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1. Country and Sector Background 
 
Kenya’s economic performance since 1990 had been lackluster with GDP growth averaging 1.6 percent 
a year. The new Government which came to power in early 2003 has embarked on addressing the 
imbalances in the economy. A key priority of the Government is the reduction of poverty through 
economic recovery and promotion of sustainable growth. The Economic Recovery Strategy developed 
by the new Government signals a distinct break from the past – demonstrating that financial sector 
reform lies at the fulcrum of the Government’s policy concerns. Reforms of the banking sector will 
involve the divestiture of the Government’s ownership stakes and measures to improve the lending 
environment for banks. 
 

Kenya has one of the more diverse financial systems in Sub-Saharan Africa, consisting of 41 
commercial banks, 1 development bank, 5 development finance institutions, 2 mortgage companies, 3 
building societies, 2 finance companies, 43 insurance companies and several thousand SACCOS. 
Although the Kenyan financial system was traditionally the most vibrant in East Africa, its performance 
has been hampered by years of poor governance, weak regulation and a malfunctioning judiciary. 
 
While Kenya would appear to have a relatively well-developed banking system compared to many 
African countries (with a ratio of M2 to GDP of 39%), the quality of the intermediation it provides is 
severely compromised. Rather than contributing to supporting the economy’s growth through efficient 
allocation of scarce resources, chronic misallocation of resources by Kenyan banks is acting as a 
“dragging anchor” – both on the development of the financial sector and on growth throughout the 
economy.  For a number of years, the situation of the Kenyan banking system has been fragile and 
deteriorating. The banking system is burdened by sizeable non-performing loans (NPLs); amounting to 
about 28 of the loan portfolio as of December 2004. The problem is particularly dire in banks with 
public interest which account for 28% of system assets.  

 
2. Operation Objectives 
 
The objective of the proposed Financial Sector Reform Credit (FINSRC) is to: (i) increase the soundness 
and resilience of the Kenyan financial system; (ii) improve the governance of the financial system; (iii) 
improve the depth, breadth and efficiency of the system; and (iv) reduce opportunities for the large scale 
misallocation of financial resources. The proposed operation will support a set of policy and institutional 
reforms directed at reaching these objectives, including: (i) restructuring and privatization of state-
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influenced banks; (ii) reducing the stock of non-performing loans in the financial system; and (iii) 
reforming Development Finance Institutions (DFIs). The reforms supported by this Credit are 
anticipated to provide a significant boost to the broadening of access to financial services. 
 
The Government has recognized the need for a comprehensive and holistic approach to financial sector 
reform. A financial sector reform strategy paper with inputs from international specialists will be 
presented to the Cabinet by the Ministry of Finance (MoF) prior to the first tranche release. As part of 
the reform program and building on the Cabinet paper, the Government is developing a broader 
sessional paper, which once adopted by Cabinet, will be presented to Parliament and published prior to 
second tranche release. The Government has already adopted a detailed implementation plan and 
timetable for the restructuring and privatization of state-influenced banks. Restructuring banks and 
divesting government stakes in the banking sector will demonstrate the Government’s commitment to 
fiscal responsibility and good governance, and help mobilize financial resources required to support 
higher rates of economic growth.  
 
The Government has established the Bank Restructuring and Privatization Project (BRPP) in the MoF to 
serve as the implementing institution for the bank restructuring and privatization program, and the first 
critical steps in implementing the program have been taken. Kenya Commercial Bank (KCB) has 
successfully completed a rights issue, diluting the Government’s stake from 35 percent to 25 percent and 
a financial adviser to divest not less than 80 percent of the Government’s remaining stake to large 
investors will be hired. In addition, in March 2005, the commercial banking license of Industrial 
Development Bank (IDB) was withdrawn and its banking assets sold by tender to a private bank, after 
the authorities had concluded that it would never be viable as a bank and could not simultaneously be 
privatized and maintain its role as a development finance institution (DFI). 
 
The program design calls for a plan to restructure National Bank of Kenya (NBK) and then 
simultaneously recapitalize and privatize it. To support this process, the Central Bank of Kenya (CBK) 
has signed a supervisory agreement with NBK which institutes strong liquidity, credit, and cost controls; 
stipulates performance of audit diagnostics required to prepare the bank for privatization.  
 
3. Rationale for Bank Involvement 
 
The proposed program of policy and institutional reforms is designed to address current vulnerabilities 
and inefficiencies in the banking system, increase competition, as well as broaden and deepen private 
sector access to financial services. Specifically, the proposed Credit would support reforms with the 
objective of: (i) increasing the soundness and resilience of the Kenyan financial system; (ii) improving 
the governance of the financial system; (iii) improving the depth, breadth and efficiency of the system; 
and (iv) reducing opportunities for the large scale misallocation of financial resources. The measures 
supported by the FINSRC are designed to signal the Government's commitment to undertaking 
structural reforms to cement the anti-corruption agenda. Divestment of the government ownership in the 
financial system will demonstrate the Government's commitment to:  
 

• Ensuring a structural break with the past where state-influenced banks were a source of political 
patronage with financial resources getting misallocated through directed lending to politically-
connected interest groups. 

• Bolstering its credibility in improving the overall governance in the Kenyan economy, thereby 
enhancing confidence in the financial sector and the economy in general. 

• Initiating the process of recognizing and unraveling contingent liabilities, largely accumulated 
and passed on by the previous Government.  



• Improving the efficiency of the financial system, thus contributing to reducing wide interest rate 
spreads by resolving the large stock of non-performing loans in the state-influenced banks, and 
thereby expanding the potential for the introduction of new financial products and services.  

• Developing a market-based model for financial sector development, including the restructuring 
of the DFIs so as to eliminate a source of fiscal contingent liabilities and enhance access to 
financial services. 

 
4. Financing 
 
The proposed FINSRC is expected to be an operation of SDR 43.1 million (equivalent of US$65 million 
at current exchange rates), on standard IDA terms with a 40-year maturity. Co-financing expected to be 
provided by AFD, AfDB, and the EC may increase the total amount of FINSRC-linked financing to 
about US$135 million equivalent. The authorities have completed a number of key steps in the 
restructuring and privatization of the state-influenced banks. On Board approval, the funds will be 
disbursed in two tranches, with the first tranche (US$25 million) released upon the confirmation of 
credit effectiveness and the second tranche (US$40 million) dependent on meeting specified 
performance criteria. 
 
5. Institutional and Implementation Arrangements 
 
The Ministry of Finance will be responsible for the overall implementation of the proposed operation 
and for reporting progress and coordinating actions among other concerned ministries and agencies. To 
assess the impact of the proposed operation, and the potential for follow-up operations, progress in 
implementing the medium-term reform strategy described in the Letter of Development Policy will be 
closely monitored. This impact assessment will be conducted jointly between staff of the World Bank 
Office in Nairobi, headquarters-based staff, and representatives of co-financing donors. Specifically, the 
impact of reform measures on: (i) NPLs; (ii) level and efficiency of financial intermediation; and (iii) 
access to financial services will be assessed.     
 
6. Benefits and Risks 
 
Benefits 

The proposed Credit includes measures aimed at increasing the robustness, depth and efficiency of the 
Kenyan financial system with the ultimate objective of improving private sector access to financial 
services. First, divestment of government ownership in the financial system is expected to signal the 
commitment of the current administration to the pursuit of a market-based model for financial sector 
development and bolster its credibility in its objective of improving overall governance in the Kenyan 
economy.  

 Second, the privatization of the state-influenced banks will improve the governance of these banks, thus 
bringing to closure the historical directed lending. The bulk of the non-performing loans (NPLs) in state-
influenced banks is attributable to historical factors, poor governance and corruption, weak and 
inconsistent bank supervision, and poor lending skills in many banks. The generally adverse climate for 
the enforcement of creditor rights continues to hinder recovery of these loans.  

Third, the successful resolution of the large stock of non-performing loans will improve efficiency and 
increase competition, thereby reducing interest rate spreads and expanding the potential for the 
introduction of new financial products and services. Fourth, restructuring of the DFIs will eliminate a 



source of fiscal contingent liabilities and refocus DFIs to provide access to financial services in select 
sectors through appropriate instruments. 

Risks 

The successful implementation of the reform program faces two main risks. First, there is the possibility 
of political resistance to the resolution and privatization of banks. Not only is resolution and 
privatization a difficult, costly, and time consuming exercise, the fact that the banks concerned are 
owned by state-influenced entities increases political sensitivities substantially.  

To mitigate this risk, the IDA has provided a parallel Financial and Legal Sector Technical Assistance 
Credit (FLSTAC), co-financed with UK DFID, which is providing the necessary technical assistance to 
the Kenyan authorities to ensure that the restructuring and privatization of government-affiliated banks 
is implemented smoothly and expeditiously. In addition, the disbursement schedule and relative size of 
the FINSRC’s tranches (including possibly significant co-financing of the credit by Agence Francaise de 
Developpement (AFD), African Development Bank (AfDB) and the European Commission (EC)) 
should reduce the risk of policy reversal between the first and second tranches of the FINSRC. 

Second, there is also some risk of policy reversals if the Government comes under strong political 
pressure to take a more interventionist stance in the financial sector and/or reverse its decision to 
proceed with the privatization of Kenya Commercial Bank (KCB), National Bank of Kenya (NBK), and 
Consolidated Bank. To mitigate this risk, the tranches of the FINSRC and associated co-financing have 
been heavily back loaded to provide fiscal support only after the bank privatizations have been 
completed and progress made with implementation of an appropriate Development Finance Institutions 
(DFI) policy. This risk mitigation approach is further supported by parallel Fund program structural 
conditionality. In addition, the IDA is placing substantial emphasis on an information and outreach 
program by the Government and its development partners to members of civil society, to build a broad 
consensus around the proposed reforms in the financial sector.  

 
7. Poverty and Social Impacts and Environment Aspects 
 
The privatization of the state-influenced banks will improve the governance of these banks, thus 
bringing to closure the historical directed lending which contributed significantly to the bulk of the non-
performing loans (NPLs) in state-influenced bank. This will lead to fiscal restraint, as divestiture of the 
Government’s ownership stakes in the banking sector will put an end to the accumulation of non-
performing assets which has been particularly concentrated in these banks. The operation will also 
initiate the process of recognizing and unraveling contingent liabilities, largely accumulated and passed 
on by the previous Government. Resources that had previously been used in the bail-out of state banks 
will in future be used for critical Government social service delivery in health, education, and sanitation.  
 
8. Contact point 
 
Contact: Michael J. Fuchs 
Title: Lead Financial Economist 
Tel: (202) 458-5875 
Fax: (202) 473 8575  
Email: Mfuchs@worldbank.org 
 
9. For more information contact: 
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The World Bank 
1818 H Street, NW 
Washington, D.C. 20433 
Telephone:  (202) 458-5454 
Fax:  (202) 522-1500 
Web: http://www.worldbank.org/infoshop 

 


