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ABSTRACT

The study was informed by introduction of agency banking into the banking industry and
the upsurge of agent outlets in this industry. The main issue was that there had been a
dramatic rise in customer numbers and value of transactions carried out by the new
service. The profitability of the banking sector has also been on the rise. So, the empirical
problem was whether there exists a relationship between Agent activities in terms of the
value transacted and banks profitability. Most studies made have looked at the adoption
of agency banking also referred to as branchless banking and its contribution to financial
inclusion. This study was meant to close the huge gap on studies looking at the financial
aspect of banks in terms of loans repayments, deposits, liquidity, withdrawals, and
number of customers, operating costs, coverage, and operational risks among others.
Questions still remain unanswered on agency banking and why commercial banks are
venturing into the new model of business, what are the advantages and disadvantages.
The purpose of the study was to determine the effect of agency banking on financial
performance of commercial banks in Kenya.

The research design took the form of a census that covered 100% of the banks that are
licensed to operate agency banking as at December 31st 2012 .The Population of the
study was 44 banks licensed to operate in Kenya while the sample contained 10 banks
operating agency banking as at the time of the research time frame. The study carried out
used regression analysis to find the relationship between agency banking in terms of
number of agents and the volume of deposit, withdrawals and loan repayment
transactions undertaken through agents and the financial performance of banks as
measured by return on equity. Regression analysis was carried to distinguish the
relationship between the parameters to be measured and the dependent variable using
statistical package for social sciences (SPSS) version 20.

The study carried out shed light on the fact that the number of agents operated by a
commercial banks and the resultant volume of transactions (Deposits and withdrawals)
are not directly correlated with the banks financial performance as measured by the return
on equity. This is further supported by the fact that the R Square for both 2011 and 2012
are considerably low indicating a weak correlation between the predictors and the
independent variables as highlighted in the regression analysis models. Predictor
variables are said to be correlated if their coefficient of correlations is greater than 0.5. As
shown in the final tables above for both 2011 and 2012 there coefficients are not more
than 0.5 standing at 0.518 and 0.915 respectively .This attributes that other factors not
put in the scope of the study highly contribute the financial performance of commercial
banks operating agency banking. Key recommendations were to have greater supervision
in the new service segment, banks to allow agents to perform core activities to efficiently
utilize their capabilities and enhance security for the agents to ensure they can handle
even greater volumes of cash and penetrate deep into the society.
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CHAPTER ONE: INTRODUCTION

1.1Background of the Study

Commercial banks play a vital role in the economic resource allocation of countries
where they channel funds from depositors to investors continuously with one of the
modes of operation been agency banking. World over, agency banking has been adopted
and may carry variant names. In Brazil agency banking arrangements refer to bank
partnerships with non-banks, typically retail commercial outlets (Kumar et al, 2006).
Most of the major banks in Colombia are using bank-based agent banking channels to
deliver services and reach new clients. However, the users of these financial services are
not the poorest segments of the population and the adoption of the agent model has been

slower than in other countries in Latin America, most notably Brazil (CGAP, 2010).

Agent networks in Peru are concentrated in urban areas. The concentration of agents in
urban areas provides an indication of how banks tend to use agents in Peru. Their main
role is to reduce congestion in bank branches, by moving low-value transactions away
from costly branches. Therefore, many agents are located within a block or two of a
branch of the same bank (Oxford Policy Management, 2011). Different financial
institutions engage in agency banking for variant reasons. The costs of bank service
distribution can be reduced, while still effectively controlling banking risks (Ignacio et al,
2008).

Mwangi (2013) in an evaluation of the role of agency banking in the performance of
commercial banks in Kenya concluded that infrastructure cost and security influence the
performance of commercial banks attributable to agency banking to a very great extent.
Agency banking should be given more attention on security measures including risk-
based approach and that the banks should find better ways of screening their agents to
ensure that the large cash transactions handling is effectively carried out on their behalf.
It is also recommended that the banks should explore other services other than money

transfer only to improve their performance through agency banking which include: secure
1



operating systems capable of carrying out real time transactions, generating an audit trail,
and protecting data confidentiality and integrity.

The Kenyan business environment has changed and it has been characterized by stiff
competition among the players and the banking industry is no exception. Competition
amongst the commercial banks as well as entry of mobile phone operators in the money
transfer business has pushed banks towards becoming more innovative. The growth of
agency banking has opened a new frontier to study the financial benefits or losses to the
banks operating agency banking as well as those aspiring to operate this model.

1.1.1 Financial performance

Financial performance is conclusions drawn from financial analysis of a firm. Financial
analysis is the selection, evaluation, and interpretation of financial data, along with other
pertinent information, to assist in investment and financial decision-making. Financial
analysis may be used internally to evaluate issues such as employee performance, the
efficiency of operations, and credit policies, and externally to evaluate potential
investments and the credit-worthiness of borrowers, among other things (Drake, 2006).
Financial performance is a subjective measure of how well a firm uses its assets from its
primary mode of business to generate revenue .This term is also a general measure of the
firms overall financial health over a given period of time and can be used to compare
similar firms across the same industry or to compare industries or sectors in aggregation
(Hales, 2005). Some of the key aspect that is looked at in financial performance is
Profitability, Liquidity, Solvency, Financial efficiency and Repayment capacity. Further
analysis of financial performance has used methodologies such as financial ratio analysis,
benchmarking, measuring performance against budget or a combination of these (Barnet
et al, 2006)



1.1.2 The Concept of Agent banking

Agent banking refers to the delivery of financial services outside conventional bank
branches, often using non-bank retail outlets that rely on technologies such as point-of-
sale (POS) devices or mobile phones for real time transaction processing (Modupe,2010)
. Globally, retailers and post offices are increasingly utilized as important distribution
channels for financial institutions. The points of service range from post offices in the
Outback of Australia where clients from all banks can conduct their transactions, to rural
France where the bank Credit Agricole uses corner stores to provide financial services, to
small lottery outlets in Brazil at which clients can receive their social payments and

access their bank accounts (Kumar et al, 2006).

In understanding agency, there are three parties to a transaction: the customer, the agent’s
employee who operates the POS (Point Of Sale) device and the bank. Each party should
authenticate themselves before initiating any transaction, preferably with two factors of
security hence; the customer and the authorized employee of the agent each have a
personal card plus a secret PIN. To avoid fraudulent POS terminals, a bank could also
announce a unique secret key to each of its clients through which the bank identifies itself

to its clients before each transaction (lvatury, 2008).

Customer cash transactions are offset against the agent’s bank account. All customer
transactions are done against an account the agent has with the bank. This account may
be funded with the agent’s own money or from a pre-agreed (finite) credit line or
overdraft facility granted by the bank. In local terms this amount will be referred to as
float. In the case of a cash deposit by a customer, the bank automatically withdraws the
equivalent amount from the store’s bank account to fund the deposit, and the store keeps
the cash in compensation for the amount taken out of its bank account. In the case of a
cash withdrawal, the opposite happens: the store provides cash from the till, but is
compensated by an equivalent increase in its bank account. This is done in real-time
authorization of transactions. Before authorizing a cash transaction, the bank needs to

check that there are enough funds in the agent’s account (in the case of a deposit) or the



client’s account (in the case of a withdrawal). This needs to be done in real time to
eliminate credit risks (Kumar et al. 2006).

1.1.3 Agency Relationship and Finance

An agent network is fundamentally a technology play for a bank. It is similar to the
millions of existing Visa, MasterCard and debit card merchants, except that in this case
the card payments at retail stores would not only be for sale of goods but also for handing
out and taking in cash on behalf of banks. (Ignacio et al, 2008). The introduction of agent
banking is intended to enable institutions to provide banking services more cost
effectively to customers. It is expected that this initiative will enhance financial access for
those people who are currently unbanked or under banked (CBK, 2011).

1.1.4 Commercial Banks in Kenya

For the quarter ended March 31st, 2013, the sector comprised 43 commercial banks, 1
mortgage finance company, 8 deposit taking microfinance institutions, 7 representative
offices of foreign banks, 108 foreign exchange bureaus and 2 credit reference bureaus
.The Banking Sector recorded improved performance as indicated by the growth in the
key categories of number of bank customer deposit accounts and bank loan
accounts.CBK (2013).

1.2 Research Problem

The Kenyan business environment has changed and it has been characterized by stiff
competition among the players and the banking industry is no exception. Competition
amongst the commercial banks as well as entry of mobile phone operators in the money
transfer business has pushed banks towards becoming more innovative .The government
of Kenya through the central Bank of Kenya embarked on Knowledge Exchange for
Agent Banking models that could work for Kenya. It was in pursuant of vision 2030 that
the financial services sector was identified as key in mobilizing funds to implement the
visions 2030 flagship projects. According to 2009 national financial access survey, 32%



of Kenya’s bankable populations are totally excluded from the financial services orbit
(Njuguna, 2010).

To keep up with global trends on use of agent banking to enhance financial inclusion, the
Finance Act (2010) amended the Banking Act to facilitate use of third parties by banks to
provide banking services. The Central Bank of Kenya amended the Banking Regulations
and issued Agent Banking Regulations (2010) to allow commercial banks contract third
party retail agents to provide financial services on their behalf. This decision was also
driven by Kenya’s blue print for economic developments, Vision 2030, to extend access
to financial services for all adult Kenyans by the year 2030 (CBK, 2010).

A good number of studies have been done on various aspects in the banking sector. For
instance, Emoru (2012) looked at factors influencing growth of agency banking in the
banking industry: case of Equity bank limited Mombasa County. The study found that
reduced market share and increased competition had the highest influence on growth of
Equity bank agents. Wabwoba(2012)looked at Challenges facing equity agency banking;
a case of Pokot County, Kenya . The study found out that mobile phone network failures
posted a major challenge to agency banking in the region.

Despite this studies having been conducted in developing countries, the findings may not
be applicable in Kenya owing to certain environmental differences (CBK, 2010). Most
studies made have looked at the adoption of agency banking also referred to as branchless
banking and its contribution to financial inclusion. There remains a huge gap on studies
looking at the financial aspect of banks in terms of loans repayments, deposits, liquidity,
withdrawals, and number of customers, operating costs, coverage, and operational risks
among others. Previous studies have fallen short of explaining the financial impact of

agency banking on commercial banks financial performance.

1.3 Objective of the Study

To determine the effect of agency banking on financial performance of commercial banks
in Kenya.



1.4Value of the Study
The finding of this study will be beneficial to;

Commercial Banks and Telecommunication Companies: Players in the financial
institution sector and telecommunications industry will find the study useful as they can
use the findings to strategize on how they can mutually benefit from this development as
opposed to been competitors of the same market segment. Commercial banks will have
visibility of benefits from adoption of agency banking in terms of improving the financial
performance. The study will also be an eye opener to commercial banks that are yet to
embrace technology and engage in agency banking. It is equally significant for bank
executives and indeed the policy makers of the banks and financial institutions to be
aware of Agency banking as a product with a view to making strategic decisions.

Academics: This study will also contribute to the body of knowledge and become a
source of information on the banking industry. The study adds to the existing literature,
and is a valuable tool for students, academicians, institutions, corporate managers and

individuals who want to learn more about Agency Banking.

Government and Regulators: The government and various regulatory bodies like the
Central Bank will benefit from this study since it will open up issues that may require
regulation as well as open new channels of revenue generation from increased tax bases
from the agents and banks. Rules and regulations will be adjusted according to the
existing business environment to further develop agency banking and propel greater
growth of financial inclusion.

Agency Owners: The research will assist to know the benefits that are accrued to agents
and will assist other people to see the benefits and become agents. Enlightened agents
business will result in growth and expansion of agent outlets leading to better financial
performance and business growth.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

A major obstacle to financial inclusion is cost of providing service incurred by banks in
servicing low value accounts and extending banking infrastructure to underserved low-
income areas. Achieving financial inclusion therefore requires innovative business
models that dramatically reduce costs for everyone and thus pave the way to profitable
extension of financial services to the world’s poor. This chapter presents the concept of
adoption of innovation and technology, agency theories in banking, the global
development of agent banking in different countries and their success factors of agency
banking.

2.2Theoretical Framework

It is just a matter of time before Kenya's agency banking gives mobile cash transfer
service a run for its money as adoption and use of the former continues to grow
tremendously. A break through to financial inclusion and management of the cost
incurred by banks in servicing low value accounts and extending banking infrastructure
to underserved, low-income areas, but also the cost incurred by poor customers (in terms
of time and expense) in reaching bank branches is taking shape and bringing in a new
market segment to the commercial banks .Impact on banks performance is key to the
operations of the agency models. Most banks have taken up Agency banking as a way of
improving their services and product portfolio to their customers and cutting a niche for
themselves in an ever competitive market. This is a relatively new concept that embraces

technology in advancing services to the customer at locations more convenient to them.

2.2.1 Agency Theory

Banking agents must fit within the distribution strategies of banks, alongside other
channels, such as branches or automatic teller machines (ATMs). Commercial banks are
big beneficiaries of the rapid growth of agency outlets, which have helped cut costs on

expansion and staffing but it is important that the bank has a clear strategic rationale for
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each agent it sets up, to drive decision making, ensure appropriate agent setup and
channel support, and permit subsequent performance evaluation against the original
strategic intent (Siedek, 2008).

Banking agents help financial institutions to divert existing customers from crowded
branches providing a “complementary”, often more convenient channel. Other financial
institutions, especially in developing markets, use agents to reach an “additional” client
segment or geography. Reaching poor clients in rural areas is often prohibitively
expensive for financial institutions since transaction numbers and volumes do not cover
the cost of setting up a fully-fledged branch the staffing costs related to that bank and
other ancillary costs such as cleaning, security and maintaining an Internet connection.
In such environments banking agents that piggy back on existing retail infrastructure and
lower set up and running cost play a vital role in offering low-income people their first-
time access to a range of financial services. Also, low-income clients often feel more
comfortable banking at their local store than walking into a marble branch (Siedek,
2008).

Benefits of Agent Banking are among others bringing banking services closer to the
customers for instance customers can apply for lines of credit, credit cards, loans and
Mortgages through these agents hence, fewer visits are required to banks for doing
banking transactions (Purcell et al, 2003). Rikta (2007) mentioned that in Bangladesh,
Customers had to visit on an average of 15 times to their lender for a single loan. Wendel
and Williams (2001) mentioned that Agent businesses are more profitable and produce
higher revenues, than commercial banks that use only branch networks. Banks can
benefit from lower transaction costs as agent banking requires less paper work, less staffs
and physical branches (Cheng et al, 2006).

Never the less there are challenges that banks need to address to avoid losing customers

and maintaining the Banker- Customer relationship. The customer is still the

responsibility of the Banks and the same has not been delegated to the Agency. Some of

the challenges that need to be addressed are: Confidentiality; Every year Banks ensure

that their staff members sign secrecy forms and maintain confidentiality for all customer
8



information. This should be looked at as these agency employees are not bank
employees. Security; Most of these agencies are in areas that are what would be
considered “high Risk’. The Bank needs to audit the security measures being taken by the
agencies to ensure the customer can transact confidently without having to look behind
their backs. Service is a huge challenge for the banks as they need to train and retrain the
Agents so as to maintain high levels of customer service. Fraudsters target agency staff as
they are aware that they will not be able to easily identify fraudulent transactions for
example identification of documents for originality (Banker, 2011).

The bank must address the challenges that are posed by having agency banking while at
the same time taking advantage of all the benefits of having this channel of banking.
Agency Banking may eventually lead to financial inclusion in the countries where it has
been adopted (Banker, 2011). Success in branchless banking ultimately depends on
offering customers a service proposition that is superior to existing options. To date,
branchless channels meet this standard only for some clients (Bankable Frontier
Associates 2009).

Success Factors in Agent Banking include product attributes, competitive capabilities,
resources, competencies, market achievements etc. It is very important for the strategists
to understand the landscape of industry in order to identify the most important
competitive success factors. Due to changes in driving forces and competitive conditions,
the key success factors of one industry differ from other. Banking industry is broadly
divided into two types of banks i.e. virtual banks and brick and mortar banks .CBK
(2009) states that there are many technological and operational challenges in employing a
successful agent banking strategy. Technology should be in place to enable banks and
their customers to interact remotely in a trusted way through existing local retail outlets.
Agent banking requires a generally good infrastructure in terms of road network,
communication and information technology. Considerations should be made for areas
that are hard to reach due to a poor fixed infrastructure and poor transport system. Key
issues to note are technology; competitive rates product innovation, brand image, Size of

the company, location and convenience



2.2.2 Financial Intermediation Theory

Financial intermediaries exist because they can reduce information and transaction costs
that arise from an information asymmetry between borrowers and lenders leading to
efficient functioning of markets. Financial intermediation can reduce the cost of
channeling funds between borrowers and lenders, leading to a more efficient allocation of
resources. Financial intermediaries are able to transform the risk characteristics of assets
because they can overcome a market failure and resolve an information asymmetry
problem. Information asymmetry in credit markets arises because borrowers generally
know more about their investment projects than lenders do. The information asymmetry
can occur “ex ante” or “ex post”. An ex ante information asymmetry arises when lenders
cannot differentiate between borrowers with different credit risks before providing loans
(Riley et al, 1979)

The problem with imperfect information is that information is a “public good”. If costly
privately-produced information can subsequently be used at less cost by other agents,
there will be inadequate motivation to invest in the publicly optimal quantity of
information (Hirschleifer e al, 1979). Once banks obtain information they must be able to
signal their information advantage to lenders without giving away their information
advantage. One reason, financial intermediaries can obtain information at a lower cost
than individual lenders is that financial intermediation avoids duplication of the
production of information. Moreover, there are increasing returns to scale to financial
intermediation. Financial intermediaries develop special skills in evaluating prospective
borrowers and investment projects. They can also exploit cross-sectional (across

customers) information and re-use information over time (Leland, 1977).

Gurley (1955) articulated that financial intermediaries play an important role in credit
markets because they reduce the cost of channeling funds between relatively uninformed
depositors to uses that are information-intensive and difficult to evaluate, leading to a
more efficient allocation of resources. Banks and other intermediaries are “special” where

they provide credit to borrowers on terms which those borrowers would not otherwise be
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able to obtain. Because of the existence of economies of scale in loan markets, small
firms in particular may have difficulties obtaining funding from non-bank sources and so

are more reliant on bank lending than are other firms.

2.2.3 Bank Led Theory

This model is composed of a sequence of three main entities; the bank, the retail agent,
and the

Customer. This sequence starts when banks develop their financial products and services
that are delivered to clients through retail agents that interact directly with clients on
behalf of the banks. Basically, the bank is mainly responsible for opening and holding the
account (cash in cash out transactions). The retail agent is responsible for verifying
customer’s 1D, performing face to face transactions, processing applications, forming
groups, disbursing small values to the bank , collecting loans and small deposits, vending

insurance products, and dealing with small remittances (Chowdhury, 2010).

Customers are able to access the mix of financial and non-financial service available. To
enable retail agents to facilitate the communication between the customer and the bank,
the bank is responsible for installing electronic technology such as mobile phones or POS
devices for the retail agent. But in some countries like Brazil the bank license
management companies on its behalf to carry out its responsibilities such as outfitting
retail agents with technology and monitoring their performances, albeit the bank is still
accountable to the customer in the case of retail agent's fraud or negligence (Lyman,
2006).

The model is also used in Pakistan, South Africa and India where Indian branchless
regulating policy obliges the retail agent to show all transactions on the banks' books
within 24 hours (RBI’s circular ,2006). The bank led model has been credited for
facilitating the interaction between financial institutions and customers living in distant
places who can access financial and non-financial services by visiting the retail agent.

Common risks associated with this model may mainly be related to lack of training to the

11



retail agent staff, and the actual security of the system, which is not far too different from

risks associated with conventional branch based banking.
2.2.4 Non-bank Lead Theory

The sequence of this model is composed of the mobile Network operator (Nonbank), the
Bank who holds a reserve of the equivalent E-value, the retail agent who acts as the third
entity in this chain and deals with the customer. Banks are not a main player on this
practice and the Nonbank manages customer e-money accounts. The retail agent checks
customer's ID and transact on behalf of the nonbank using either mobile phone or smart
card reader. Whereas the customer request financial services using again either the cell
phone or the smart card. Customers can use their e-money to buy products or services,
save or exchange their balance for cash at the retail agent. The uniqueness about this
model is that customers can enjoy a mix of financial services without having a typical
traditional bank account. They can exchange their cash for a value stored on a card or
their mobile phone (Anyasi, 2009).

The mobile phone network operator has already a pre-established relationship with both
the retail agent and customers through its mobile phone services. One of the most
successful applications of the nonbank model is the Safaricom’s M-Pesa model in Kenya.
The model is also been adopted around the world for example in Tanzania, Afghanistan,
South Africa, Philippines, Sudan among others. M-Pesa is a mobile payments solution
that enables customers to keep money in a virtual ‘stored value’ account maintained in a
server by the telecoms provider and operated by users through their mobile phone.
Customers can interact with M-Pesa agent to deposit or withdraw cash their stored value
can be used to buy airtime or send money to relatives or friends or even just to store
money in their e-money accounts. In Kenya, subscribers have the option of paying bills
and premiums to a network of nearly 100 utilities companies, insurance brokers,

corporations, NGOs, microfinance institutions (MFIs) and others (Jack etal,2010).

Another successful example of nonbank application is evident in the Philippines, where
the two mobile network operators Smart communications and Globe Telecoms has

12



managed to provide their customers with various financial services through Smart Money
and G-Cash their customers are estimated around 8 million (Bantug, 2006). Common
risks associated with this model may be mainly related to e-money risks. For example,
unlicensed and/or unsupervised nonbank establishments will collect repayable funds from
the public in exchange for e-money without being subject to prudential regulation and

supervision.

2.3 Empirical Review

On agency banking various researches has been done looking into the agency problem
and adoption of the same. In many developing countries, consistent economic growth
over the past decade has brought new wealth and demand for financial services while
liberalization has led to increased competition in retail financial services in many places.
As a result, the reach and coverage of the formal financial sector has grown. Technology
has played a role in this expansion, though we should not overstate its role to date.
Information technology has primarily helped to enable expansion through more
conventional banking channels, such as branch and ATM. For example, in growing from
0 to 8 million deposit customers in five years, Mexico’s Banco Azteca used a robust
electronic banking system to connect a large network of mini-branches in stores of its

parent Elektra, a large seller of consumer durables, and other retail chains (Rhyne, 2009).

In An evaluation of the role of Agency Banking in the performance of commercial banks
in Kenya Mwangi concluded that some of the effects of regulations on the performance
of commercial banks attributable to agency banking were influenced by board of
directors and executive management, accountability and quality control. The study
concluded that infrastructure cost and security influence the performance of commercial
banks attributable to agency banking to a very great extent. The study recommended that
Agency banking should be given more attention on security measures including risk-
based approach and that the banks should find better ways of screening their agents to
ensure that the large cash transactions handling is effectively carried out on their behalf.
It is also recommended that the banks should explore other services other than money

13



transfer only to improve their performance through agency banking which include: secure
operating systems capable of carrying out real time transactions, generating an audit trail,
and protecting data confidentiality and integrity, (Mwangi,2013).

Analysts have confirmed that in addition to making it easier to collect deposits, agents are
reducing costs for commercial banks. The development may arise from the fact that many
of the available outlets have already been snagged by mobile phone companies, who have
relied on their agents to fast-track uptake of mobile money solutions such as M-Pesa, Yu-
Cash, Orange Money and Airtel Money. Currently, over 30,000 outlets around the
country are enrolled as mobile money transfer agents, leaving banks with a smaller pool
of businesses from which they can pick the cash-rich operations they need to roll out
agency banking model. Some banks, like Co-operative, have instead opted to partner with
cash-rich Sacco’s in order to get around this issue. The development could force some
banks to consider deeper partnerships with mobile firms, a solution that the government
has increasingly been advocating for. The CBK encourages banks to share infrastructure
to gain economies of scale; and to reduce overheads through increased use of ICT,
agency, and mobile banking. We will extend credit referencing to sharing of positive
information by banks (CBK, 2009).

Branchless banking schemes to date largely have been built around payments and
domestic remittance services. More than half of M-PESA customers use the service
primarily for remote person-to-person payments; payments to businesses make up three
quarters of transactions at Brazilian correspondents. However, services beyond payments
are already on offer and are used by low-income customers. In less than five years, Banco
Azteca had opened 8.1 million deposit accounts and 8.3 million loan accounts and has
sold 11 million insurance policies, largely to lower income Mexicans (Rhyne, 2009). Mas
and Siediek (2008) are of the view that a bank without a large network of branches faces
a challenge of failure to bank with another bank due to associated charges. Ultimately,
scale and ubiquity are best achieved by tapping into shared or interoperable networks of
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agents that serve multiple banks; much like a POS enabled store today can accept cards

from Visa or MasterCard issued by any bank in their respective associations.

Ivatury and Mas (2008) describe a system whereby the agent has a contract with at least
one bank but may service customers of other banks with which it does not have a direct
contract as long as the agent transactions for these other issuing banks are governed by
the contract between the agent and its own acquiring bank and a separate agreement
between the issuing bank and acquiring banks. In comparison to the other countries, a
relatively large proportion of the Brazilian population is ‘banked’ (43%).This can partly
be attributed to the fact that Brazil has the largest agent network in the world and is
widely cited as a country where banking agents have been successfully used to expand
financial access. An extra 13 million unbanked people have been reached (AFI, 2011)
and more than 160,000 retail outlets turned into correspondents since 1999. These agents
can be found in all municipalities in Brazil. Most agents are commercial establishments,
such as grocery stores, post offices, notaries and lottery outlets. More than 47,000 of

these outlets are authorized to handle deposits and open accounts (CGAP, 2010).

In Peru, agents are mainly pharmacies, grocery stores and other retail establishments.
These tend to be small retail establishments, although there are some larger agents, such
as La Curacao, a large retail chain. Roughly 8% of districts, accounting for 16% of the
population, now have access to bank services exclusively through agents. These agents
facilitated approximately 3.8 million transactions per month (45 million transactions in
the year). However, 3 times this amount of transactions per month were performed at
ATMs, and the total value through ATMs was at least 2 times larger than agent
transactions. In 2010, less than 50% of the total financial system transactions were
conducted inside traditional bank branches and ATMs; POS terminals accounted for 36%
of total transactions (SBS & CGAP, 2010).

A 2007 study conducted in Kenya by Synovate, covering 69 districts in Kenya showed
that small retail; informal outlets (kiosks) are the most reliable credit issuers to many
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people. The study showed that the ubiquitous shopkeepers found in every estate, village
and even footpath are the most frequent sources of soft loans as well as goods on credit
and that the Majority of Kenyans turns to them frequently. This study revealed 74% of
those that had loans obtained credit from their local shopkeeper, whose Main strength is
the proximity to the customer and the fact that they are normally liquid. The study
indicated that banks, though for long believed to be the main source of credit to Kenyans,
ranked third with saving and credit societies (Sacco’s) coming second. The realization
made policy makers to brainstorm on how to bring more inclusion in the prejudice that
banking was a preserve of big banks with no place for customers wearing gumboots and

carrying crumpled notes.

Kamotho (2009) carried a study on mobile phone banking. The study covered the two
main dominant mobile banking service providers- Safaricom and zain. From inception
the mobile phone subscribers have a total of 8000 outlets agents. This number tripled
compared to 876 branches and 1424 ATM for commercial banks (CBK, 2008). The
survey was informed by a quantitative survey on m-banking services and demand. Data
on usage and exploration patterns were gathered through reliable cluster sampling
techniques using comprehensive questionnaires. It was observed that competition
triggers innovation and creativity. Continuous innovation not only yield new products but
rather promotes efficiency in the performance of activities. Hence lowering the
transaction cost. This finding is also confirmed by (Tufano, 1989).

Contrary to popular wisdom that mobile phone money services are meant for transfer and
remittance, his findings concluded that 96% of the respondents used the M-banking
services as form of funds storage. It is from this that commercial bank management
tapped to get these deposits to boost the banks liquidity in these changing times of the
economy. Agency banking is seen to assist customers offload the extra funds that they

have to agents at minimal fees and avoid risks of money loss.
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2.4 Summary

Technology has played a major role in stimulating innovation of new products for the
banking industry and has spurred the growth of this industry. From the past studies
conducted, it has also come out clearly that performance of banks was greatly affected by
security and infrastructure costs. Agency banking models have come in and greatly
reduced the costs of operations for commercial banks. Agent banking improves the
bank’s geographical coverage and competitiveness so that existing and potential
customers can benefit from a greater level of convenience in accessing banking services.
Small retail informal outlets (kiosks) are the most reliable credit issuers to many people

and form the bulk of agency outlets that partner with the banks.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1Introduction

This chapter looked at the research methodology, research design, population, data
collection and the data analysis techniques. It gives a detailed outline of how the
investigation took place, how data was collected and compiled, what instruments were
employed to manipulate and analyzing data collected to end up with substantial
information. They were carefully chosen to ensure accuracy, reliability and give a true
picture of the findings on the study.

3.2 Research Design

The research design took the form of a census that covered 100% of the banks that were
licensed to operate agency banking as at December 31% 2012. The research design was
adopted from the works of Kamau (2012), “The relationship between agency banking and
financial performance of commercial banks in Kenya”. The study carried out used
regression analysis to find the relationship between agency banking (in terms of number
of agents and number of deposit and withdrawals transactions undertaken through agents)

and the financial performance of banks as measured by return on equity.

The study looked at the number of transactions as well as the relationship between the
volumes of transactions carried out by the agents in terms of deposits and withdrawals. |
also looked at the effect of loan repayments facilitated by the agency outlets and the
overall effect on the financial performance on the Banks. Regression analysis was carried
to distinguish the relationship between the parameters to be measured and the dependent

variable.

3.3Population
Population of the study was the 44 banks licensed to operate in Kenya As at 31st March
2013 (CBK, 2013).
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3.4Sample

The target study sample comprised of the 10 commercial banks operating agency banking
as at 31st March 2013 (CBK, 2013).

3.5 Data Collected

Relevant data for the study was number of agents been operated by the banks, volume of
cash deposits handled directly by the agents on behalf of the commercial banks, volume
of cash withdrawals transactions done by agents and volume of loan repayments
facilitated by the agency outlets which forms the variables to be used in analysis. Data
collected was volume of Cash Deposits performed by contracted agents, the data
collected was obtained from the bank supervision report for the years 2010, 2011 and
2012. Volume of Cash Withdrawals via contracted agents the data collected was
obtained from the bank supervision report for the years 2010, 2011 and 2012. Total
Number of transactions for deposits and the withdrawals the data collected was obtained
from the bank supervision report for the years 2010, 2011 and 2012. Number of agents
and percentage of transaction done via agency banking data collected was obtained from
the annual financial reports of the respective sampled banks as well as the bank
supervision report for the years 2010, 2011 and 2012. Financial performance as measured
by return on equity for each financial institution under the study. The data collected was
obtained from the bank supervision report for the years 2010, 2011 and 2012. The
technique employed was data mining from secondary data and questionnaires.

3.6 Data analysis

The methodology used entailed use of inferential statistics using statistical package for
social sciences (SPSS) package and was adopted from the research of Kamau, (2012)
“The relationship between agency banking and financial performance of commercial
banks in Kenya” Inferential statistics was based on Pearson correlation analysis and a
multiple regression model. Multiple regression model was used for it allowed
simultaneous investigation of the effect of two or more variables .The model established
the relationship between agency banking and the performance of the affected Banks
financial performance using various key performance indicators.
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The equation that represented the algebraic expression of the analytic model applied was
follows.

Y= a+P1 X1+ B2Xo+ BaX3+PaXs +€
Where Y=Financial performance measure.
a =Regression constant
B1 to P4 =Regression coefficients
X1=Number of Agents
X2=Volume of cash deposits
Xs= Volume of cash withdrawals transactions done by agents
Xa=Volume of loan repayments via Agency.
€= coefficient of error.

The performance measure adopted was ROE. The ROE is an important measure and
indicator of the bank’s profitability since it gives an overall picture of how well the Bank
is doing. Multiple regressions are an extension of simple linear regression. This was used
to predict the value of a variable based on the value of two or more other variables. The
variable to be predicted was called the dependent variable. The variables used to predict
the value of the dependent variable were called the independent variables. To come up
with the regression model the dependent and independent variables was determined from
the data collected.

Hypothesis Tests were used to give confidence on the model and this assumed that the
random error terms, €, were normally and independently distributed with a mean of zero
and variance of the square of the standard deviation. The T test was used to check the
significance of individual regression coefficients while Test for significance of regression
was used to check the significance of the whole regression model.

T test; the hypothesis statements to test the significance of a particular regression

coefficient, f3j, are:
Ho: 3j=0
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Ho: Bj +0
The test statistic for this test is based on the t distribution

’T(j == i ,}f‘m

se(iﬁj)

Where the standard error, S (JQJ') , IS obtained. The conclusion would be failing to reject
the null hypothesis if the test statistic lies in the acceptance region as shown by the

fET
expression —lajzn-2 < Iy < lajan—2

This test measures the contribution of a variable while the remaining variables are
included in the model. For the model Y= a+B1 X1+ B2X2+ B3X3+p4X4 +£€ , if the test is
carried out for B1, then the test will check the significance of including the variable X1 in
the model that contains X2, X3 and X4 (i.e., the model Y= ot+pl1 X1+ P2X2+
B3X3+p4X4 +€

Test for significance of regression on the overall Model: The test for significance of
regression in the case of multiple linear regression analysis is carried out using the
analysis of variance. The test is used to check if a linear statistical relationship exists
between the dependent variable and at least one of the predictor variables.

The statements for the hypotheses are: Ho:f1=p2=p3=... Bk=0

Ho: Bj + 0 for at least one j

The test for Ho is carried out using the following statistic:

1 & y . SS X
MS,, dof(SSe)

Fy—

Where M Sk the regression is mean square and MSg s the error mean square. If the
null hypothesis, HD, is true then the statistic £0 follows the /' distribution with A
degrees of freedom in the numerator and 72— (k 1 ) degrees of freedom in the
denominator. The null hypothesis, HO, is rejected if the calculated statistic, FD, is such

that: £0 > Jakn—(a+1)
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND DISCUSSION

4.11ntroduction

This chapter contains the data collected and analysis of the data to the effect of agency
banking on financial performance of commercial banks in Kenya .It gives information
that is useful in fulfilling the objective of the study. The collected Data was compiled and
the researcher made use of regression analysis, tables, graphs and charts to present the
data. Regression analysis was used to test the null hypothesis that there is no effect of

agency banking on financial performance of commercial banks in Kenya.

4.2 Agents and Transactions

CBK issued guidelines on Agent Banking in May, 2010 and as at December 2010, five
institutions had been granted approval to engage agents. The agent banking model was
mainly designed to assist banks in providing banking services in a cost effective manner
and at the same time enhancing financial services outreach and promoting financial
inclusion of the unbanked Kenyan population. Out of the five, two institutions had
appointed a total of 8,809 specific agents, comprising of telecoms related agents and
individual specific agents, all spread across the country (CBK, 2010)

As at December 2011, there were 8 commercial banks that had contracted 9,748 active
agents facilitating over 8 million transactions valued at Ksh.43.6 billion. This represented
3 percent of the total deposit base in the banking industry (CBK, 2011). As at December
2012, there were 10 commercial banks that had contracted 16,333 active agents
facilitating over 38million transactions valued at Ksh.195.8 billion (CBK ,2012).The
breakdown and summary of the type, number and values of transactions through agent
banking for the respective years is summarized in Appendix I and II.
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Figure 4.1
Proportion of various services that were undertaken via agency banking 2011

Year 2011 Summary of Transactions
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SOURCE: Bank supervision Report 2011

In 2011, the most popular transaction performed by the agents was cash deposits taking
up 41 % of the total transactions for the year. This was followed closely with cash
withdrawals at 34 %, account balance queries at 14 % and collection of account opening
forms at 11 %. Other services available via agents were not so popular and accounted for
less than 1 % of the transaction carried out for the year 2011.

Figure4.2
Proportion of various services that were undertaken via agency banking 2012

Year 2012 Summary of Transactions
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SOURCE: Bank supervision Report 2011&, 2012

In 2012, the most popular transaction performed by the agents was cash deposits taking
up 42 % of the total transactions for the year which was a growth of 1 % from the
previous year. This was followed closely with cash withdrawals at 40 % that presented a
growth of 6 % from the previous year. Account balance queries stood at 16 % which
represented a growth of 2 % .Other services like collection of account opening forms,
funds transfer payment of retirement benefits were not so popular and accounted for less
than 2 % of the transaction carried out for the year 2012.

Figure4.3
COMPARISON OF GROWTH IN VOLUME OF CASH TRANSACTIONS

VOLUME OF CASH TRANSACTIONS
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SOURCE: Bank supervision Report 2011 &2012

In 2011 the most popular transactions that agents were engaged in were Cash
withdrawals, cash deposits, Account balance enquiries and collection of account opening
forms with percentages of 41 %, 34 %, 14 % and 11% respectively as shown on figure 1.
In 2012 the most popular transactions that agents were engaged in were Cash
withdrawals at 42 %, cash deposits at 40 %, and Account balance enquiries with 16 % as
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shown on figure 2. There was a tremendous growth in the volumes of cash deposited and
withdrawn in the year 2011 and 2012 as highlighted on figure4.3.From the data collected,
no banks used Agents in advancing of loans or repayment of any advanced loans. Of the
most popular transactions, cash withdrawal and cash deposits accounted for over 75 % of
the transactions and as a result are most suitable to be included in the regression model.

4.3 Multiple Regression 2011 and 2012

This covers the outcome of the multiple regressions done for the data collected for 2011
and 2012.

Figure 4.4 Model Summary for 2011

Model |R R Square Adjusted R|Std. Error of the
Square Estimate
1 .564a 318 -1.728 11.66163

a. Predictors: (Constant), Deposits, Agents, Withdrawals

Predictors: (Constant), refers to the volume of cash deposits, number of agents and
volume of cash withdrawals. Dependent Variable: Banks financial performance as
measured by return on equity. The regression results on the model summary can be
summarized as follows. Model SPSS gives room to specify multiple models in a
single regression command. This gives the number of the model being reported.

R =0.564 R is the square root of R-Squared and is the correlation between the observed
and predicted values of dependent variable. R-Square =0.318 R-Square is the proportion
of variance in the dependent variable ROE which can be predicted from the independent
variables volume of deposits, withdrawals and number of agents. This value indicates
that 31.8% of the variance in science scores can be predicted from the variables volume
of deposits, withdrawals and number of agents. Note that this is an overall measure of
the strength of association, and does not reflect the extent to which any particular
independent variable is associated with the dependent variable. R-Square is also called
the coefficient of determination.

Adjusted R-square=-1.728 as predictors are added to the model, each predictor will

explain some of the variance in the dependent variable simply due to chance. One could
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continue to add predictors to the model which would continue to improve the ability of
the predictors to explain the dependent variable, although some of this increase in R-
square would be simply due to chance variation in that particular sample. The adjusted
R-square attempts to yield a more honest value to estimate the R-squared for the
population. The value of R-square was .489, while the value of Adjusted R-square was
.318 Adjusted R-squared is computed using the formula 1 - ((1 - Sq.)(N - 1)/ (N - k - 1)).
From this formula, you can see that when the number of observations is small and the
number of predictors is large, there will be a much greater difference between R-square
and adjusted R-square (because the ratio of (N - 1) / (N - k - 1) will be much greater than
1). By contrast, when the number of observations is very large compared to the number
of predictors, the value of R-square and adjusted R-square will be much closer because
the ratio of (N - 1)/ (N - k - 1) will approach 1. This in a nut shell means the ROE can be
more accurately measured if more independent variables are introduced. Std. Error of
the Estimate - The standard error of the estimate, also called the root mean square error,
is the standard deviation of the error term, and is the square root of the Mean Square

Residual
Figure 4 5ANOVAa 2011
Model Sum of | df Mean F Sig.
Squares Square
Regression | 63.410 3 21.137 155 .915b
1 Residual 135.994 1 135.994
Total 199.404

a. Dependent Variable: performance
b. Predictors: (Constant), Deposits, Agents, Withdrawals

Significance test for the Model is represented in the ANOVA table under columns
F and Sig columns .The F-value is the Mean Square Regression divided by the Mean
Square Residual. These values were used to determine if the independent variables
reliably predict the dependent variable and thus the suitability of the model. From the
table the p-value of 0.915 when compared to alpha level of 0.05 this value is larger
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hence we can conclude that the independent variables do not reliably predict the

dependent variable.

Figure 4.6 Coefficients a 2011

Model Unstandardized Standardized |t Sig. |95.0% Confidence Interval
Coefficients Coefficients for B
B Std. Beta Lower Upper Bound
Error Bound
(Constant) |26.458 |9.020 2.933 [.209 |[-88.152 141.069
Agents -.004 025 |-.947 -.164 |[.896 [-.327 318
Withdrawals | .009 028 |3.842 332 |.796 |-.342 .360
Deposits -.003 .008 |-2.636 -.398 [.759 [-.103 .096

Predictors: (Constant), refers to the volume of cash deposits, number of agents and
volume of cash withdrawals.

Dependent Variable: Banks financial performance as measured by return on equity.

From the table of coefficients above, the following regression equation for year 2011 was
established.

Y= 26.458 — 0.004 X1 +0.009 X2 -0.003 X3

Tests results for significance are calculated by the SPSS and this is represented by two
columns under t and Sig. These columns provide the t-value and 2 tailed p-value used in
testing the null hypothesis that the coefficient Ho: j = OHo: 3j # 0. Using a 2 tailed test to
compare each p-value to a preselected value of alpha at 0.05. Coefficients having p-
values less than alpha are statistically significant and will reject the null hypothesis. The
coefficient for Agents (-0.004) is not statistically significantly different from 0 using
alpha of 0.05 because its p-value is 0.896, which definitely larger than 0.05. The
coefficient for Withdrawal (0.009) is not statistically significantly different from 0 using
alpha of 0.05 because its p-value is 0.796, which definitely larger than 0.05.The
coefficient for Deposits (-0.003) is not statistically significantly different from 0 because
its p-value 0.759 is definitely larger than 0.05.
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Figure 4.7Model Summary for 2012

Mode |R R Square | Adjusted R |Std. Error of
I Square the Estimate
1 .633a 401 -.048 8.35989

a. Predictors: (Constant), Deposits, Agents, Withdrawals
Predictors: (Constant), refers to the volume of cash deposits, number of agents and

volume of cash withdrawals. Dependent Variable: Banks financial performance as
measured by return on equity. The regression results on the model summary can be
summarized as follows; Model - SPSS allows you to specify multiple models in a
single regression command. This tells you the number of the model being reported.
R=0.633 R is the square root of R-Squared and is the correlation between the observed
and predicted values of dependent variable. R-Square=0. 401R Square is the proportion
of variance in the dependent variable ROE which can be predicted from the independent
variables volume of deposits, withdrawals and number of agents. This value indicates that
40.1% of the variance in science scores can be predicted from the variables volume of
deposits, withdrawals and number of agents. Note that this is an overall measure of the
strength of association, and does not reflect the extent to which any particular
independent variable is associated with the dependent variable. R-Square is also called
the coefficient of determination.

Adjusted R-square = -0.048 as predictors are added to the model, each predictor will
explain some of the variance in the dependent variable simply due to chance. One could
continue to add predictors to the model which would continue to improve the ability of
the predictors to explain the dependent variable, although some of this increase in R-
square would be simply due to chance variation in that particular sample. The adjusted R-
square attempts to yield a more honest value to estimate the R-squared for the population.
The value of R-square was .401, while the value of Adjusted R-square was 0.048
Adjusted R-squared is computed using the formula 1 - ((1 - Sq.)(N - 1)/ (N - k - 1)).
From this formula, you can see that when the number of observations is small and the
number of predictors is large, there will be a much greater difference between R-square
and adjusted R-square (because the ratio of (N - 1) / (N - k - 1) will be much greater than
1). By contrast, when the number of observations is very large compared to the number
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of predictors, the value of R-square and adjusted R-square will be much closer because
the ratio of (N - 1)/(N - k - 1) will approach 1. This in a nut shell means the ROE can be
more accurately measured if more independent variables are introduced. Std. Error of
the Estimate- The standard error of the estimate, also called the root mean square error,
is the standard deviation of the error term, and is the square root of the Mean Square

Residual
Figure 4.8
ANOVA a 2012
Model Sum of | df Mean F Sig.
Squares Square
Regression | 187.329 3 62.443 .893 .518b
1 Residual 279.551 69.888
Total 466.880 7

a. Dependent Variable: performance
b. Predictors: (Constant), Deposits, Agents, Withdrawals

Significance test for the Model is represented in the ANOVA table under F and Sig
columns .The F-value is the Mean Square Regression divided by the Mean Square
Residual. These values are used determine if the independent variables reliably predict
the dependent variable and thus the suitability of the model. The p-value of 0.518 is
compared to alpha level of 0.05 and from the table this value is larger hence we can

conclude that the independent variables do not reliably predict the dependent variable.

Figure 4.9 Coefficients a 2012

Model Unstandardized Standardized |t Sig. [95.0%  Confidence
Coefficients Coefficients Interval for B
B Std. Beta Lower Upper
Error Bound Bound
(Constant) ]19.803 3.843 5.152 |.007 [9.132 30.474
Agents .003 .006 1.086 510 |.637 |-.015 .021
Withdrawals | .005 .008 5.040 613 |.573 |-.016 .026
Deposits -.003 .003 -5.641 -.767 |.486 [-.012 .007

a. Dependent Variable: performance
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Predictors: (Constant), refers to the volume of cash deposits, number of agents and
volume of cash withdrawals.

Dependent Variable: Banks financial performance as measured by return on equity.

From the table of coefficients above, the following regression equation for year 2011 was
established.

Y=19.803+0 .003X1 +0.005X2 -0.003 X3

T Test: Tests results for significance are calculated by the SPSS and this is represented by
two columns under t and Sig. These columns provide the t-value and 2 tailed p-value
used in testing the null hypothesis that the coefficient Ho: Bj = OHo: Bj # 0. Using a 2
tailed test to compare each p-value to a preselected value of alpha at 0.05. Coefficients
having p-values less than alpha are statistically significant and will reject the null
hypothesis. The coefficient for Agents (0.005) is not statistically significantly different
from 0 using alpha of 0.05 because its p-value is 0.637, which definitely larger than
0.05. The coefficient for Withdrawal (0.005) is not statistically significantly different
from 0 using alpha of 0.05 because its p-value is 0.573, which definitely larger than
0.05. The coefficient for Deposits (-0.003) is not statistically significantly different from
0 because its p-value 0.486 is definitely larger than 0.05.

4.4Findings and interpretation
For the year 2011 the model yielded the equation Y= 26.458 — 0.004 X1 +0.009 X2 -
0.003 X3 Where;

Y= Financial performance measured by return on equity

26.458 =Regression constant o which shows that in the absence of any agent activity the
financial performance as measured by the return on equity would be 26.458%

B1 =-0.004 indicates that a unit change in number of agents results in a 0.004 decrease in

return on equity
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B2 =0.009 indicates that a unit change in volume of cash withdrawals results in 0.009

increase in return on equity

B3 =-0.003 indicates that a unit change in volume of cash deposits results in 0.003

decrease in return on equity

From the variance determined in the model summary the significance value stands at
0.915 which is more than the set threshold of 0.05 for rejecting the null hypothesis hence
we cannot reject this hypothesis at 95 % confidence level. ANOVA findings and the
significance test conducted showed that there is no correlation between the predictor
variables and the dependent variable since significance is more than 0.05. In conclusion
the 2011 model does not satisfy the statistical threshold of predicting the effect of agency
banking on financial performance of commercial banks and the output may be merely a
chance occurrence. The independent variables selected to measure the effect on the
performance on return in equity represented a fraction of other various factors that may

have an impact on the ROE.
For the year 2012 the model yielded the equation Y= 19.803+0 .003X1 +0.005X2 -0.003

X3 Where;
Y= Financial performance measured by return on equity

19.803=Regression constant o which shows that in the absence of any agent activity the
financial performance as measured by the return on equity would be 19.803%

B1 = 003indicates that a unit change in number of agents results in a 0.003 increase in

return on equity

B2 = 0.005 indicates that a unit change in volume of cash withdrawals results in
0.005increase in return on equity

B3 = 0.003 indicates that a unit change in volume of cash deposits results in 0.003

decrease in return on equity

From the variance table above, the significance value standing at 0.518 which is more

than the set threshold of 0.05 for rejecting the null hypothesis hence we cannot reject this
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hypothesis at 95 % confidence level set. ANOVA findings and the significance test
conducted showed that there is no correlation between the predictor variables and the
dependent variable since significance is more than 0.05. In conclusion the 2012 model
does not satisfy the statistical threshold of predicting the effect of agency banking on
financial performance of commercial banks and the output may be merely a chance

occurrence.

Predictor variables are said to be correlated if their coefficient of correlations is greater
than 0.5. As shown in the calculations for both 2011 and 2012 there coefficients are not
more than 0.5. We can conclude that low correlation between the dependent ROE and the
predictor variables, the number of agents, volume of cash deposits and withdrawals do
not necessarily contribute to the financial performance of commercial banks as measured
by return on Equity for both 2011 and 2012.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1Introduction

This section gives an overview of the research project in form of a brief summary of the
findings arrived at after the modeling. The conclusion drawn from these findings and the
recommendations on different fields that will assist in future studies that seeks to dig
deeper into the agency model of banking.

5.2Summary

Technology has transformed most of the industries and the banking sector is no exception
with an ever increasing of more complex services that need to be delivered to the
consumer. Policymakers and regulators created a conducive environment when the
government amended the Banking Act through the Finance Act, 2009, to permit
institutions to contract third parties to provide certain banking services on their behalf in
the manner prescribed by the central bank, CBK (2009). Pursuant to this development the
regulations for agent banking were published by the CBK in May 2010, CBK (2010).

The study shed light on the nature of business the agents are most involved with on
behalf of the banks as cash deposits, cash withdrawals, balance enquiry and account
opening leading the pack in 2011 while in 2012 there was a slight shift of the activities
with account opening having drastically reduced. This is attributed to the onetime events
of opening an account in the customer life cycle. A customer can open the account only
once but other transactions can be done as many times as the customers’ needs.

It is also evident in the summary of the volume of transactions that the growth in this
sector more than doubled. This is a sign that the customers are taking this model
positively and it has greater benefits to the customer in comparison to the bank. The
customer has the banking services at their door step and this translates to less time spent
on the road to the banks, convenience in deposits or withdrawals, less waiting time in
queues among other benefits.
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The study revealed key findings For the year 2011 From the variance determined in the
model summary the significance value stands at 0.915 which is more than the set
threshold of 0.05 for rejecting the null hypothesis hence we cannot reject this hypothesis
at 95 % confidence level. ANOVA findings and the significance test conducted showed
that there is no correlation between the predictor variables and the dependent variable
since significance is more than 0.05. In conclusion the 2011 model does not satisfy the
statistical threshold of predicting the effect of agency banking on financial performance
of commercial banks and the output may be merely a chance occurrence. The
independent variables selected to measure the effect on the performance on return in
equity represented a fraction of other various factors that may have an impact on the
ROE.

For the year 2012, the significance value stands at 0.518 which is more than the set
threshold of 0.05 for rejecting the null hypothesis hence we cannot reject this hypothesis
at 95 % confidence level. ANOVA findings and the significance test conducted showed
that there is no correlation between the predictor variables and the dependent variable
since significance is more than 0.05. In conclusion the 2012 model does not satisfy the
statistical threshold of predicting the effect of agency banking on financial performance
of commercial banks and the output may be merely a chance occurrence. The
independent variables selected to measure the effect on the performance on return in
equity represented a fraction of other various factors that may have an impact on the
ROE.

The regression analysis was carried out to find the relationship between the number of
agents and the volumes of cash withdrawals and deposits carried out via agents on the
financial performance measured by return on equity of the banks in question. From the
findings the chosen independent variables were found to have either negative or weak
correlation to the dependent variable for both years 2011 and 2012. The study concluded
that banks engaging in agency banking do not directly result in improved financial
performance or increased profitability. The trend is a clear indicator that more banks will

be taking up agency banking so as to reap from other benefits of agency banking like
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enhanced customer outreach and reduction in the numbers at the floors of the banking
halls as opposed to better financial performance.

5.3Conclusions

As at June 30, 2012, 10 commercial banks had contracted 12,067 agents facilitating over
20.4 million transactions valued at Ksh. 104.4 billion. This represented an increase over
the 6 banks that had contracted 6,513 agents facilitating over 5 million. Transactions
valued at Ksh. 16.7 billion by June 2011. The introduction of agent banking was
intended to enable institutions to provide banking services more cost effectively to
customers. This initiative was expected to enhance financial access for those people who
are currently unbanked or under banked (CBK, 2011). Agency banking has experienced
tremendous growth and complexity of the transactions been handled. However this new
services have not fully taken shape and account for a very small percentage of all agent
activities at less than 5percent.

Agency banking requires commercial banks to rely to on the existing infrastructure in
terms of supermarkets, credit unions, hotels and petrol stations reach out to customers.
Based on the ongoing announcements of financial results by commercial banks, input of
agency banking into the profits is minimal though the financial institutions are vowing to
intensify recruitment of more third parties to assist in expanding their market share and
foot print . Kenyan financial institutions have embarked on an aggressive entry into the
agency Banking segment but many are finding that agents lack capacity to handle large
transactions of cash and under-spend on security measures. The concentration of most
agents is also on the so called lower end market areas where most individuals operate
informal business and deal with small values of money. This may contribute the huge

number of transactions but does not necessarily translate to greater value.

The nature of transactions also revealed that most of the agents are not knowledgeable of
other operations that the banks can offer. This is evident by the kind of transactions the
CBK has allowed banks to engage agents in and what the agents are doing. No agents are
allowed to process bank loans on behalf of the agents. This leaves a huge gap in that the

much needed services require the customer to go to the branches. Loans are a key
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revenue earner for commercial bank and the absence of this in the portfolio of the agents

means they miss out on influencing the banks financial performance.

From the study the constants obtained for the year 2011 and 2012 from the resulting
equations are 26.458 and 19.803 meaning with zero agent activity the banking sector
would still record an impressive Return on Equity? The study carried out shed light on
the fact that the number of agents operated by a commercial banks and the resultant
volume of transactions (Deposits and withdrawals) are not directly correlated with the
banks financial performance as measured by the return on equity. This is further
supported by the fact that the R Square for both 2011 and 2012 are considerably low
indicating a weak correlation between the predictors and the independent variables as
highlighted in the regression analysis models. This is supported by the outcome on the
resulting equation where the coefficients of the predictor variables are considerably low.
In closing the study successfully showed that the agency banking model has insignificant
effect on the banks financial performance. This attributes that other factors not put in the
scope of the study highly contribute the financial performance of commercial banks
operating agency banking.

5.4Limitations of the study

The study posed various challenges while been carried most which were overcome but
key among this were in a critical position to affect the outcome of the study and are
mentioned herein under. The duration in which agency banking has been in operations is
rather short since the inception of agency banking. The service was launched in 2010 and
there is not much activity that has been seen on agency banking over the years to form a
trend.

The data available for the study was limited to the number of years this model has been in
operation and in 2012 there is tremendous growth indicating a boom in this sector.
Longer historical performance and data will set a good base for a more concrete research

and this will give more conclusive results.
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The other key limitation was the number of banks operating agency banking as compared
to the total number of banks licensed to operate agency banking which is 10 banks from
the population of 44 banks as at 2012. The bank supervision report did disclose in-depth
financial data for banks operating agency banking. but summarized reports.

The dependent variable of return on equity was used as the measure of financial
performance but other indicative measures like Return on assets or return on capital

would have generated a different outcome of the study.

The study had a draw back from most financial institutions which lacked proper reports
that showed records of the benefits directly accrued from operation of agency banking.
Most banks were also not ready to disclose some of their financial statements that they
deemed internal and not for public consumption which could highlight the profits or
revenues directly attributed to agency banking or the formula used compensate there
agents .

Mobile phone operators have ventured into mobile money hindering the growth of
agency banking to its full potential. As a result the outcome is affected by dual agency by

virtue of providing competing services from one point.

5.5 Recommendations

5.5.1 Policy Recommendations

The study engaged in looking at banks given the green light to operate agency banking
out of the 44 banks licensed to operate in Kenya. It is important to know why the
majority of the banks are yet to take up agency banking and it is recommended that the
remaining banks should endeavor to get the license to operate agency banking. This will
give a holistic view on the performance of the banking industry that is attributed to
agency banking. Given that this is a new concept it is recommended that the regulator
should have grater supervision on the activities carried out by the agency to be able to
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seal any loophole which may arise of for cases not covered by the guidelines published
for banks to operate under.

Over the period agency banking has been in operation, the kind of service offered by the
agents has been limited to simple transactions and supportive functions like deposits,
withdrawals issue of credit card forms, account opening forms, disbursement of
retirement benefits and collection of credit cards. A more interesting perspective will be
when banks allow agents to perform core activities like vetting loan applications and
collecting loan repayment, it is recommended that the banks transfer the basic knowledge
to the agents to enable them perform these extra activities. The banks also need to
advertise the other kinds of service that can be done via agency banking to ensure an
uptake of all services offered by agents who will be more efficient and cost effective.

Measures to secure the agents should also be taken by the banks to empower the agents
transact greater volumes and value. The risk to the agent is too high and most will shy
away from been key dealers due to insecurity. The banks should assist agents overcome
this challenge to ensure greater penetration in areas that would otherwise be deemed

insecure to operate from.

5.5.2 Recommend areas of study

The following areas are recommended for further study;

Agency banking has been adopted by some Deposit taking microfinance institutions and
a study should be conducted to cover these institutions since they compete for the same
clientele.

A study also needs to be done to determine why there is a slow uptake of agency banking
by the financial institution which from inception less than 30 % of the institutions have
rolled out this service.

A study also needs to be undertaken to determine the challenges that the agents face in
carrying out the agency functions and ways or areas of improvement that the regulator,

banks and agents have to ensure greater penetration and greater financial inclusion.
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APPENDICES

Appendix |I: Table of Transactions on agency banking for 2011 and

2012

Table 4.1 Datafor 2011 and 2012 on Activities of agency Banking

Type of Transactions

Number of Transactions

Value of

Transactions(Ksh.M)

Year 2011 | Year 2012 | Year 2011 | Year 2012
Cash Deposits 3,575,502 | 12,554,299 28,293 101,170.60
Cash Withdrawals 2,960,692 | 11,862,412 15,319 49,609.50
Payment of Bills 43,398 142,046 113 238.7
Payment of Retirement 0| 303455 0 1,064.40
and Social Benefits
Transfer of Funds 5 944 0.00032 14.2
Account balance enquiries 1,197,164 4,770,829 0 0
Mini statement requests 6,413 43,376 0 0
Collt_actlt_)n of loan 0 97 0 0
applications forms
Collection of account
opening 978,529 176,218 0 0
application forms
Collection of debit and
credit card application 0 52,212 0 0
forms
Collt_actlon of debit and 0 31,321 0 0
credit cards
Total 8,761,703 29,937,139 43,725 152,097.40

SOURCE: Bank supervision Report 2011, 2012

Appendix I1: Number of agents and banks operating agency banking

Table 4.2
Year 2010 2011 2012
Number of Banks 5 8 10
Number of agents 8,809 9,748 16,333

SOURCE: Bank supervision Report 2011, 2012




Appendix I11: List of Commercial Banks in Kenya

1) Bank of Africa (K) Ltd. 29) Equatorial Commercial Bank Ltd.
2) Bank of India 30)

3) Citibank N.A. Kenya 31) Equity Bank Ltd.

4) Bank of Baroda (K) Ltd. 32) Family Bank Ltd.

5) Barclays Bank of Kenya Ltd. 33) Fidelity Commercial Bank Ltd.
6) Consolidated Bank of Kenya Ltd. 34) Fina Bank Ltd.

7) City Finance Bank Ltd. 35) Giro Commercial Bank Ltd.

8) Commercial Bank of Africa Ltd. 36) Guardian Bank Ltd.

9) Co-operative Bank of Kenya Ltd. 37) Imperial Bank Ltd.

10) Credit Bank Ltd. 38) Middle East Bank (K) Ltd.

11) Charterhouse Bank Ltd. 39) NIC Bank Ltd.

12) Chase Bank (K) Ltd. 40) Oriental Commercial Bank Ltd.
13) Diamond Trust Bank Kenya Ltd. 41) Paramount Universal Bank Ltd.
14) Development Bank of Kenya Ltd. 42) UBA Kenya Bank Ltd.

15) Ecobank Ltd 43) Trans-National Bank Ltd.

16) First Community Bank 44) Victoria Commercial Bank Ltd.
17) K-Rep Bank Ltd. 45) Housing finance Itd (Mortgage financial
18) Standard Chartered Bank (K) Ltd. institution).

19) Gulf Africa Bank (K) Ltd

20) Prime Bank Ltd.

21) Habib Bank A.G. Zurich

22) Habib Bank Ltd.

23) Kenya Commercial Bank Ltd.
24) National Bank of Kenya Ltd.

25) Jamii Bora Bank Ltd.

26) CFC Stanbic Bank Ltd.

27) African Banking Corporation Ltd.
28) Dubai Bank Kenya Ltd



Appendix IV: List of Commercial Banks operating Agency Banking in
Kenya
1) Kenya Commercial Bank Ltd.

2) Co-operative Bank of Kenya Ltd
3) Chase Bank (K) Ltd.

4) Diamond Trust Bank Kenya Ltd
5) Equity Bank Ltd.

6) Family Bank Ltd.

7) NIC Bank Ltd

8) Post Bank Ltd

9) CitiBank Ltd

10) Consolidated Bank



Appendix V: Questionnaire
Part One

1 .Details of your Bank
Name 0f BanK ..o e e
Agent name operated by your bank ...

2. How long have you worked in the bank

Number of Years

0-5

6-10

11-15

15 and above

3. How long has the bank been in operation as a commercial bank?

Number of Years

0-5

6-10

11-15

15 and above

6 How many Agency outlets does the bank have?

Number of employees

Up to 500

507-1000

1001-1500

1500-2000

2000 and above




Part two

1. What is the average number of loans advanced in the years as per table below?

2010

2011

2012

2. What is the Volume of loans in

Shillings advanced in the years as per table below?

2010

2011

2012

3. What is the Value of loans repaid in the years as per table below?

2010

2011

2012

4. What is the Value of loans repaid via Agents in the years as per table below?

2010

2011

2012

5. In relation to the market and competition, where would you rate the level of agency for

your bank?

Market leaders
Market Challengers
Market Followers

Market niche
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