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B2. Case Two: DCA Loan Guarantees to Promote SME Lending in Kenya

B2a. Background and Environment

Although the Kenya financial sector is relatively well-developed compared with other countries in the East Africa region, access to finance remains a major obstacle for SMEs. (USAID, n.d.a, p. 1). For more than two decades, USAID has been a leading donor supporting the effort to build a competitive microfinance industry (USAID, 2008, p. 5). At the turn of the century, USAID made the decision to focus on promoting an industry-level enabling environment in Kenya with the goal of opening channels of finance to micro-, small-, and medium-sized enterprises (MSMEs). This case study considers three DCA LPGs that were designed to support USAID Kenya’s overall goal of improving MSME access to finance. The three DCA LPGs considered are a $1.6-million LPG to K-Rep Bank to encourage lending to women-owned SMEs (2005-2010); a $3.95-million LPG to Kenya Commercial Bank (KCB) to promote SME lending (2006-2011); and a $2.5-million LPG to Fina Bank, also to promote SME lending (2006-2011).

B2b. Approach

Based on experience gained through implementation of earlier DCA guarantees, USAID Kenya decided to embed DCA support activities in select TA-provider programs to maximize the potential benefits of the DCA guarantee programs.
 The USAID-funded Kenya Microfinance Capacity Building Program (KEMCAP) operated from 2004-2008 and was designed to support the Association of Microfinance Institutions and to provide TA to the Central Bank of Kenya in developing appropriate microfinance regulations. KEMCAP’s knowledge of and engagement with the microfinance sector made it a good fit to support to DCA guarantee programs designed to facilitate MSME lending.
 KEMCAP’s support to the three DCAs discussed in the case study included developing a SME market-sector assessment that was used to develop necessary DCA documentation; training to partner banks on using the DCA’s Credit Management System (CMS); and monitoring to ensure that partner bank loan disbursements complied with the DCA agreements. In addition, KEMCAP’s work with the Association of Microfinance Institutions and the Central Bank of Kenya fostered a business and regulatory environment more favorable to the microfinance industry as a whole.

B2c. Results

K-Rep Bank: $1.6-Million LPG to Promote SME Lending to Women-Owned Businesses. K-Rep was established as an intermediary organization in 1984 to provide funds to nongovernmental organizations (NGOs) that were on-lent to microenterprises. A subsidiary organization, K-Rep Bank, was formed and licensed as a commercial bank in 2000. 

K-Rep applied for a DCA guarantee because many of its clients were growing and requiring additional capital. The bank sought a DCA guarantee to mitigate risk during a learning period to adjust to these growing SME clients.

In 2005, K-Rep received a DCA LPG of $1.6 million (to support $3.2 million in lending), earmarked to encourage lending in agriculture, tourism, and merchandise to SME businesses that were at least 50 percent women-owned (USAID, 2005a, pp. 2-7). To date, the K-Rep DCA LPG has guaranteed 172 SME loans with a total value of nearly $2.25 million. The guarantee is on track to be fully utilized by the targeted end date of September 2010.

Kenya Commercial Bank: $3.95 Million to Promote SME Lending. KCB was initially established as a government-owned bank; the government subsequently reduced its shareholdings to about 25 percent. KCB has the widest network of branches in the country and is Kenya’s largest bank by assets.

KCB applied for a loan guarantee to reduce collateral requirements (previously set at more than 100 percent of the loan value) for select SMEs and to focus on building its understanding of individual SME businesses, their cash flow, and select economic sectors (USAID, 2006b, pp. 8-9; M. Rostal, personal communication, July 2009).

To date, the KCB $3.95-million DCA LPG has guaranteed 216 SME loans totaling $3 million. KCB has developed and introduced two new loan products in the market that are backed by the DCA guarantee: Biashara Working Loans, which target SMEs, and Grace Loans, targeted to women-owned businesses. The LPG is anticipated to be fully utilized by the targeted end date of September 2011.

Fina Bank: $2.5 Million LPG to Promote SME Lending. Fina Bank, a relatively small commercial bank in Nairobi, was established as an NBFI. It became a fully licensed commercial bank in 1995.

Fina had traditionally served Kenya’s Asian community but decided to broaden its target market to the larger SME community in Kenya and East Africa. It undertook a major restructuring effort to do this, including applying for a DCA loan guarantee to reduce risk during the transition period (USAID, 2006b; M. Rostal, personal communication, July 2009).

To date, the Fina $2.5-million DCA LPG has guaranteed 172 SME loans totaling $2.7 million. The LPG is anticipated to be fully utilized by the targeted end date of September 2010.

In addition to the support provided by KEMCAP described above, Fina received considerable TA support via financing from the Financial Sector Deepening (FSD) Trust, including an embedded credit advisor in SME lending from ShoreBank. The SME lending resulting from the combined TA package and the DCA guarantee was a highly successful model for Fina, which has transformed itself into a major player in the SME lending arena in Kenya and has expanded its SME lending activities into Rwanda. In 2007, Fina Bank was voted the No. 1 SME lending bank in the country by the Kenya Bankers’ Association.

B2d. Key Findings and Lessons Learned

KEMCAP provided support to the three DCA LPGs in developing relevant background studies, providing training in using the DCA’s CMS and monitoring to ensure that loan disbursements complied with DCA agreements. In addition, KEMCAP’s work with the Association of Microfinance Institutions and the Central Bank of Kenya fostered a business and regulatory environment more favorable to the microfinance industry as a whole. In other instances, USAID TA providers have provided support to DCA guarantee design and implementation through trainings to support improved bank lending policies and practices, through the design of new loan products and through customer referrals. For example, the USAID-funded Kosovo Cluster and Business Support program (KCBS) provided support in developing DCA documentation (design phase); in developing and implementing a series of training programs in agricultural lending to build the capacity of loan officers (implementation phase) to lend to the target sector; and in working with its established network of farmer’s associations to market the new agricultural loans. The impact of this technical support was significant: The partner bank made 914 loans to farmers and agribusinesses, fully utilizing the $5 million DCA LPG (to support $10 million in lending) in just two years. The partner bank also added agricultural loans to its core product profile and is continuing to lend to the agricultural sector. In Peru, the USAID-funded Alternative Development Program (known by its Spanish acronym, “PDA”) has provided support in preparing background documentation for two proposed DCA LPGs to support lending in rural areas. PDA has also worked with the two selected partner financial institutions to develop a working-capital loan product specifically designed for rural farmers, which will be marketed through the two proposed DCAs. 

As illustrated above, embedding a DCA support component in a USAID TA program can be an effective way to increase the impact and success of DCA guarantees. Timing the complementary TA can often be the key factor in achieving impact through a credit guarantee. Training and other TA should be planned well in advance of structuring a DCA in order to ensure that the market is sufficiently able to utilize the benefits of a risk-sharing guarantee. The on-the-ground presence, financial-sector expertise, and knowledge of key financial-sector players offered by USAID TA providers can be critical in:

· identifying the demand for a DCA guarantee;

· identifying market imperfection(s) and an approach(es) for overcoming it/them;

· providing training to the selected financial institution(s) to move into a new market, to market new loan products, or to implement appropriate SME risk-rating systems;

· building the enabling environment for SME lending through TA to promote improved banking supervision and regulation;
· referring new clients to the selected financial institution(s)

� A 2007 USAID-funded review of Kenya’s DCA programs recommended that USAID move to an active management approach, working one-on-one with banks to realize greater gains from its DCA guarantees (USAID, 2007a, p. 10).


� Part of KEMCAP’s technical SOW explicitly included support to the development and implementation of DCAs to support MSME lending.


� With KEMCAP’s support, the Microfinance Bill was passed into law in 2007 (USAID, Kenya Microfinance Capacity Building Program Final Report, 2008, p. 4).





