RESEARCH METHODOLOGY .....coiiiiiiiiiiiieeeeeeiieei e 26
3oL INEFOTUCTION ...ttt e e e e e e e e e e e 26
3.2 RESEAICH DESIGN... .ottt e e e e e e e e e e e e et e aba s 26
3.3 Population and SamPIe ........ccoooiiiiiiii s 27
3.4 DAt COIECLION ...ttt ettt ettt e e e e e e e e e e e e e e e e e 27
3.5 DAtA ANGIYSIS vt ettt e et r—————arr s 28
3.6 Definition and Measurement of Variables ... 29

CHAPTER FOUR: DATA ANALYSIS AND PRESENTATION OF FIN DINGS .. 31

v R 11 oo [Fox 1o o IR PPPPUTUPPTRRR 31
4.2 Descriptive Statistics of Variables ............oooiiiiiiii e 31
4.3 Graphical Presentation of Variables used..............cccccoeii e, 33
4.4 Correlation ANAIYSIS ........oooiiiiiiiei ettt e e e e e et 34
4.5 TIME SErieS PrOPEITIES ....cceiiiiiiiiiiieeeee e ittt e e e e e e e e e e e e e eeeeeeeeeeerannes 35
4.6 OLS RegresSioN RESUILS ........iiiii e eeee e eeeaeeeees 37
4.7 Summary and Interpretation of FINAINGS .o 37

CHAPTER FIVE: SUMMARY, CONCLUSION AND RECOMMENDATIO NS..41
5.1 SUIMIMIATY .ottt e ettt oo et ettt e e e e e eetb e e e e e eenmmmnsa e e e e eennannaeaeas 41

LS IVZ ©10 ] 413 [V 1] To] o IR 42

vii



5.3 Policy ReCOMMENTALIONS......ccoiiiiiiieecmii e 43

5.4 Limitations Of the StUAY.......coooi i 44
5.5 Suggestions for further StUdIES....... .o 44
REFERENGCES ...ttt e e e e 46
APPENDICES ...ttt 1o+ttt t e e e e e e e e e e e e e e aaaaeneaeeeeeeeeennnenes 53

Appendix 1: Secondary Data Used

viii



LIST OF TABLES

Table 4.1: Summary of DeSCrPtiVe STAatiISTICS e« eeeeeeeiiieieiiiiiiiiiiiaar e e eeeeeeens 32
Table 4.2: Correlation Matrix at LEVEIS..... . ieiieiiiiiiiiiiiiiiaine e eeeeeee e 35
Table 4.3 UNit ROOt TESES ..ot ee e e e e e e eeeeeaenes 36
Table 4.4: OLS Regression Analysis, reporting tiatsrun relationship ...................... 37



LIST OF FIGURES

Figure 4.1: Graphical representation of Private(apita Consumption

Figure 4.2: Graphical Representation of Financie¢pening Measures



AMFI

GOK

R&D

DFI

FSDK

SRR

GDP

DFID

UK

G.OK

COSOP

KNBS

KHIBS

LIST OF ABBREVIATIONS

Association of Microfinance Institutions
Government of Kenya
Research and development
Development Finance Institutions
Kenya Financial Sector Deepening Programme
Statutory Requirement Ratio
Gross Domestic Product
Department for International Development
United Kingdom
Government of Kenya
Country Strategic Opportunities Programme
Kenya National Bureau of Statisti

Kenya Integrated Household andi@et Survey

Xi



CHAPTER ONE
INTRODUCTION

1.1 Background to the Study

The primary function of the financial systems is faxcilitate the allocation and

deployment of economic resources both spatially antbss time, in an uncertain
environment (Merton, 1992).An efficient financiacsor is one of the cornerstones of a
well functioning financial system that mobilizesveas, allocates resources and

facilitates risk management.

1.1.1 Financial Deepening

Financial deepening affects economic growth andsegiently helps in alleviating
poverty because economic growth leads to povergviation. It's a vehicle that
accelerates investment and economic growth whickeisin poverty alleviation. The
shifting of productive funds from surplus unitsdeficit units holds a tight link between
financial deepening and poverty alleviation (AZ2812).The government must therefore
improve incomes of poor people by improving theicess to both rural and urban

financial services so as to combat rural poverty.

The main dimension of financial deepening for tteésearch shall be that of increased
provision of financial services with a wider choigkservices to all levels of society in
Kenya. Kenya’s financial market is relatively weleveloped; competition is strong
amongst a diverse group of service providers thaemoved deeper into the low income

market over the last five years partly attributedterventions by FSDK. Gains have



come from the introduction of mobile money and tegponding roll out of branchless
agency banking models by commercial banks compefmig the mass market
space.(FSDK,2011).This has consequently incredmeddcess and provision of financial

services in Kenya.

Researchers have continuously searched for a hattgrstanding of the relationship
between financial services and the poor. The wdrktaart Rutherford in Bangladesh
found that even where microfinance institutions eebvwo underserved markets, they
commanded a small share of business compared ¢o ioformal services. His work has
revealed the poor as discerning consumers who uagety of informal products to meet

complex financial needs.

Financial Deepening refers to the increase in itmrests in financial instruments or a
shift in investment from the real sector to finahcmarket. Economic development
experts have often expressed financial deepeninjeasicreased provision of financial
services with a wider choice of services gearedaltolevels of society. Financial
deepening generally means an increased ratio oeynsuapply to GDP (liquid money).
This means that the more liquid money is availalen economy the more opportunities
for continued growth and poverty reduction. A gahgoroposition is that financial
deepening plays an important role in reducing @ski vulnerability for disadvantaged
groups, and increasing the ability of individuatsldhouseholds to access basic services

like health and education thus having a direct ichpa poverty reduction (Shaw, 1973).

Financial Deepening instruments include: Interedes-a positive relationship exists

between interest rates and financial deepeningeldping countries have repressed



economies with ceilings on interest rates and &tions in credit availability which
impose restrictions on growth (McKinnon and Shaw3)9 Availability of credit-
developing economies have been advised to incrdaseavailability of funds by
removing restrictions in the financial sector anat@®ory reserve requirement ratio-a
reduction in the reserve ratio or a payment foemess based on a market clearing loan
rate is growth enhancing (Fry 1995).When the fimgnoastruments are managed well,

emerging economies achieve growth and as a reswdtr{y reduction.

Stiglitz and Weiss, (1992) challenged the propositof McKinnon and Shaw on the
basis that information asymmetry and moral haziforél hazard may arise because and
individual or institution in a transaction does betr the full consequences of its actions,
and therefore has a tendency or incentive to astdarefully than would otherwise be the
case, leaving another party in the transaction ¢ar bsome responsibility for the
consequences of those actions) result in markktréawhich can only be rectified with

government intervention in financial markets.

Financial Deepening is the increase in the sizéheffinancial system and in its role and
pervasiveness in the economy (Levine, 1997).Tha tefers to the increased provision
of financial services and also an increased rationoney supply to GDP. From a
monetary perspective, the growing diversificatidrfions and households’ portfolios is
especially relevant as they are continuously aéf@dty the developments in financial

markets (Muchiri, 2011).

The regulatory environment is expected to deterrtheepace of financial deepening. At

the macro level, government policy, legislation augbervision set the basic framework



within which financial services providers operae. effective and enabling environment
reduces the costs and risks of doing business rmewlieages deepening. At the other end
of spectrum, the micro-level, it is retail providewho actually deliver services,
developing practical know-how among providers agidie as commercial banks and
community based associations is at the heart aih@ial deepening. Between the two
levels, at the meso level, are other services dohwietail providers depend, building the
capacity and the know-how among relevant serviawigers such as credit reference,
audit and training can enhance deepening (FSD K20¢4).Besides enabling access to
financial services, financial deepening facilitatiegjal, regulatory and institutional

reforms and the dire need for portfolio diversifioa among investors.

1.1.2 Poverty Level

People define, view and experience poverty in chfié ways. Poverty is not only to be
hungry and malnourished, to lack adequate sheftdrh@using, and to be illiterate but
also to be exposed to ill treatment and to be plaserin influencing key decisions
affecting lives. Poverty signifies deficiency ofcg, economic, cultural and human
rights which an individual, household or commuthbfd as important for their existence,

survival or well being (Miano, 2004).

Poverty manifests itself in various forms and may defined in absolute or relative
terms, relative poverty is when one cannot purclaasendle of basic needs available to a
reference social group while absolute poverty ista@e where one cannot raise the
income required to meet the expenditure for puildgasa specified bundle of
requirements. The minimum level of consumption hick basic needs are assumed to be

satisfied is known as the poverty line. (Miano, 200
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Kenya’s poverty levels currently stand at 44%-46%ch is an improvement from 56%
in 2000.A 2005/6 household budget survey by theyideNational Bureau of Statistics
showed that 20% of Kenyans suffered food poverthghat their entire income was not
even enough for purchasing food, although thisysigdyet to be updated it's a clear
indicator of how far the country is in alleviatimpverty. Kenya Integrated Household
and Budget survey, (KHIBS) conducted in 2006 fouhdt 46% of the total Kenyan
population is absolutely poor, that is, below tlwerty line, whereas 49% of the rural
population is absolutely poor. Understanding wiaatdrs drive household movements in
and out of poverty is extremely important for thesign of poverty reduction strategies

and still an open area of research.

Poverty is a big problem in the world, that is,sita global phenomenon (Muli,
2010).However, according to the World Bank (200é)d there is no place where
extreme poverty is more evident than Sub-SaharaicaAfAlmost 50% of the population
lives on under a $1 a day-the highest rate of mér@overty in the world. Kenya is

ranked as among the world’s 30 poorest countries.

The causes of poverty are multi-faceted: econosacial and political; national (macro)
and micro. One of the key causes of poverty is oya@conomic instability. For instance
empirical evidence in Philippine demonstrated thedpite a GDP growth of more than
4% over a period of three years, the poverty heamtcincreased because of the average
inflation of 13.9% which was recorded over the sgmeod (World Bank, 2000).The
links between rapid population growth and persispaverty has been well established as

it reduces growth in per capita incomes and sulms#tusavings.



1.1.3 Financial Deepening and Poverty Level

Several researchers have established that coutitaehave been able to achieve rapid
poverty reduction like China, Chile, Costa Ricajdnesia, and The Republic of South
Korea have done so through sustained per capitaoauo growth. There is a very close
link between economic growth and financial deepgnirhe supply leading hypothesis as
advanced by prominent economists like McKinnon @%hd Shaw (1973) contend that
financial deepening induces real economic growtthdugh scholars such as Robinson
(1952) and Patrick (1966) rejected this hypothesis the premise that financial
deepening is merely a byproduct or an outcome a@ivtir in the real side of economy,
both the supply and demand leading hypothesis abeteeconomic growth impacts on
poverty. Economic growth can be categorized aseeitfrowth with rising income
inequality and poverty, or growth with falling ino@ inequality and poverty. The

differences between these two categories cantakampacts of growth on the poor.

1.1.4 Financial Deepening and Poverty Level in Keray

Kenya is considered to have a well developed awdrsified financial system. This is
attributed to a functional financial system inchgli banks, non bank financial
institutions, microfinance institutions, credit qmoatives, capital market institutions,
insurance companies, pension schemes and confrastwdngs. Many financial
institutions and businesses are located in maj@nsdeaving large sections in rural areas
without banking services. However, recently thes rout of mobile money services and
agent banking that is able to penetrate to the lde@xeels of the society has been a huge
boost of financial inclusion. Although poverty retion is notable we need to
empirically establish whether the 5-6% reductionpioverty is directly attributed to
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financial deepening. The government has also eskedul programmes where the
disadvantaged can access direct financial suppodntible them to meet their basic

needs.

1.2 Statement of the problem

The nature of the relationship between Financiakd@aing and poverty reduction
continues to be a huge debate amongst scholarseaedrchers. Studies on financial
deepening and income distribution include Clarkale{2006), Beck et al. (2007), Kari
and Hamori (2009), and Ang (2010). They all obseata financial deepening helps
reduce income inequality. Further studies on fimgnceepening and poverty by
researchers such as Honohan, (2004), Jalilian arigadrick, (2009), Jeanneney and
Kpodar,(2008), and Odhiambo, (2010) point out firncial deepening affects poverty
reduction directly and also has an indirect imphaaiugh its effect on economic growth.
However, these findings are mostly based on data flarge sample of countries; this

research paper examines whether the findings fhaset studies are applicable in Kenya.

The issue of financial deepening and poverty radochas attracted mixed reactions
from different authors. Beck, (2007) pointed outtthe close links between finance and
growth do not necessarily mean financial deepecorgributes to poverty reduction in
essence there can be growth with rising incomeualkty and poverty. Other theorists
such as (Singh, 1992) suggest that financial deegéavors the rich however, according
to the neo-classical view, the availability of firtc® would allow individuals to fund
education, training or business opportunities ghelh as financial markets grow deeper

and access to finance improves, households thatadigreviously have access to finance



would be beneficiaries thereby equalize opportasitby favoring the poor. FSDK,
(2012) contends that financial deepening theohasémphasized on the need to increase
savings in order to stimulate investments leadimgtowth and poverty reduction to
follow have since been overtaken by the globalf@ggamovement which promotes the
benefits of direct financial service provision tetpoor: direct access to finance services
can improve individual livelihoods amongst the pbgrenabling them to manage scarce
resources more efficiently, thereby smoothing comsiion and protecting against

economic shocks.

The research topic on the relationship betweeméi@h deepening and poverty reduction
in Kenya has not yet been carried out but relatadiss include: Muchiri, (2011) , he
examined the impact of financial deepening on eosoa@rowth in Kenya and concluded
that based on the evidence from a sample period 1892010, the supply leading
hypothesis of economic development prevailed iny@emplying finance led economic
growth. Another study closely related was done lpmBe, (2011), He examined the
impact of micro finance on formal sector and codeld that microfinance has had a
significant influence on stock market developmemtd anot on banking sector
development. The impact of microfinance servicepoverty alleviation was conducted
by Waiganjo, 2010 and he concluded that indeed anficrance institutions impacted
positively on both the rural poor and the urbanrpdde study therefore intends to fill
this knowledge gap on the relationship betweemfired deepening and poverty level in

Kenya.



1.30bjective of the study

To examine the relationship between financial degyeand poverty level in Kenya.

1.4 Significance of the Study

The study stands to benefit the following:

Government-In  formulating macroeconomic policiesatthwill promote financial
deepening and strike a balance between marketdfyieactions to facilitate deepening
and avoid new sources of instability. The governimian2005 established FSDK to
stimulate wealth creation and reduce poverty byaagg access to financial services
for lower income households and small scale ensagr This report will therefore help
shed more light on the relevance of this programhhe. government also in evaluation

of its progress in poverty reduction as envisiometthe Kenya Vision 2030.

Stakeholders-The groups that have partnered witlytivernment in the establishment of
the FSDK programme which include UK’s DFID, Embasd§ySweden, Bill& Melinda
Gates foundation among others. These stakeholders\alved in funding FSD Kenya
and would benefit in the study as it establishes télationship between financial

deepening and poverty reduction.

Researchers-The study will be invaluable to oteeearchers who might be interested in
expounding the same area of poverty reduction ene@ther areas such as implications
of financial deepening on savings, investments,enmhomic growth among others. This
is because the background study and literature@wegives a clear understanding of the

concept of financial deepening.



Welfare Associations and public closely assess dhecess of governments in the
implementation of Millennium Development goals whimeasure progress in poverty
alleviation. Financial sector being key to ensuriggpwth and poverty reduction,

information advanced by this research on the pssgod financial deepening in poverty
reduction will be embraced by the public and otiesociations that deal in welfare of the

people.

The study will also be a guide to capital markéeimediaries and financial analysts on
how well to combine investment portfolios acrosskeaindustries thus impact on the
economic growth conditions prevailing in the coyrigrading to improved standards of

living.
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CHAPTER TWO

LITERAJRE REVIEW

2.1 Introduction

Researchers and policy makers have expended dfeds @n the validity of paradigms
that try to explain merits of financial developmesspecially for the most vulnerable
segments of the population; however, while finand@velopment and its effects on
economic growth have attracted considerable attenti literature, far less work has
been done on the relationship between financiapel@ag and poverty. This chapter
reviews the existing theoretical and empirical cbation to financial deepening and

poverty.

2.2 Theoretical literature

Keynesian theory asserts that financial deepeniogurs due to an expansion in
government expenditure. According to this theanypider to reach full employment, the
government should inject money into the economy ibgreasing government
expenditure. An increase in government expendiinceeases aggregate demand and
income, thereby raising demand for money. Thisligidrium is resolved by reducing
private investments resulting from higher intem@gés. Since higher interest rates lower
private investment, an increase in government ekpae promotes investments and

reduces private investments concurrently (DornbaschFischer 1978, chap.4).

The supply leading theories as advanced by patie@kers and economists such as
Ronald McKinnon (1973) and Edward Shaw (1973).Mckin postulates that an
increase in holding financial assets also knowrfirzancial deepening by the private
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sector promotes savings mobilization which leadsigher levels of savings, investment,
production and growth. McKinnon and Shaw depictegoaitive relationship between

interest rates and financial deepening. Accordmghiem, developing countries have
repressed economies with ceilings on interest rameslimitations in credit availability

which imposes restrictions on growth. Developingrdaes’ financial systems were said
to be characterized by unsound financial instingiowith the absence of prudent
regulations and supervision; uncompetitive finahorarkets with a few commercial

banks dominating the sector and existence of irdbifinancing. Interest rates were set
administratively to accommodate government borrgwilihe central bank served to
finance government deficits, conduct foreign exgatransactions for the government
and ensure that institutions do not enter intoitlqy problems. Due to these factors,
developing countries’ financial systems were saidbe repressed as opposed to
deepening. Various economists have empiricallyeteshe McKinnon-Shaw hypothesis
on the positive relationship between interest rated financial deepening and found

mixed results.

According to the financial liberalization theoryet liberalization of the financial sector
enables savers to switch some of their savings froproductive real assets to financial
assets hence expanding the supply of credit toet@omy. In this way, financial
liberalization plays a crucial role in financialegeening. lkhide (1992) observed that real
interest rates favors financial savings over ofbans of savings and, therefore, promote
financial deepening. Financial depth contributegrtmwvth by improving the productivity

of investments.
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2.3 Empirical studies

Empirical analyses on the effects of financial ae®pg on poverty reduction include
those by Ghali (1999) Honohan(2004),Jalilian andkpatrick(2005),Beck (2007),and

Jeanneney and Kpodar (2008),(Wambui 2008) amoregoth

Atukorala and Rajapathirana(1993) tested the Mc&mBhaw hypothesis using Sri
Lankan time series data on an annual basis fop#m®d 1960-1987 with a dummy
variable to represent policy changes in 1977.Thayfioned the McKinnon hypothesis
that there is a positive relationship between ederate and financial deepening. They
further concluded that financial deepening accédsranvestment and economic growth

that in turn helps in poverty alleviation.

Ghali, (1999) uses two alternative measures onfired development, the ratio of bank
deposit liabilities to nominal GDP and the ratiobaink claims on the private sector to
nominal GDP. The first measure excludes currenagirtulation from the broad money
stock and the second is a more direct measura@andial intermediation. Both financial
measures are indicative of the stage of finanagaletbpment and an increase in these

ratios could be interpreted as financial deepening.

Honohan (2004) attempts to explore the associdtatween financial depth as measured
by private credit and the poverty ratio by usingss-country data available for more than
70 developing countries. His findings are that ficial depth is negatively associated
with the poverty ratio even after controlling fbletmean income, the income share of the

top 10% and the inflation rate.
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Jeanneney and Kpodar (2008) assessed how finatesialopment helps reduce poverty
directly and also indirectly through economic growtJsing the panel data for 75
developing countries from 1966 through 1999, thegduthe generalized method of
moments system to estimate models in which theageemper capita income of the
poorest 20% of the population is explained by ré&P per capita, the level and
instability of financial development, and a setohtrol variables. They defined financial
development as the average absolute value of m@dsidobtained by regressing the
indicator of financial development on its laggediatle and a linear trend. Their results
indicate that financial development has a signiftqaositive relationship with the mean
income of the poor, that the direct effect of fio@h development on poverty reduction is
greater than the indirect effect that it causedneyeasing economic growth, and that
financial instability accompanied by financial demment significantly reduces the

income of the poor and partially offsets the beraffinancial development.

Kiyotaki and Moore (2004) borrowed from the modéhwmney and liquidity to explore

the impact of financial deepening. In their anayshey drew a distinction between two
aspects of financial contracting: bilateral comnatrnhversus multilateral commitment.
On the one hand, there maybe a limit on how muphvate agent can credibly promise
to repay someone who provides finance: that is,ddngree of bilateral commitment a
borrower can make to an initial lender when selingaper claim. On the other hand,
there maybe a limit on the extent to which theiahitender can resell the paper to
someone else in a secondary market :in effectdélggee of multilateral commitment to
repay any bearer is generally more demanding tlilatetal commitment to repay the

initial lender because, as an insider, the inleabder may become better informed about

14



the borrower than an outsider. In broad terms,digree of bilateral commitment in an
economy places a bound on the entire stock of f@ipaper, whereas the degree of

multilateral commitment determines how much of paeer can circulate.

Quartey (2008) explored the interrelationship betwdinancial development, savings
mobilization and poverty reduction in Ghana fron7Q%o 2001.By conducting a pair
wise causality test, he found that financial depsient, measured as the ratio of private
credit to GDP, granger causes poverty reductionsored in terms of per capita

consumption although it does not granger causexgavnobilization.

Stammer (1972) using empirical evidence from Homgndl makes analysis to examine
whether a country’s financial system can be a lggadector in its economic development
and subsequently poverty alleviation. ExperiencemfrHong Kong suggests that
economic development once underway can, to a kextgnt be left to finance itself and
that governments in such developments should bea#terscarce resources to finance
other sectors of the economy other than the fimdnsector. This allows such
governments to focus more on improving other ssatdbthe economy especially the less
developed and developing economies that have taceedoverty levels. He argues that
given a favorable environment and a certain staghe economic development process,
development finance maybe a more useful substitoteexternal finance through

financial intermediaries.

Team Ghirmay (2004) examined the relationship betwgnancial development and
economic growth 13 sub-Saharan Africa countrieses€h countries are: Benin,

Cameroon, Ethiopia, Ghana, Kenya, Malawi, MaurjtiNgeria, Rwanda, South Africa,

15



Tanzania, Togo and Zambia based on the availalufitpng time series data. The data
frequency being annual and time span ranging at |B@years.Economic growth is
measured by an increase in real GDP and finanealdpment represented by the level
of credit to the private sector by the financidgemmediaries. The findings on the long run
relationships between economic growth and finandélelopment was positive in 8 of
the 13 countries thus suggesting the need to expaddmprove the efficiency of the

financial system through appropriate reforms legdanimproved standards of living.

Wambui (2008) examines the relationship betweeal fimancial institutions and rural
poverty in Kenya and concludes that members ofl fimancial institutions experience
improvement in their living standards through asceseducation, availability of cheap

and effective technical and financial services acckss to affordable healthcare.

The concept of financial deepening is usually erygidbto explain a state of atomized
financial system, that is, a financial system whglargely free from financial repression
(Nnanna and Dogo, 1998). Financial deepening e$tdin the adoption of appropriate
real finance policy, namely relating interest ratédsreturn to real stock of finance.
Conversely shallow financial system is partly thensequence of distortions in the

relative prices of finance Muchiri, (2011).

Financial markets play a vital role in the proceégconomic growth and development
by facilitating savings and channeling funds froravess to investors. Financial
intermediation of growth allows for financial deepgg. Shaw, (1973) contends that an

increase in the real size of the monetary systeth generate opportunities for the
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profitable operations of other institutions as withm bill dealers to industrial banks and

insurance companies (Muchiri, 2011).

According to the financial liberalization theoryet liberalization of the financial sector
enables savers to switch some of their savings froproductive real assets to financial
assets hence expanding the supply of credit inet@omy. In this way, financial
liberalization plays a crucial role in financial eggening. lkhide (1992) observed that
positive real interest rates favor financial sasioger the other forms of savings thereby
promoting financial deepening. In its own righpdncial depth contributes to growth by

improving the productivity of investment MuchiriQ21).

When interest rates are pegged at an artificially level, keeping the financial costs low
stimulates the desired investment. This allowsgbeernment to invest in projects that
will impact on the lower levels of society. Howeytw interest rates at the same time
discourage financial savings and thus reduce fumdslable for lending, so that the
desired investment is larger than the realizedstmaent. Fry (1995) argues “trying to
repress interest rate is a particularly serioustakes for a developing country because
capital is scarce in these countries” When interatgs are artificially made low and
credit directed, people who will have access tatahpt these low rates are those with
political influence who might be encouraged to wasapital in low yielding projects
(Muchiri, 2011). This in essence means that theleetargeted for the low interest rates

particularly the poor might not benefit much.

Financial deepening in terms of micro finance mmsns-institutions that provide

financial services to the poor people who are otiser excluded from the formal banking
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sector (Morduch, 1999),review of over 350 articlasd studies on microfinance
institutions and their impact on economic growtll anciety concluded that institutional
sustainability is a necessary goal as subsidizad fonds generally are more fragile and
less focused. In his research titled “beyond mianance: Entrepreneurial Solutions to
Poverty Alleviation” concluded that although midr@nce has become extremely
popular as an approach to poverty alleviation, eéhare still various controversies
associated with it. He argued that microfinance prgmarily used for debt and
consumption rather than real investment in revegemerating business. In the same
effect, microfinance has a polarizing effect agehis discrimination in favor of richer

clients, who benefit from better access to creit] exclusion of poorer people.

Honohan, (2003) put together “the poverty trap” wehée argued that poverty is a
complex web of disempowering relationships whicim'tlavork. Households trapped in
this spider's web suffer from material poverty, netability, powerless, physical
weakness, isolation and spiritual poverty. Theredmdressing the problem of material
poverty through financial deepening is critical butvill not be enough for the poor

households to escape from the poverty trap.

Poverty as vulnerability is related to risk. Mortu€1994) mentions that lack of access
to consumption smoothing mechanism may be as dattahto the poor as deprivation
in health and nutrition, which is considered ad papoverty (Muli, 2011). For example,

Jalan and Ravallion, (1999) find that in rural Ghihe poorest wealth docile can only
insure 60 per cent of the income shocks but theestthird of households are protected
from 90 per cent of the income shocks. RosenzwaigBinswager (1993) also find that

the rich are much better insured than the poorguairdata set in India. Risk averse
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households may choose not to invest in profitabteviies because they cannot bear the
shocks which may occur. This choice leads them tiova rate of return on their

production, often causing poverty.

Many researchers have also tried to examine the dfl financial deepening in
empowerment and consequently poverty alleviationcodding to Parker D.P, 2002,
empowerment refers broadly to the expansion ofdfvee of choice and action to shape
one’s life. It implies control over resources anecidions. He further asserts that,
empowerment is the expansion of assets and capabif poor people to participate in,
negotiate with, influence, control and hold accabie institutions that affect their lives.
Muli, (2011) asserts that, since poverty is multidnsional, poor people need a range of
assets and capabilities at the individual levethsas health , education and housing, and
at the collective level such as the ability to ariga and mobilize to take collective
actions to solve their problems. Poverty and vhgity will not be reduced without
broad based growth fueled by private sector agtiVowever, economic growth cannot
be sustained if the poor are excluded from optiemgjagement in productive activities.
Financial services help poor and low income houskshto increase their incomes and
build the assets that allow them to mitigate riplan for the future, increase food

consumption, and invest in education, health, hysvater and sanitation.

Odhiambo, (2010) and other economists arguedfihatjcial markets influence the form
in which savings are expressed as well as the @tadunt of potential consumption
which is diverted to savings. He suggested thatappate savings instruments providing
positive real rates of return to the householdiodnce rural people to put more of their

savings into financial form. This, in turn may iaase the average rate of return realized
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by the household on its savings portfolio and iredtlee household to divert more of its

income to savings-investments activities.

Honohan, (2004), came up with the poverty lendipgraach that focused on reaching
the poorest of the poor who are typically engagegre-entrepreneurial activities that are
more focused on consumption smoothing than prodtctenhancing activities. This
group requires assistance in form of income trasgfe meet their basic needs, because
any credit extended to them is most probably comslirather than invested in something

that generates a return sufficient to repay the (RRbsengard, 2001).

2.4 Financial Deepening

Financial deepening implies the ability of finarldiastitutions to effectively mobilize
savings for investment purposes. The growth of ddimesavings provides the real
structure for the creation of diversified financialaims (Muchiri, 2011). It also
presupposes active operations of financial insbihgt in the financial markets which in
turn entail the supply of quality financial instrants and financial services. The views
by Muchiri 2011 conform to the conclusions of thedy by Nnanna and Dogo (1998)
that financial deepening represents a system fogm financial repression thus findings
pointed out that policies of financial repressioimed at encouraging domestic
investments through suppressing interest ratesupestinegative results. Based on these
findings, negative real interest rates did not emage greater investments but rather
encouraged the banks to be more risk averse and hesmitant to lend. On the other

hand, when interest rates are more market orieanteldess negative in real terms, bank
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lending increases and same to domestic investmamds national savings (Muchiri,

2011).

Financial deepening generally entails an increasdiw of money supply to Gross
Domestic Product (Nnanna, 2004). Financial deeggemnthus measured by relating
monetary and financial aggregates such as domedit to the private sector, broad
money supply and domestic money bank assets t&Gthes Domestic Product, this is
based on the premise that, the more liquid monewaslable to an economy, the more
opportunities exist for continued growth of the mmmy. Financial deepening has
therefore been severally defined as the ratio afiegsupply to GDP, thus a function of
domestic credit provided by banking sector as agregage of GDP, domestic credit to
private sector as a percentage of GDP, financihga to GDP, rate of inflation, real
lending rates, deposit money bank assets to GDRermy outside banks to money

supply and the dummy.

Several papers have empirically tested the impédinancial deepening on poverty
reduction by attempting to study the link betweimaricial deepening and growth using a
number of proxy measures. Azra, (2012) examinedrdihe of financial deepening on
poverty alleviation using time series data for Btda for the period 1981-2010. Results
based on autoregressive distributed lag model (ARBbncluded that financial
deepening (broad money supply and domestic credprivate sector) have long run
relationship with per capita consumption (poverggluction). He also found out that
domestic money bank assets (DMBA) have no long-reiationship with poverty

alleviation. Based on the error correction modsdad money supply and domestic credit
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to the private sector are positively correlated bade a short run relationship with per

capita consumption (poverty alleviation).

Muchiri, (2011) observed that financial deepeningederates economic growth through
the expansion of access to those who do not haequate finance themselves. He
further cited that, in underdeveloped financialtegss, it is the incumbents who have
better access to financial services through relatigp banking. Moreover, incumbents
also finance their growth through internal resourgeneration. Thus, in an
underdeveloped financial system, growth is consti@ito the expansion potential of
incumbents. Mature financial systems on the otlaardh financial institutions develop
appraisal techniques, and information gathering sina@ring mechanisms which then
enable banks to even finance those activitiesrorsfithat are at the margin. This in turn
leads to growth inducing productive activities idddion to the incumbents. It is this
availability of external finance to budding entrepeurs and small firms that enables new
entry while providing competition to incumbents seqguently encouraging

entrepreneurship and productivity.

Financial deepening affects economic growth and trelpful in alleviating poverty. This
is because; strong finance is termed as a velockedelerate investment and economic
growth which is helpful for poverty alleviation. @hplanned finance improves the
potential of financial system to take part in eaomo progress and then in poverty
alleviation. Shifting of productive funds from slup units to deficit units will hold tight

link between financial deepening and poverty adton, (Azra, 2012).
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2.5 Poverty

Poverty is a complicated concept that cannot benel@fprecisely. Generally, a family
suffers from poverty when it is unable to satistg nhecessities with its income
constraints, that is, basic needs exceed the &lailaeans to satisfy the basic needs..
According to the World Bank’s definition of poverty’A condition of life so
characterized by malnutrition, illiteracy, and dise as to be beneath any reasonable
definition of human decency”. Extreme poverty ie thost severe state of poverty where
people cannot meet their basic needs for surviveh ss food, water, clothing, shelter

and health care.

The determination of the extreme number of poorpfeedn the world, World Bank

characterizes extreme poverty as living on theydadtome of US $ 1 or less. Moderate
poverty indicates the condition where people edroua$l to $2 a day which enables
households to just meet their basic needs butdwatation, health among others. Relative
poverty according to Ghali A.K, (2007) is where @ubsehold has an income below the

national average income.

Poverty manifests itself in various forms and may defined in absolute or relative
terms, relative poverty is when one cannot purclaasendle of basic needs available to a
reference social group while absolute poverty ista@e where one cannot raise the
income required to meet the expenditure for puildgasa specified bundle of
requirements. The minimum level of consumption lick basic needs are assumed to be

satisfied is known as the poverty line. (Miano,02p
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Kenya’s poverty levels currently stand at 44%-46%ch is an improvement from 56%
in 2000. A 2005/6 household budget survey by thaeykeNational Bureau of Statistics
showed that 20% of Kenyans suffered food povarphghat their entire income was not
even enough for purchasing food, although thisysigdyet to be updated it's a clear
indicator of how far the country is in alleviatimpverty. Kenya Integrated Household
and Budget survey, (KHIBS) conducted in 2006 fouhdt 46% of the total Kenyan
population is absolutely poor, that is, below tlwrerty line, whereas 49% of the rural
population is absolutely poor (Kenya National Bured Statistics, 2007). Understanding
what factors drive household movements in and bpbwerty is extremely important for

the design of poverty reduction strategies antastibpen area of research.

2.6 Conclusions from Literature

Based on the literature reviewed, financial deapgihias a significant positive effect on
the poverty ratio in the whole economy and sepbfate urban areas and rural areas.
Since financial deepening is measured by the cradlibunt or deposit amounts of
commercial banks, the development of the bankicstpsean be beneficial to the poor.

Financial deepening, the coefficient of economiowgh is estimated to have a negative
value in an economy as well as in urban areas @nadl areas. This implies that economic
growth is effective in increasing not only a coyigraverage income but also the income

of the poor within a country.

There exist three groups in the literature regaydine causal relationship between
financial deepening, economic growth and povertye Tirst group argues that financial
deepening leads to economic growth then leads verporeduction, the second group

maintains that economic growth leads to financedmening which in turn helps alleviate
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poverty while the third group contends that finah@eepening and economic growth

granger-cause one another (bi-directional causaioaship).

The global finance movement deviates from the tkesoand postulates that the poor
stand to benefit more through direct financial smy. Many financial inclusion

promoters agree that, direct access to financecgsrean improve individual livelihoods
amongst the poor by enabling them to manage scasceirces more efficiently, thereby

smoothing consumption and protecting against ecanshocks.

This empirical study therefore aims at examining lveell financial deepening is related

to poverty reduction in Kenya, with the increasenobile money transfer, agent banking
and increased micro finance institutions has timgtaicted directly on the living standards
of Kenyans, that is, is there a positive effectiofncial deepening in Kenya on poverty
reduction. This is based on the premise that filghmeepening is a necessary condition
for accelerating growth in the economy as it mabsi savings and allocates them for

development process.
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CHAPTER THREE
RESEARCH MBEHODOLOGY

3.1 Introduction

The chapter described the research methodologheofstudy. The sections presented
were research design and justification of the sgmeulation and sample description,

data collection and data analysis.

3.2 Research Design

Babbie, (2002) defined research design as the geraent of conditions for collection

and analysis of data in a manner that aims to coentglevance to the research purpose
with economy in procedure. Kothari (2004) furthdrserved that research design is a
blueprint which facilitates the smooth sailing bétvarious research operations thereby

making research as efficient as possible.

This was a causal study which involved investigatid how financial deepening causes
poverty reduction in Kenya. Causality approachh® $tudy was preferred because the
study seeked as to whether financial deepeningdgubverty level reduction indirectly
through economic growth or directly through inceshgrovision of financial services to
all levels of society .Financial deepening affeet®nomic growth and thus helpful in
alleviating poverty however, these close relatidosnot necessarily mean that financial

deepening contributes to poverty reduction (Be®k72.

The study used both descriptive and explanatorygdesn answering the above. The

study described the trend of financial deepeniry@overty reduction in Kenya followed
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by an explanatory approach that investigated windthancial deepening led to poverty

reduction through economic growth and finally tla@gal research objective of the study.

The independent variable was the presumed causettendlependent variable the
potential effect (Muchiri, 2006).In the study, pyoxeasure for poverty level (private per
capita consumption) was the dependent variableewpibxy measures for financial
deepening (domestic credit to private sector, mosegply and domestic financial

savings) formed the independent variables.

3.3 Population and Sample

A population is a group of individual persons, @lgeor items from which samples are
taken for measurements, it is the group the ingagir wishes to make inferences from
(Babbie,2002).The purpose of the study was to exanthe relationship between
financial deepening and poverty reduction in Kerifae unit of analysis was the Kenyan
economy and population; this included all the eooicoactivities both rural and urban
and entities such as households, firms, financiatitutions and markets as financial

deepening includes all levels of society and pgventel.

The study will use aggregated macroeconomic dais, thiven that data will not be
collected individually from institutions there is meed to sample.

3.4 Data Collection

The result of the research was highly dependersiecondary sources. It was carried out
using annual time series data covering the peri@@71to 2012.This was an era of

development and financial liberalization in Kenyaaracterized by output expansion,

27



money growth and increasing volume of investmenudMri, 2011).The data was
collected from the Kenya National Bureau of Statssthe custodian of all

macroeconomic data in the country. Other Varialslesh as GDP, domestic credit to
private sector, money supply and private per camtasumption were sourced from the

economic surveys published by both the Kenya NatiBureau of Statistics and FSDK.

3.5 Data Analysis

The study used descriptive and inferential stagsin analyzing the data. Descriptive
statistics such as line graphs were used. Theenfiat statistics used was correlation

analysis and OLS regression analysis to test théaeship between the variables.

Pearson Moment Correlation Coefficient as a measfirassociation was applied to
determine the relationship between financial demgenand poverty reduction.
Correlation is always between -1.0 where the végmbave a negative relationship and

+1.0 where the values have a positive relationship.

Regression analysis was used to assess the infdawrial deepening on poverty level

Regression model to be evaluated was as follows:
Y=Bo+P ) X1 +B 2 X2*P (3 X3

Where: the dependent variable Y was private peta@onsumption (PCC) as a proxy
for poverty reduction and Independent variablesusied 3 proxy measures for financial
deepening namely Domestic credit to private seCfa@j, money supply (¥ and gross
domestic savings (X .p; —Beta jj=1, 2 and 3 were the slope coefficients whose sign

depicted the relationship between poverty level indncial deepening.fy” was the
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error term contained in the model which measured ghodness of model fit or the
explanatory power of the model by capturing thee@H of all other independent

variables not included in the model.

Analysis was done with the help of EViews softwéversion 6) a statistical computer
programme used to analyze time series data. Thgrgmone was preferred as it quickly
and efficiently manages data, performs econometnid statistical analysis, generates
model simulations and high quality tables and gsawhich were key in the study. The
study also used macroeconomic data that tend tomesso trend in the long run, the
programme enabled de-trending of variables. Evielss provided autocorrelation and

partial correlation as well as unit root tests.

3.6 Definition and Measurement of Variables

The dependent variable was private per capita copsan as a proxy measure for
poverty level. Private per Capita consumption asrétio of household final consumption
expenditure to the total population. It was usedniicate standard of living of the

people. This data was obtained from KNBS and swssyKHIBS.

The independent variable was financial deepenirgg Was measured by three proxy

measures as follows:

1. Domestic Credit to Private Sector (DCP/GDP) whichsvihe X1-the ratio of
banks claim on the Private Sector to GDP. It regmts the role played by

financial sector in the economy.
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2. Money Supply (M2/GDP) which was X2 representedr#i®m of money supply to
GDP. It indicated the real sector of the finangattor of a growing economy,

consistently large increases in the money supphgbrfears of future inflation.

3. Domestic financial savings which was X3 -the ratfaross domestic savings to
GDP. The measure indicated the intensity of tharfamal intermediaries as it
corresponds to more financial services and henganéial depth, financial

deepening was expected to benefit from higher gilossestic savings.
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CHAPTER FOUR: DATA ANALYSIS AND PRESENTATION OF
FINDINGS

4.1 Introduction

This chapter deals with data analysis and presentat the findings of the study as set
out in the research methodology. The chapter comesewith the descriptive statistics,
which give the normality tests of the series amotitpr statistics. Regression results the

follow and diagnostic tests are presented at tihend of the chapter.

4.2 Descriptive Statistics of Variables

This entails the examination of normality of theajanost economic data is skewed (non
normal) due to the fact that economic data hasar ¢loor but no definite ceiling. Also it
could be as a result of outliers. This has beeredwing Jarque-bera statistic test as it
utilizes the mean based coefficients of skewnesk lamtosis to check normality of
variables used. Skeweness is the tilt in the distion and should be within the -2 and +2
range for normally distributed series. Kurtosis aasneasure of the peakedness of a
distribution should be within -3 and +3 range wie data is normally distributed.
Normality test uses the null hypothesis of normyadigjainst the alternative hypothesis of
non normality. If the probability value is less thdarque-Bera chi-square at the 5% level

of significance, the null hypothesis is rejectecu@iri, 2011).

The summary of the descriptive statistics of thiadesed in this study is shown in Table
4.1.The normality tests show that private per eapdnsumption, total domestic credit
and money supply are normally distributed while éstit financial savings are not

normally distributed. The presence of non normalitypairs the normality of the
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residuals forming the long run relationship. Thsslikely to lead to non normality of

residual series. The descriptive statistics do guale on which of the equations are
more able to yield better results and highlight possible problems to encounter
.However, there is need to supplement the staistycmore incisive analysis such as the

correlation matrix, ( Muchiri,2011).

Table 4.1: Summary of Descriptive Statistics

Private per capita Domestic Credit| Money Domestic
consumption(Ksh.Mn) | to Private Supply Financial
Sector(Ksh.Mn) | (Ksh.Mn) Savings(Ksh.Mn

Minimum 453,176 244,747 277,811 40,939
Maximum 3,448,050 1,345,209 1,469,037 426,283
Mean 1,375,970 541,034 613,273 198,263
Std.Dev. 965,794 347,897 381,129 131,278
Skewness 111 1.35 1.14 0.45
Kurtosis 0.01 0.84 0.21 (1.15)
Jacque-Bera| 3.73 2.18 2.28 7.16
Probability 0.145 0.33 0.32 0.028**
Observations| 16 16 16 16

Note: ** Reject hypothesis of normality at 10% leve

* Reject hypothesis of normality at 5%dée

Skewness:

Private per

capita consumption=1.11,

Dice Credit=1.35,Money

supply=1.14 and financial savings=0.45 all withihet -2 &+2 range for normally
distributed series.

Kurtosis: Private per capita=0.01, Domestic crediX84, money supply 0.21 and

financial savings=-1.15 all within the -3 & +3 farormally distributed series.

Normality test: Prob< Jarque Bera @ 5% null hypdatiserejected thus:

Private per Capita: 0.145<3.73 thus variable norigadistributed; Domestic Credit
0.33<2.18 thus normally distributed, money suppl®2682.28 normally distributed,
domestic financial savings 0.028** implies we réjegpothesis of normality.
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4.3 Graphical Presentation of Variables used

Poverty level was represented by Private per C&utasumption. Figure 4.1 shows that
the proxy measure of poverty which is private papita consumption has been surging
upwards from 1997 to 2008 and fell slightly in 2G&Fger which the steady increase trend

continued.

Figure 4.2 shows that all the financial deepenirgasures: Domestic Credit to Private

Sector, Money Supply and Domestic financial Savinge steadily from 1997 to 2012.

Figure 4.1: Graphical representation of Private perCapita
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Private per Capita consumption increased steadpyta 2008 after which there was a
sharp increase in 2009 and the last three yearsctmsumption more than doubled. This

indicates growth in the real side of the economi@sseholds had more money to spend.
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Figure 4.2: Graphical Representation of Financial @epening Measures
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Domestic credit to private sector rose steadilyrfrb997 to 2003 after which the
increase was sharp and more than tripled by 201dhey supply has had an upward
trend since 1997 while Domestic financial savirgbkifh 2001 after which the increase
has been steady. These increases in financial degperoxies represent liberalization

of financial markets that boosted economic perfaroea

4.4 Correlation Analysis

The correlation matrix is an important indicatoatttests the linear relationship between
the explanatory variables. The matrix also helpdeti@rmine the strength of the variables
in the model, that is, which variable best expldins relationship between proxy of
poverty —Private per Capita Consumption and progfenancial deepening: Domestic
Credit to Private Sector, Money Supply and DomeBtiancial savings. This helps in

determining which variable(s) to drop from the eeura
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Table 4.2 represents the correlation matrix ofvidmgables in levels.

Table 4.2: Correlation Matrix at Levels

Private Per Capita | Domestic Credit | Money | Domestic
Consumption to Private Supply | Financial
Sector Savings

Private Per Capita

Consumption 1

Domestic Credit to Private

Sector 0.989 1

Money Supply 0.994 0.994 1

Domestic Financial

Savings 0.931 0.927| 0.940

The table above shows that there is positive cati@h between Private Per Capita

Consumption and proxies of financial deepening: Bstic Credit to Private Sector,

Money Supply and Domestic Financial savings. Thedlation co-efficient were 0.989,

0.994 and 0.931 respectively. This indicates stn@tationship between these variables

4.5 Time Series Properties

Non-Stationarity of time series data has often begarded as a problem in empirical

analysis. Working with non-stationary variablesdedo spurious regression results from

which further inference is meaningless (Muchiri12Q) The conventional Dickey-Fuller

(DF) and Augmented Dickey-Fuller (ADF) tests wesed to test for stationarity of the

series. The results of the test for variableswelkeare presented in Table 4.3.
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Table 4.3 Unit Root Tests

ADF statistic First | Order of
Variables difference (1) Integration
Private per Capita Consumption -4.765 1
Domestic Credit to Private Sector -3.125 1
Money Supply -3.791 1
Domestic Financial savings -4.273 1

Critical values for DF and ADF: 1% Ciritical Value3-642; 5% Critical Value=-2.952.

The figure in parentheses next to ADF indicatesntimaber of lags.

The tests show that all variables are stationaryirat differencing. This indicates that to

assume stability, the variables were differencecephence becoming stationary.

The next step after finding out the order of ingggm was to establish whether the non
stationary variables at levels are cointegratedfeincing of variables to achieve
stationarity leads to loss of long run propertiEse concept of cointegration implies that
if there is a long-run relationship between two rapre non stationary variables,
deviations from this long run path are stationdrg.establish this, the Engel- Granger
two step procedure was used. This was done by agmgresiduals from the long run
equation of the non stationary variables, whicheatben tested using the ADF tests. The
results of Cointegration shows that all the vaealdre not cointegrated and hence do not

have long term relationship. As a result, the stadigpted shortrun OLS Regression.
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4.6 OLS Regression Results

Table 4.4: OLS Regression Analysis, reporting theh®rt run

relationship
Dependent variable : Private per Capita
Consumption
Variable Coefficient Std.Error t statistic ~ Prob.
Constant 3.744 3.973 0.942| 0.355
Domestic Credit to private sectqr 0.134 0.058 2.28| 0.031**
Money Supply 0.46¢ 0.4 11.393| 0.000*
Domestic Financial Savings 0.142 0.07 2.038| 0.0069*
R-squared 0.812 Mean dependent var 6.578
Adjusted R-squared 0.985S.D dependent var. 0.506
S.E of Regression 0.167Akaike info. Criterion -0.541
Sum squared Residues 0.673chwarz criterion 0.21f
Log likelihood 15.391 F statistic 41.749
Durbin-Watson statistic 0.866Prob(F statistic 0.000*
Note:

Significance levels: * significance at 1% ** sigiodnce at 5%
Estimated Equation: Private per capita consumptid8r4+0.134*Domestic credit to

private sector+0.466* Money supply+0.142* Domesinancial savings

4.7 Summary and Interpretation of Findings
The regression model was estimated using Ordinaast.Squares. Table 4.4 present the

result of the regression. The table shows existeh@short run relationship among the
variables. The F statistic is greater than ProhRplying that the regression is
statistically significant at 1% level. Notable aisdhat result indicating all coefficients of
the explanatory variables to be statistically digant. This implies that all the three
proxies of financial deepening influences privage @apita consumption which is a proxy

for poverty level. The regression performed indisagoodness of fit with an adjustefl R
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of 98.5% implying that 98.5% of the deviations efyression from the actual fit are
explained by the explanatory variables, with tredceals explaining only 1.5%.

The regression model was subjected to a numbelaghdstic tests in order to evaluate
its validity. The diagnostic test outcomes wereiséattory. These were: the LM-

autocorrelation, which supplements the DW stasstithe ARCH ( Autoregressive

conditional heteroscedasticity) which detects thebjem of heteroscedasticity, the
Jaque-bera test for normality of the residuals thiedRESET test for specification of the
regression. In addition to the above tests, CUSEM was done. The results obtained
revealed that errors of the estimated model satfifyhe assumptions of OLS model.
However, the CUSUM test revealed that parameters si@ble but the model cannot be
used for forecasting into the future. Besides thqué-Bera normality test, which is

distributed as chi-square statistics, the reshefdiagnostic tests utilized the F statistic

distribution.

All the variables considered in the determinatidrpoverty level are as hypothesized.
The results show that the coefficients of all tlagiables have the correct signs and are
statistically significant. This implies that finaat deepening proxies namely domestic
credit to private sector, money supply and domefgtiancial savings have impact on
poverty. The results show that there is a positiyeact of domestic credit on the poverty
level. A 1% increase in domestic credit to the atev sector leads to poverty level
reduction through a 0.134% increase in private gagita consumption. Money supply
impacts on the poverty level by directly impactmgeconomic growth and increased per
capita consumption of 0.142%. The results conflmmlevel of financial deepening in the
country contributes to low poverty levels by impagt on the private per capita
consumption and also indirectly through economiowgh. As a result, improved

financial deepening will lead to low poverty levaisKenya both directly through private
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per capita consumption and indirectly through ecoicogrowth. Diagnostic test applied
to check that the estimations gave support of mme@wmetric problem was Jarque Bera
statistic which concluded that there was no ecornieengroblem, error term was found to

be normally distributed.

Several papers have empirically tested the impédinancial deepening on poverty
reduction by attempting to study the link betweimaricial deepening and growth using a
number of proxy measures. Azra, (2012) examinedrdihe of financial deepening on
poverty alleviation using time series data for Btda for the period 1981-2010. Results
based on autoregressive distributed lag model (ARBbncluded that financial
deepening (broad money supply and domestic credprivate sector) have long run
relationship with per capita consumption (povertguction). He also found out that
domestic money bank assets (DMBA) have long-rumatieiship with poverty
alleviation. Based on the error correction modsdad money supply and domestic credit
to the private sector are positively correlated Aagde a shortrun relationship with per
capita consumption (poverty alleviation). Thesalifnys are consistent with the findings

of this study.

Consequently, Muchiri (2011) echoed the resultghef study when he observed that
financial deepening accelerates economic growtbutjit the expansion of access to
those who do not have adequate finance themseles.further cited that, in

underdeveloped financial systems, it is the incumdevho have better access to
financial services through relationship banking.r&tiver, incumbents also finance their
growth through internal resource generation. Thusan underdeveloped financial

system, growth is constrained to the expansionnpialeof incumbents. Mature financial
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systems on the other hand, financial institutiorvetbp appraisal techniques, and
information gathering and sharing mechanisms wtheim enable banks to even finance
those activities or firms that are at the margihisTin turn leads to growth inducing
productive activities in addition to the incumbenlisis this availability of external
finance to budding entrepreneurs and small firnas émables new entry while providing

competition to incumbents consequently encouragirigepreneurship and productivity.

In summary, financial deepening affects economoswgn and thus helpful in alleviating
poverty. This is because; strong finance is teraea@ vehicle to accelerate investment
and economic growth which is helpful for povertyewation. The planned finance
improves the potential of financial system to tgleet in economic progress and then in
poverty alleviation. Shifting of productive fundsim surplus units to deficit units will

hold tight link between financial deepening and grby alleviation.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND

RECOMMENDATIONS

5.1 Summary

The purpose of the study was to establish theioelstiip between financial deepening
and poverty level in Kenya. The results of the gtadow that financial deepening has
had a positive effect on poverty level in Kenya,renspecifically as proxies of financial
deepening were increased the private per capitaucoption consequently increased

which is a proxy measure for poverty.

Table 4.4 provides a summary of the effect of faiahdeepening on poverty. In general,
the signs of the coefficients obtained were positnd statistically significant. Using
money supply as indicator of financial deepening thre growth in per capita

consumption, the coefficient obtained was posiiivéicating that increase in money
supply has a significant positive influence on poywéevel. The use of Domestic credit to
private sector and domestic financial savings gistnled similar result. This implies that
the development of the financial sector has proch@mwth in private consumption

consequently reducing poverty levels.

The study reveals the existence of a long runicglghip between financial deepening
(money supply, domestic credit to private sectad domestic financial savings) and
poverty (private per capita consumption). Resutisnferror correction mechanism show
the existence of both short run and long run refatbetween private per capita
consumption and ratio of broad money supply to GMR/GDP). All the three proxies

for financial deepening are positively correlatethvprivate per capita consumption.
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5.2 Conclusion

This paper has examined the impact of financiapdemg on poverty levels in Kenya.
Based on the evidence from a sample period 1992;%@1ancial deepening positively
impacted on private per capita consumption whichthie proxy for poverty. The

correlation coefficients were 0.989 for domestiedit to private sector, 0.994 for money
supply and 0.931 for domestic financial savingsidating a very strong relationship

between these variables.

The conventional Dickey-Fuller (DF) and Augmentectk@y-Fuller (ADF) tests for
Stationarity indicated that to assume stability, wariables were differenced once hence

becoming stationary.

The regression performed indicated goodness ofviibh an adjusted Rof 98.5%
implying that 98.5 % of the deviation of regressfoom the actual fit are explained by

the independent variables with the residuals erigionly 1.5%.

The study revealed the existence of a long rurtiogiship between financial deepening
(money supply, domestic credit to private sectad domestic financial savings) and
poverty (private per capita consumption). Resutisnferror correction mechanism show
the existence of both short run and long run matbetween private per capita
consumption and ratio of broad money supply to GMR/GDP). All the three proxies

for financial deepening are positively correlatethvprivate per capita consumption.

Based on the error correction model, broad moneplguand domestic credit to private
sector are positively correlated and have a shortrelationship with private per capita

consumption which is the proxy measure for povaltgviation.
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5.3 Policy Recommendations

There is need to sustain a high level of macroemonstability in Kenya in order to

reduce high incidences of non performing creditentsure that private sector credits are
channeled to the real sector of the economy thesmgthening risk management in the
financial system. This is because domestic credithe private sector and private per
capita consumption are positively correlated timesgase in domestic credit will increase

private per capita consumption.

It is important to control the development of fical intermediaries as financial crisis
such as pyramid schemes are detrimental to the pooancial intermediaries directly
impact on the size and depth of financial deepeaimdj as such crisis should be averted

by all means.

Policy makers to pursue economic growth and broddencial development by
reducing the role of the public sector and rely enon the private sector. This shall
involve increased availability of credit to the\@ie sector which impacts positively on

household consumption.

The government needs to promote domestic savingaidh increased deposit rates,
strengthen supervision and regulation of banks witbcus on risk management. When
domestic financial savings are increased thererectdimpact on the real economy side

and as such promotes access to financial services.

Microfinance has served as a key tool of povertgvation and as such should be
intensified in rural areas to the needy peoplecBipdraining programs to be developed

to ensure the needy allocate the funds effectitgehttain the set objective.
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5.4 Limitations of the Study

The main limitation of the study has been relevaand reliability of macroeconomic
data in the Kenyan economy. Different data sougase different data for the same
variable. To maintain consistency, the study relsed data published by government

press through Kenya National Bureau of Statistics.

The study estimated augmented growth model whaerporating different measures of
financial depth as explanatory variables. A segaiiaancial deepening equation was not
specified. Specifying both models could have besttebto enable assessment of impact

both in direction and size of economic and finahdeepening.

The study used time series data, meaning all ltroita of estimation and analysis of
time series data applies to this study such aerioat data not being a good indication of

what might happen in the future.

The study was carried out over a period of 16 yeax®ring 1997 to 2012; this period
may not be enough to draw conclusions as majorauoanfluctuations may influence
the economic performance therefore wrong concligssioay have been arrived at during

this study.

5.5 Suggestions for further studies

The study focused on only one aspect of finanaa&lpening, that is, financial deepening
as the increased access of financial servicesl tewals of the society and over looked
the issue of financial deepening in the case @ nfomal instruments and development of
strong markets for a range of financial produdiss ts an area that could be tackled in

future.
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Poverty alleviation as a result of economic growths not evaluated. Does economic
growth as a result of financial deepening translatpoverty alleviation or does it only

increase the gap between the rich and the poor ésea yet to be tackled.

Some researchers claim that financial system imgm@ants benefit the rich and the
politically connected more; a study of the samallgcwould help unveil this paradox.
Others are of the opinion that deepening improviéscation of capital impacting

positively on the poor thus need for further reskar

Further studies also required on financial deegeaimd its implications on savings and

investments in Kenya which both directly and indilgimpact on poverty level.

Finally, a possible area of study is financial d=epg, property rights and poverty:
evidence from Kenya. A proposition that financiaegdening could narrow income
inequality and reduce poverty and that strongep@nty rights reinforce these effects. A
study needs to be done as institutional reforms sair@hger property rights are key to

poverty alleviation.
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Appendix 1: Secondary Data Used

APPENDICES

Domestic

Private per capita Domestic credit | Money financial

Year consumption to private sector | Supply savings
1997 453,176.00 244,747.00 277,811.00 | 65,238.50
1998( 510,082.80 260,562.00 284,510.00 | 67,487.40
1999| 537,861.90 284,710.00 295,513.00 | 81,006.30
2000( 602,353.40 297,536.00 297,872.00 | 58,840.40
2001 685,607.00 279,827.00 308,735.00 | 40,939.00
2002 693,171.29 296,847.00 338,244.00 |102,149.20
2003]| 872,821.00 308,880.00 395,116.00 | 114,636.00
2004 961,974.00 379,617.00 432,567.00 | 155,222.00
2005( 1,066,471.00 410,476.00 474,490.00 | 193,172.00
2006] 1,217,635.00 465,289.00 553,907.00 | 258,745.00
2007 1,385,833.00 533,804.00 666,875.00 | 247,439.00
2008] 1,583,651.00 664,636.00 766,393.00 | 334,814.00
2009( 2,371,180.00 759,794.00 898,099.00 | 305,331.00
2010( 2,543,878.00 920,671.00 1,099,234.00 | 301,880.00
2011] 3,081,768.00 1,203,946.00 1,253,958.00| 426,283.00
2012 | 3,448,050.00 1,345,209.00 1,469,037.00| 419,052.00
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