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MESSAGE FROM
HIS EXCELLENCY THE HON. DANIEL T. enap MOI, C.c.H., M.p.,

PRESIDENT OF TIIE REPUBLIC OF KENYA
AND COMMANDER.IN.CHIEF OF THE ARMED FORCES

The Central Bank of Kenya commenced operations on 14th September, 1966.
Its establishment was a major step towards our independence in monetary affairs.
Since that time, the Bank has expanded both in staff and in the diversity of its
functions. Today, it is one of the vital institutions in the management of our
national economy.

On this occasion of its Twentieth Anniversary I want to thank the Bank's
management and staff for their devotion to service which has enabled the Central
Bank of Kenya to make such
stability of our country.

a significant contribution to the economic growth and

I

{

D. T. anep MOI,

THE PRESIDENT,
REPUBLIC OF KENYA

Srare Housr,
NerRosr.
September, L986
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MESSAGE FROM
THE MINISTER FOR FINANCE

HON. PROFESSOR GEORGE SAITOTI, E.c.H., M.p.

The Twentieth Anniversary of the Central Bank of Kenya is a significant
occasion in the history of Kenya's economic development. In the last twenty years,
the Central Bank of Kenya, in collaboration with tie Treasury, has played a maloi
role in the formulation and conduct of Kenya's monetary poliiy ind oveiall
economic management. The Bank will continue to play an even more prominent
role in the future as the demands of the economy and the financiaf sector in
particular become more complex and diversified.

On this happy occasion of its Twentieth Anniversary I would like, therefore, to
congratulate the directors and staff of the Central Bank of Kenya for the efficient
manner in which they have discharged their responsibilities.

THe TnpesuRy,
SsPTsrvrsrn, 1986.

lvlINIST FO
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since its establishment in Septcmber, 1966, the central Bank of Kenya has

carried out its pofi.y and administrative functions, in addition to acting as the

national centre io, 
"oll".tion 

of data and general information in the field of money

.no uunr.ing with steadily increasing competence. The Bank has disseminated

information on its lofiri"r and actiiities on a regular basis through its Annual

Reports, the euartJri, p.onomic Review, and the Central Bank of Kenya Staff

Papers.

The evolution of the Central Bank over the years has created a need to

improve further public understanding of the- objectives, functions, and operations

otitre Bank and-the manner in which they have been carried out during the past

twenty years of itsexistence. I have muctrpleasure, therefore, on the occasion of

the Bank,s Twentieth Anniversary, to releaie to the public this special book which

describes the functions and operations of the Bank in various fields since its

establishment in 1966.

During the first twenty years of the existence of the Bank, a comprehensive

structure of tinancial orgaiizations has been established and continues to develop,

;h";"bt contributin! to ihe growth of Kenya's economy' As can be expected in any

country, there are 
-bound to ue some inidequacies as well as weaknesses in the

financial structure bri tt 
"t" 

rte problems of youth and growth; they are issues to be

tackled in the Years ahead'

I hope that the financial community and the general pubtic will find this book

PREFACE

PHILIP NDEGWA,
GOVERNOR,

useful

Cr,r.rrnal Banx or Kr,NYe
September, 1986-
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INTRODUCTION

As we celebrate the 20th
anniversary of the Central Bank of
Kenya, we also mark the 23rd year of
Kenya's independence as a nation.
However, these milestones do not
mean that we have now come-of-age
or reached maturity. Both the nation
and the Central Bank are in fact still
relatively young, and while we have
certainly cut our teeth on some diffi-
cult issues, much growth, development
and learning still lie ahead.

This book describes the objectives
and operations of the Central Bank.
The Bank, like other central banks

around the world, is an institution like
no other in the country. It is a creation
of government with unique functions,
such as managing the currency issue.

Some of its responsibilities have a

formal legal basis, while others have

been acquired in a de facto waY; and

the ways in which it has exercised its
powers have evolved and changed

over the years, in some cases substan-
tially, because of changes in the eco-
nomy itself and in the approaches to
public administration. To do its job
effectively, the Bank needs to keep in
close touch with developments in all
sectors of the economy, and consider-
able resources are dev,.rted to monitor-
ing and analyzing these. This also

means that the Bank is well placed to
provide informed public commentary
on economic developments, and con-

tinual efforts are therefore made to
improve and extend the Bank's Pub-
lications to help enhance public under-
standing. The most recent innovation
in this respect has been the introduc-
tion of the "Staff Papers" series of
publications.

This book continues that approach.
It aims to describe both the role and

the operations of the Central Bank,
and how these have evolved over the
last 20 years. The objective is to
provide the general reader with somc
insights into what the Bank does, and
why; and thereby to help to dispel
some of the mystique which surrounds
it. The Bank, is dedicated to pursuing
the national interest, and it is impor-
tant that its operations should be
widely understood and, where neces-
sary, debated.

However, the bo,rk is a short one:
its aim is to be informative rathcr that
authoritative. Inevitably the covcrrtge
of developments in Kenya and within
the Central Bank is selective and not
comprehensive. Other sources should
be consulted for a fuller discussion of
many of the topics: a bibliography of
some of the main references tln Kenya

and the Central Bank is includcd in the
book.

Kenya's economic experience prior
to independence was not dissimilar to
that of other colonies: production acti-
vities were rather narrowly based and
had a strong agricultural bias, with the
choice of specific commodities dic-
tated by local conditions, the demands
of the colonizing power, and the pre-
ferences of the settlers concerned.
Infrastructural and human develop-
ment were generally given little more
than the minimum attention required
to achieve the rather narrow objective
of producing these commodities and
sending them to the developed world.

To some extent. the winds of econo-
mic change had started to blow before
(or in anticipation of) independence.
The change to self-government gener-
ally involved accelerating tre nds which
had already started to cnrerge, and
altering the emphasis givcrr to diffe-



rent objectives, but there were few
radical changes in the approach to
economic policy. Kenya is still, in fact,
substantially dependent on the same
small range of primary commodity
exports as it used to be. Significant
growth has occurred in the manufac-
turing, distribution and service sec-
tors, but this has not led to any great
diversification of the export mix. It
has, in some cases, involved significant
import substitution, but not always
efficient import substitution.

Development of the financial sector
has been particularly marked. The
financial system plays a key role in the
development process, through facili-
tating the efficient conduct and settle-
ment of economic transactions,
through the provision of advice and
specialized financial services to
businesses and individuals, and
through mobilizing savings and direct-
ing these to profitable investment
areas. Broadly speaking, there have
been two phases in this development
since independence: the 1960s were a
period of rapidly increasing monetiza-
tion of the economy (reflected in a

strong rise in the ratio of the money
supply to G.D.P.) and increased use of
financial intermediation (shown by a

rapid decline in the proportion of the
money supply accounted for by the
currency issue). In the 1970s these
ratios stabilized, although the share of
the non-monetary economy in G.D.P.
continued to decline significantly. The
most notable feature of the 1970s and
19r0s has been the considerable diver-
sification of the financial system parti-
cularly in the latter part of the period.
In particular, there has been rapid
growth in thp number of institutions
(both banks and non-banks, domestic
and foreign), significant improvements
in the branch penetration of the in-

stitutions, (in particular into the rural
areas), some broadening of the range
of financial services available, and
presumably-increased competition.
Considerable progress has also been
made by financial institutions in
achieving the aim of Kenyanization
(both in ownership and staffing),
although some local manpower skills
are still in short supply.

Studies have noted that this
institution-building has given Kenya a

high degree of depth in its financial
system for its stage of developmcnt
and it is certainly true that for all areas
of the economy both access to and the
quality of financial services have im-
proved significantly. However, an im-
portant qualification is that the institu-
tion development process has not been
matched by cbrresponding develop-
ment in financial markets for secur-
ities. Kenya's financial system will not
reach true maturity until there are
active primary and secondary markets
for government and private debt
securities, and also for equity secur-
ities. The government and the Central
Bank are increasingly turning their
attention to the best means to facilitate
this third phase of market develop-
ment, and a number of changes, both
regulatory and institutional, will be
necessary.

Perhaps, the largest growth and
development has occurred in the gov-
ernment sector. In part, this has re-
flected the much greater emphasis
being given to improvements in, for
example, the health and education
systems. However, it also resultccl
from the belief that the government's
economic objectives could best be
pursued by a substantial amount of
direct involvernent in investment and
infrastructural development, in pro-
duction of goods and services. Associ-

2



ated with this was the aim of building
up a large, professional, and well-
educated public service. However, the

emphasis is now starting to change in
this area, away from direct involve-
ment and more towards creating the

right environment for private sector
activities to flourish. This is a major
underlying theme of the government's
Sessional Paper No. 1 of 1986 on

Economic Management for Renewed
Growth. In addition, the government
has made it very clear that it will be

increasingly scrutinizing the activities
of government departments and para-
statals to ensure that it is getting good

value for money from them.

Underlying these changes to the

orientation of economic policy, which

are now gaining momentum, is the

growing realization throughout the na-

tion that the economic environment is

likely to remain difficult for the fore-
seeable future. The first decade of
independence was marked bY strong
growth in real outPut, albeit from a

very low base, but since 1973 the

pattern has been more uneven' In fact,
per capita real output has declined in
all but two of the last seven years, and

in 1985 was little more than 2 per cent

above the 1973 level. The main con-

straint on growth in recent years, as in
most other developing countries, has

been the balance of Payments, which

has shown a weakening trend due to
deteriorating terms of trade and stag-

nant or declining export volumes, only
partly offset by significant reductions
in import volumes. The ultimate
sources of this weakness can be partly
attributed to unfavourable
developments in overseas markets for
primary commodities, developments
which owe a good deal to restrictive
trade policy actions bY develoPed

countries as well as to changes in the

structures of both demand and supply
foi these commodit;es. These develop-
ments may be of a long-term nature.
However, domestic conditions have

also contributed to the deterioratiqn in
the balance of payments, and it is now
vital that some dynamism be restored
to production activities in general, and

to expoft production and efficient im:
port substitution in 'particular' The
changes in the policy environment are

recognition that the welfare of the
general population can be noticeably
improved only through a resumption
of rapid but sustainable economic
growth.

Against this background, the role of
the Central Bank has evolved con-

siderably over its first 20 years. Its
essential objectives have not
changed-these are to maintaip'the
external and internal value of tlie
currency and to tnaintain stability in
the financial system. Nor has there
been any significant change in its
relationship with the government-
while the Central Bank of KenYa Act
gives the Bank considerable formal
independence, in practice in Kenya (as

in mahy other countries) it has been

accepted that the desigh and imple-
mentation of financial policies are best

achieved through continual consulta-
tion and co-ordination amongst the
different arms of government.

What has changed over the years is
the choice of techniques to implement
monetary policy, and the increasing
complexity involved in achieving satis-
factory monitoring and supervision of
financial institutions in order to help
ensure their stability.

These developments are discussed

more fully in later chapters. However,
some essential features of the monet-
ary policy framework can be drawn

3



out as an overview. For most of its
history the Bank has relied on direct
controls of one sort or another to
influence the behaviour of financial
institutions. The most important con-
trols have been "price" controls-in
particular, the exchange rate and
(minimum/maximum) interest rates.
These "price" controls, however, were
revised only infrequently as economic
conditions changed. The ability of the
Bank to exercise firm control over the
quantities of money and credit was
therefore significantly constrained. As
a result there have been extremely
large fluctuations in money and credit
growth rates over the years, with
consequent effects on inflation, real
activity and the balance of payments.
It is impossible to control money and
credit aggregates, as well as interest
rates and the exchange rate, for any
more than a short period. The Bank
nevertheless made efforts to achieve
quantitative monetary control,
through supplementary instruments
such as liquidity and cash ratios, im-
port deposits and direct controls on
credit growth. These ,measures have,
predictably, been only partly success-

ful, and they have also had an uneven
impact on the financial system and
other sectors of the economy.

The situation is now changing. The
exchange rate has progressively been

administered more flexibly as time has

passed, but both exchange control and
various trade policy measures-are still
required to support exchange rate

policy, and the Central Bank is still the
residual supplier of foreign exchange
to the market. Movements in the
balance of payments can therefore still
have a substantial domestic monetary
impact.

Increased flexibility in interest rates

has been tbreshadowed, and this is
necessary, in particular, to give the
Bank a greater ability to offset any
unwanted monetary influences arising
from developments in the balance of
payments or the budget through mar-
ket operations of one sort or another.
Greater flexibility in interest rates will
help to ensure the success of such
operations, will contribute substantial-
ly to the development of the financial
markets required to implement them,
and will ensure that the effects of
monetary policies are spread quickly
and equitably throughout the financial
system, rather than being concen-
trated at particular poi'nts. There
should now be sufficient competition
in the financial system to ensure that
financial institutions will not be able to
use increased interest rate flexibility to
take undue advantage of their cus-

tomers.

These are developments for the
future, and while the changing
approach will need to be studied care-
fully and implemented cautiously, it
will also need to proceed with deter-
mination if the fruits are to be real-
ized.

4



CHAPTER I{VERVIEW OF ECONOMIC DEVELOPMENTS IN KENYA

During the past twenty years, the
economy of Kenya enjoyed satisfac-
tory performance. Growth in real out-
put averaged 5.0 per cent, substantial-
ly higher than the 2.2 per cent average
for African developing countries.
Population rose at an annual average
rate 3.9 per cent, and consumer prices

at an average rate of 10.1 Per cent.
Investment, as a Per cent of
G.D.P., fluctuated in a range of 18 to
30 per cent. Savings, as a percentage
of G.D.P., remained stable at an

average rate of 18.9 per cent. On the

external front, the current account
deficit of the balance of payments
averaged around 6.5 per cent of
G.D.P. varying with movernents in
both the volume and the terms of
trade. The money supply grew at an

average annual rate of 16 per cent
between 1970 and 1985, although
there were some marked fluctuations
in growth rates during the period.
Trends in the international economic
environment, together with variations
in domestic weather conditions, dic-
tated, to a large extent, the temPo of
activity durin! the rbview piriod.
Charts 1-8 in addition to Tables 14 in
the appendix provide statistical infor-
mation on the m4or economic devel-
opments during the period.
Agriculture

Growth in real output was
spearheaded by developments in the
agricultural sector whose share in
G.D.P. averaged 33 per cent between
1970 and 1985. Agricultural output
reached a record level of41 per cent of
G.D.P. in 1977 following an upsurge
in coffee and tea prices which encour-
aged production. Since that time,
however, the share of agricultural out-
put has followed a downward trend,
moving from 36 per cent of G.D.P. in
1978 to 30 per cent by the end of 1985.

The decline was especially sharp in
fiscal year 1979180 and again in 1984
due to severe drought and unfavour-
able developments in the internatlonal
prices for agricultural commodities.
Real growth rates in agriculture, for-
estry and fishing did, however, remain
positive except in 1979 and 1980 when
they were negative, reflecting the de-
vastating effect of drought during
those years.

Although there has been increases
in agricultural producer prices, the
prices of agricultural inputs increased
at a faster rate than agricultural com-
modity prices between 1980 and 1984.
As a result the terms of trade of
agriculture declined during the period.
The volume of agricultural exports
grew by 4.5 per cent per year with tea
and coffee volumes growing at average
rates of 7 and 4.3 per cent per year
respectively. The livestock sector was
heavily influenced by drought condi-
tions and the intake of the Kenya Meat
Commission thus tended to stagnate.
In order to promote maize and wheat
production, the government estab-
lished, in early 1980, the Seasonal
Credit Scheme under which farmers
with at least four hectares of maize and
wheat under cultivation would receive
loans at concessional rates through
government financed institutions for
purchase of 'material inputs. In May,
1986, the Seasonal Credit Scheme was
replaced by the Guaranteed Minimum
Refrrrl (G.M.R.) scheme.

The government's efforts in sup-
porting agriculture were focussed on
the streamlining of marketing and
pricing policies for agricultural. pro-
ducts and on the provision of adequate
storage facilities. lncentives in the
agricultural sector were maintained in

5
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the context of yearly reviews of pro-
ducer prices. Producer prices for
maize and wheat, for example, were
raised by 82 and 64 per cent
respectively in the four years ended in
1984. The increases helped provide
crop surpluses in 1982 and 1983, allow-
ing for sorne exports and the build-up
of a strategic grain reserve.

Manufacturing

The manufacturing sector which
accounts for 13 per cent of G.D.P. and
about 14 per cent of total wage em-
ployment, grew at an annual average
rate oI 7 per cent between 1966 and
1985; with the fastest growth occuring
during the 1970 through 1980 period.
There was a marked slow-down in
growth after this period, stemming
from increased oil prices and the con-
sequent costlier imported inputs, apd
from drought which increased the cd'st

of domestic raw materials. In addition,
the collapse of the East African Com-
munity in the mid-1970s resulted in a

loss of market for manufactured pro-
ducts, causing a slow-down in output.
Despite the drought effects of 1979180

and 1984/t15, the manufacturing sector
grew at an annual rute 4.4 per cent
between 19ti0 and 1985. Manufactur-
in! activity was dominated by food
processing, petroleum refining, metal,
transportation and beverage indus-
tries. Though production in the manu-
facturing sector was generally influ-
enced by import-substitution policies,
there was a policy re-orientation dur-
ing the period towards elimination of
inefficient import substitution through
increased trade liberalization and re-
duced tariff protection.

Domestic Investment

Domestic ihvestment averaged 26.3
per cent of G.D.P. between 1967 and

1985. Due to favourable investment
conditions, the period 1975 through
1980 experienced healthy growth in
investment, rising from 18.2 per cent
of G.D.P. to 30.1 per cent in 1980.
After 1930, however, gross investment
tended to decline, reaching 18.5 per
cent of G.D.P. by 1985. This decline
was occasioned by a general growth in
domestic consumption which in-
creased at an annual growth rate of
10.9 per cent. Domestic consumption
lncreased by 24 per cent in 1985 alone.
Investment activity was concentrated
on rehabilitation and expansion of
existing plants rather than on new
lnvestment.

Wage Employment

Wage employment grew at 3.4 per
cent per year on average between 1967

and 1985, rising from 596,400 persons
in 1967 to 1,174,400 persons in 1985.

Public sector employment grew faster
at 5.4 per cent per year while private
sector employment grew at 2.1 Per
cent per year.

The more rapid growth in the public
sector arose mainly from employment
in public corporations which in 1980

rose by 28 per cent. In 1985 private
sector employment increased by 4 per
cent while public sector employment
grew by 6 per cent. The government
continued to pursue a cautious stance
in permitting wage increases in private
sector. The wage guidelines formu-
lated aimed at containment of infla-
tionary pressures, and minimizrng dis-
incentives to employment creation.

Consumer Prlces

Prior to 1981, Kenya maintained
specific price controls on 23 basic
consumer items, and discretionary
price controls on other items which
required that manufacturers and trad-

7
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ers obtain approval from the price
controller prior to adjusting their
prices. In spite of the controls, how-
ever, consumer price inflation rose
steadily from 1.6 per cent in 1967 to
12.6 per cent in 1981. In 1982 prlces
escalated further in line with.increases
in eneggy costs, to reach a peak infla-
tion rate of.22.3 per cent. There waS

also a general increase in food prices
durini that year. Between 1983 and
1985, the government followed a res-
trained monetary policy stance which
resulted in a decline in the inflation
rate to 14.5 per cent in 1983 and 10.7
per cent in 1985.

Budgetary DeveloPmentr

The budget deficit, as a Per cent of
G.D.P,, averaged 5.5 per cent for the

central government and 5.7 per cent

for the general government between
1972 and 1983. However, due to im-
proved revenue collection and strict
Lxpenditure controls, the budget de'
ficit has declined in recent years falling
from a peak of 9.5 Per cent of G.D.P.
in 1980/81 to 5.1 per cent of G.D.P. in
1984/85. Between 1972and 1982, total
revenue for the general government
was steady at an average of.229 Per
cent of G.D.P. while total expenditure

minus repayments rose from 27 Per
cent of G.D.P. to 34 Per cent. The

level of grants remained persistently

low at an average of 0.6 Pcr cent of
G.D.P. In 1979/80, total revenue in'
creased from shs 12,603m to shs

22,0LBm in 1984/85 (see Table 2)'

There was a sharp growth in the level

of external grants between 1983/84 and

1984/85 due to increased donor sup-

port following the devasting drought

effects of 1984.

In spite of the growth in revcnue

during 1984/85, however, the budget

deficit increased by 35 per cent to shs

4,638m due to sub$tantial increase in

capital expenditure by the govern-
ment. This large deficit was.findhccd
by shs 939m from extenial sources and
by shs 3,699m from domestic sources.
As well as making efforts to reduce
budgetary deficits, the government fi-
nanced a greater portion of the budget
through the relatively less inflationary
non-bank credit. Between 1980/81 and
1984/85, government sales of Trcacury
bills to non-banks increased substan-
tially. As a iesult, the share of non-
bank financing of the. bodgst deficit
rose from 19 per cent in 1980/81 to 6a
per cent in 198G85.

External Debt

Kenya accumulated a substantial
amount of external debt betwecn L975

and 1985. By the end of 1985 Public
and publicly guaranteed debt had
reached shs 50,619m-comparcd with
shs 2,775m in 1970. Including I.M.F.
debt, the debt service as a ratio of
exports of goods and services ro8c
from 5.4 per ccnt in 1975 to 31.8 per
cent in 1985, while interest payments
rose from 8.6 per cent of exports of
goods and services to 17 pcr cent. In
1985, central governmcnt external
debt amountcd 'to shs 30,850m of
which I.M.F. debt was shs 7,391m.
Multilateral lenders accounted for 48.
per ccnt of total external dcbt in 1984

compared with just 30 pcr ccnt in
1980. At the same timc, thcre was
reduction in cxposurc to intcrnational
commercial bankg as the level of con>
mercial borrowing declincd from 30
per cent of total external dcbt in 1981

to 17 per cent, reflecting the rePay-
ments of two Euro-currency loans
totalling US $315m which were con-
tracted in 1979 and 1981. The levcl of
bilateral loans fell from 48 per cent in
1980 to 29 per cent of total external
debt in 1984. The bulk of thc country's
debt was contracted on concessionary

11



terms: There was a stefldy growth in
private non-guaranteed debt which
rose from shs 625m in 1970 to shs
6,616m in 1983.

Domestic bebt

Outstanding domestic debt, exclud-
ing short-term borrowings, grew at an
average annual rate of 15.3 per cent,
rising from shs 1,760m in 1972 to shs
12,840m in 1985. Reflecting a. sharp
increase in the government deficits,
domestic debt increased sharply by 36
per cent in 1978 and by 49 per cent in
1983. The large deficits during these
years were occasioned by a sharp
increase in government expenditure.
There was also an increase in non-
defence expenditure associated- witir
higher petroleum costs, and emerg-
ency expenditure related to the importa-
tion and distribution of maize and
wheat for drought relieve during 1979/
81.

After 1983, the entire increase in
domestic deficit financing took the
forni of Treasury bills. As a result the
proportion of long-term domestic debt
to total debt fell from 45 per cent in
1980 to 30 per cent in 1985.

Bdance of Payments

Since 1967, Kenya's external posi-
tion has exhibited sharp fluctuations,
caused mainly by movements in the
terms of trade. A combination of other
factors have also been at work, among
them extreme climatic variations, se-
vere external shocks, unstable export
prices, and a growing debt service
burden accompanied by a generafdb-
cline in concessional capital inflows.
Adjustment programmes"were there-
fore undertaken from time to time to
eliminate payments disequilibria and
restore external viability.

The measures taken invariably in-
cluded pursuit of domeqtic price stabil- .

ity to improve the climate for invest-
ment, control of budget deficits to
curb inflationary pressures and to en-
sure that more productive resources
were channelled into the private sec-
tor, maintenance of realistic exchange
and interest rates to improve the
allocation of resources and promote
growth, and continual review ot gov-
ernment expenditure, both current
and capital, to ensure that resources
were productively employed.

Between L967 and 1985, the current
account deficit of the balance of pay-
ments averaged 6.5 per cent of G.D.P.
The deficits were sustainable up to
1969 as they could be financed by
capital inflows during the period.
However, after 1970, several balance
of payments crises emerged.

The first major balance of payments
difficulty surfaced in 1974 following'
the first round of sharp increases in the
price of crude oii. There was a large
deterioration in the terms of trade wiih
import prices rising by 61 per cent over
1!73 while export prices rose by only
30 per cent.

The current account deficit
wqrsened from shs 934m in 1973 to shs
2,240m in 197 4, refl ecting substantially
higher import values. As a result, the
overall balance moved from a surplus
of shs 234m in 1973 to a deficit ofshs
442m in 1974, as shown in Table 3.

In reponse to the large deterioration
in the balance of payments in 1974, the
government instituted measures to res-
train import demand and, in 1975, the
current account improved substantial-
ly. Subsequently, an improvement in
the terms of trade led by sharply rising
prices in the world markets for coffee
and tea, the balance of payments
improved further in 1976 and 1977
registering a record surplus of shs
2,249m in 1977.
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The second major balance of PaY-
ments difficulty occurred in 1978. Dur'
ing this year, world coffee and tea
prices fell sharply and there. was a

large increase in import demand re-
sulting from the export boom of 196/
77. Consequently, the terms bf trade
deteriotated by 25 per cent,, leading to
a massive deficit on the current
aocount. fhis deficit, partly offset by a
large increase in government long-
term borrowing, resulted ih an overall
balance of payments deficit of shs

1,558m.

The introduction of an advance im-
port deposit scheme and the sub-
sequent fall in import demand, offset a

further deterioration in the terms of
trade in 1978. The currcnt account
deficit therefore improved fuom 12.4
per cent of G.D.P. in 1978 to 8.2 per
cent of G.D.P. in 1979. There was,
consequenlly, an improvement in the
overall balance of payments to a sur-
plus of shs 1,431m. The improvement
in 1979 was also attributed to higher
long-term and short-tet'm capital in-
flows as importers of certain goods
were required to negotiate 9f180
days credit from their foreign sup-
pliers.

In 1980, the country suffered severe
balance of payments difficulties: the
terms of trade deteriorated by 9 per
cent owing to steep rise in oil prices
and to a fuither declined in coffee and
tea prices; and export volumes de-
clined due to the effect of drought
which reduced agricultural output. In
addition, foreign exchange reserves
declined sharply due to heavy import
payments following the relaxation of
the import deposit scheme. As a re-
sult, the basic balance recorded a large
deficit of shs 2,512m.

In view of a precipitous decline in
the level of foreign exchange reserves
followtng these developments, the

Central Bank slowed down the
approvals of foreign exchange alloca-
tions in late 1980 through a new import
system which was introduced to facili-
tate licensing of imports on a priority
basis. Further, as part of the strategy
to increase non-traditional exports,'the government decided with effect
from July, 1980 to revise the Export
Compinsation Scheme which had
been in existence since 1975, by raising
the rate of compensation from t0 to 20
'per cent. There was also an attempt to
increase the competitiveness of Kenya
exports through the depreciation of
the Kenya shilling in Febr,uary, 1981,
from Kshs 9.66 to the S.D.R. to Kshs
10,15 to the S.D.R.

In 1981, the current account deficit
of the balance of payments declined to
11.1 per cent of G.D.P..froirr 12.5 per
cent of G.D.P, in 1980. The improve-
ment, resulting from a substantial re-
duction in the value of imports, occur-
red despite a further deterioration in
the terms of trade. The decline in
import values reflected sub'stantially
lower government imports and a de-
cline in import demand as domestic
stocks were reduced. The volume of
merchandise exports also declined re-
flecting a 

'sharply lower volume of
petroleum exports and a decline or
stagnation in tea and other exports.
The terms of trado worsened further
through a 3 per cent increase in export
prices against an 11 per cent rise in
import prices.

There was also a decline in all categor-
ies of capital inflows resulting fiom
lower disbursement of publiC long_
term loans, a sharp drop in supplieri'
credits, and the absence of diawings
from the structural adjustment loa-n
which had bolstered caiital inflows in
1980. As. a result, the balance of
payments deficit stood at shs 1,9g5m in

15



1981, of which shs 275m was financed
by net purchases from the I.M.F.
Gross official reserves declined to shs

2,575m, equivalent to six weeks of
imports.

In 1982, the country faced difficult
balance of payments problems exacer-
bated by global recession. The eco-
nomy suffered from a weak export
sector and a highly restrictive import
system. The growth of agricultural
output remained below its trend level
in part because of the difficult weather
conditions in the early 1980s. The
terms of trade worsened further by 4
per cent. There was, nevertheless, an
improvement in the basic balance from
a deficit of shs 2,844m in 1981 to a
deficit of shs 2,480m.

During the period 1983184, the
country experienced balance of pay-
ments surpluses which boosted official
reserves from the equivalent of about
L.5 months of imports in 1981/82 to
about 3 months of imports by the end
of 1984. These developments were
attributed to strengthened export per-
formance arising from an increase in
tea exports and f6m strong gains in
receipts from non-traditional exports.

The domestic and external policies
in place during 1983184 allowed for the
liberalization of the import regime and
the external payments system. They
also allowed for the withdrawal of the
advance import deposit scheme in
January, 1983. Further, the payment
of outstanding external remittances of
profits, dividends and fees for 1981

and1982 were effected. In June, 1983,
a new import system was put in place
to facilitate th9 easy flow of imports.

The new Five-year Development
Plan, which was announced for imple-

mentation beginning with the 1984/95
fiscal year provided the necessary im-
petus and success prospects tbr the
adjustment efforts made in 1983/84.
The plan aimed at a viable balance of
payments position in the medium
term, strengthening export perform-
ance and gradually improving the
growth of real G.D.P. The plan also
repognized the need to generate addi-
tional domestic resources for develop-
ment and to maintain the overall
budget deficit at a sustainable level,
while ensuring adequate domestic
financing for the rest of the economy.

The growth prospects envisaged in
early 1984, however, suffered a major
set-back with the emergence of a
serious drought in mid-1984. The
"long-rains" failed to come and agri-
cultural output collapsed. In addition
to the sharp decline in grain, tea and
coffee output, the livestock herd was
decimated and dairy production sev-
erely disrupted. There was, conse-
quently, enormous pressure on the
budget and on the balance of pay-
ments. The government responded
swiftly to the crisis by seeking in-
creased donor support and by borrow-
ing on gommercial terms. As a result
of the imports requirements for
drought relief, the current account
deficit of.the balance of payments rose
from 2.3 per cent of G.D.P. in 1983 to
3.6 per cent in 1984.

In 1985, the current account deficit
of the balance of payments worsened
in absolute terms but remained un-
changed in relation to G.D.P. at 3.6
per cent. This reflected, in part, the
sharp increase in food imports follow-
ing the drought in 1984 and the decline
in tea and petroleum exports which
resulted from a fall in world prices for
the two commodities. There was, in

l6



addition, a decline in tcital capital
inflows. Although the economY en-
joyed a recovery in the service sector

with tourism, transportation and iri-
flows of official grants offsetting some

of the current account deficit, there
was, nevertheless, an overall balance

of payments deficit of shs 1,719m.

The adjustment Programme for
1985 aimed at Providing balance of
payments support within a framework
designed to maintain the underlying
monetary and budgetarY deficit at

sustainable levels in the medium term.
The programme aimed at reducing the

fiscal and external current deficits to
about 4 per cent of G.D.P. in 1986. It
also provided for a real growth rate of
about 5 per cent in 1986 rising to 6 per

cent by 1990, The inflation rate was to
be contained within 6.7 per cent per
year -throughout this period while
domestic credit policies were to be

adjusted in accordance with these

objectives.

The balance of paYments outlook
for 1986 is for a further narrowing of
the current account deficit as the terms
of trade are exPected to swing in
Kenya's favour. The value of Pet-
roleum imports is exPected to fall
substantially due to lower prices while
coffee export receipts are expected to
increase substantially over those of
1984 due to the increase in world
coffee prices. Though the increases in
receipts apPear to be less marked than
those in the 1976177 coffee boom,
there will nevertheless be significant
short-term benefits for the balance of
payments and also for the economy as

a whole.

Money and Banking

ary and credit control used by the
monetary authorities in Kenya were
minimum cash and liquidity ratios,
quantitative ceilings on the overall
credit expansions of commercial
banks, and guidelines for the sectoral
allocation of credit. Limitations on the
amount of domestic borrowing
allowed to foreign-controlled com-
panies were also.used. Beginning in
early 1979, the Bank also used adv-
ance import deposits which by
Septepber, 1979 , were equivalent to 5
per cent of the stock of money and
quasi-money at the start of the year.
The import deposit scheme was with-
drawn in 1983.

When comPared to other develoP-

ing countries, the Kenyan economy is

well monetized in relation to its level

of development. At the end of 1985,

total financial assets which include
currency outside banks, deposits of the

banking system and government secur-

ities were 67 per cent of G.N.P. This
reflects financial depth greater than

that prevailing in many countries with
higher levels of per capita income.

Growth in banking system dePosits

has on average been slower than that
of non-banks' dePosits. Between
1967-85, banking system dePosits

grew at an average annual rate of 16.0

per cent while non-bank financial in-
stitutions deposits recorded a higher
growth rale of 25.8 per cent. This was

largely due to the interest rates dif-
ferential between banks and non'
banks which enabled non-bank finan-
cial institutions to offer higher interdt
rates on deposits than banks.

The financial system continued to
expand with the opening of new Pri-
vate banks and non-bank frnancial

The principal instruments of monet-
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institutions. At the end of June, 1986,

the system consisted of the Central
Bank, 24 commercial banks with a

network of. 4L9 branches. Non-bank
financial institutions stood at 50 with a
network of 89 branches. The system

also includes 32 building societies, 52

insurance companies, 64 hire purchase

companies, a post office savings bank,

10 development finance institutions'
privatc pension plans and over 900

savings and credit co-oPerative
societies. Most of this growth in the

financial system has occurred in the

period 198f1985, when 9 banks and

31 non-bank financial institutions were

licensed.

Money and Quasl'moneY

Between 1967 and 1985, the growth

in money and quasi-moneY averaged

15.8 per cent per year reflecting, in
part, continued expansion and diversi-
fication of the financial system. The

most rapid growth since the 1977

"coffee boom" was in 1982 when the

money supply increased from shs

1.8,364m in December, 1981 to shs

2L,324m in Decembet, 1982, therebY

contributing to the record increase in

consumer prices of 22'3 pet cent dur'
ing that year. After 1982, growth in
the money supply was reduced to more
prudent levels through cOilings on

overall credit expansion. Between De-

cember, 1982 and the end of 1985 the

annual average growth rate was only
8.1 per cent per year' The low rate of
growth in the money supply helped to

limit the growth in inflation, notwith-
standing the rapid growth in credit
expansion (see Table 4)'

Much of the exPansion in the money

stock was in the quasi-money compo-

nent which grew at an average annual

rate of 18.0 per cent per year between

L967 and 1985. CurrencY outside
banks plus demand deposits grew at a
more moderate rate of 14.8 per cent.
In 1985, quasi-moneY grew bY t2,6Per
cent while demand deposits and cur-
rency outside banks, which had ex-

panded by 9.8 Per cent in 1984, grew

by only 2.9 per cent.

Domestic Credit

Domestic credit grew rapidly, rising

from shs 1,268m in 1967 to shs

31,380m in 1985. Government creCit

policy encouraged lending to priority
sectors such as agriculture and manu-

facturing. Credit from non-bank finan-

cial institutions expanded more rapidly
than that provi{ed bY commercial
banks. Lending by non'bapk financial
institutions which stood at shs 242m in
L967, grew on average at the rate of
24.3 per cent per annum to stand at shs

L2,094m in 1985. In comparisor, com'
mercial bank lending grew at a slower
annual rate of 16.4 per cent from shs

1,360m in 1967 to shs 20,900m in 1985.

As a result the share of non'bank
financial institutions' lending rose

from 15.1 per cent in 1967 to 36.7 per

cent in 1985.

As indicated in Table 4, the govern-

ment continued to receive budgetary

support from the banking system parti-
cularly the Central Bank' At the end

of 1985, bank credit to the government

as a proportion of total domestic credit
was 30.5 per cent compared to 1.6 per

cent in 1969. Outstanding banks credit
to the government in 1985 stood at shs

9,750m, out of which the Central Bank

lent 84.5 per cent, Since 1982, there

has been a slow-down in bank credit to
government. The slow growth in re-

cent years reflects the cautious stance

in fiscal policy of limiting aggregate

demand in order to reduce internal
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and external pressures while at the
same time allowing sufficient credit to
the private sector.

Interest Rates

Up to 1980, the Central Bank's
policy on interest rates aimed at keep-
ing interest rates as stable as possible.
However, because of the spiralling
inflation which followed the 1973174
oil price increases, interest rates be-
came negative in real terms. In 1981,
the Bank adjusted interest rates up-
wards by about 2.V2.5 percentage
points in a bid to bring the rates to
positive real levels. This action raised
the discount rate to 12.5 per cent
during that year while the Treasury bill
rates and the lending rate averaged 7.6
and 12.8 per cent respectively. By end
of 1985, the discount and lending rates
rose to 13.9 and 14.0 per cent respec-
tively from their 1981 levels. Deposit
and lending rates charged by non-bank
financial institutions have traditionally
been higher than those quoted by
commercial banks and this is reflected
in the differential in the Cenrral

Bank's interest rate controls. In 1983,
the Central Bank began to re-inforce
its surveillance over financial institu-
tions, especially non-banks, with the
aim of securing closer compliance with
monetary policy requirements, in par-
ticular the methods used in computing
interest charges.

At the end of June, 1985, the
Central Bank's minimum lending rate
was 1l per cent. The discount rate was
72.5 per cent with advances against
Kenya Government securities being
charged 12 per cent. The maximum
lending rate chargeable by the com-
mercial banks and the non-bank finan-
cial institutions was 14 and 19 per cent,
respectively and the minimum deposit
rate for both the commercial banks
and the non-bank financial institutions
was 11 per cent. While the interest rate
differential between banks and non-
bank financial institutions was kept
under review to ensure competition on
equitable terms, the policy intention
was to move towards interest rates
determined by market forces.
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The objectives and functions of the
Central Bank of Kenya are set out in
the Central Bank of Kenya Act of
1966. The Act prescribes that the
principal objects of the Bank shall be

to regulate the issue of notes and

coins, to assist in the development and

maintenance of a sound monetary,
credit and banking system in KenYa

conducive to the orderly and balanced
economic development of the country
and the external stability of the cur-
rency, and to serve as banker and

financial adviser to the government.

CHAPTER 2JBJECTIVES AND FT,]NCTIONS OF THE CENTRAL BANK OF
KEhTYA

The specific functions of the Central
Bank of Kenya may be summarized as

follows: the first function concerns the
provision of banking services to the
governrnent and commercial banks

and includes the issue of currency. The
second function deals with services
rendered to the government as fiscal
agent, i.e. financing of budgetarY
deficits andmanaging the government
debt. It also deals with services ren-
dered to commercial banks, i.e. short-
term loans; advances, and rediscount-
ing of bills. The third function con-

cerns the external financing services
rendered by the Central Bank which
include the management of foreign
reserves, administration of exchange

controls, carrying out transactions
with internatidnal monetary institu-
tions, and managing the exchange rate
of the Kenya shilling. The fourth
function involves the supervision .of
commercial banks and non-bank
financial institutions; and the fifth
function is concerned with the role
played by the Central Bank in man-

agement of the economy. These func-
tions will be considered in that order in
this and the subsequent chapters of
this book.

Provision of Banking Services to Com-
mercial Banks

A principal responsibility of any
central bank is to supply bank-notes
and coin to the economy, To discharge
this responsibility satisfactorily, a cen-
tral bank ensures that there are always
adequate stocks of notes and coins and
that there is a satisfactory distribution
system. The first stage in these
arrangements is for a central bank to
estimate the demand for the various
denominations of currenc! notes and
coin. This involves making forecasts of
requirements for notes and coins and
ordering supplies in good time before
the existing stocks are exhausted. The
next stage is the actual printing of the
currency-a task undertaken using
skills that make it very difficult for
others to reproduce it accurately. This
means that the materials used, the
designs, and the actual manufacture of
the currency require special expertise,
sophisticated machinery and a high
level of security.

The Central Bank has the sole right
to issue notes and coin in Kenya. Tho
first major task the Central Bank had
to face when it was established was
therefore the issue of the new Kenyan
currency notes and coin to the general
public on the 14th September, 1966.

The task required careful planning and
preparation for the new currency, de-
sign, description and denominations.
The services of a number of financial
intermediaries were used, and strict
security arrangements were necessary
to ensure orderly exchange. It was

vital to secure the confidence of the
public in the new currency. Initial
issues of the new currency notes were
made to all commercial banks well in
advance of 14th September, 1.966 at
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Nairobi, Mombasa and Kisumu. To
assist the banks during the early period
of exchange, the initial drawings were
made on suspense accounts subject to
their liquidation within two months of
the formal date of issue. The new
currency notes comprised the follow-
ing denominations: shs 5, shs 10, shs

20, shs 50 and shs 100. The new notes
were issued through the commercial
banks against the exchange of the East
African Board currency notes. By 30th
June, 1967, the Central Bank had
exchanged shs 300 million of the East
African currency notes, whilst its own
notes in circulation amounted to shs
360 million.

The new national coinage of Kenya
was released to the general public on
the 10th April, 1967 , in denominations
of 5 cents, 10 cents, 25 cents, 50 cents,
shs 1 and shs 2. The 25 cents and shs 2

pieces were new denominations and
did not prove to be popular as had
been hoped. They were subsequently
withdrawn from circulation.

In order to save the Public anY

inconvenience, the East African Cur-
rency Board notes were allowed to
remain legal tender until the 14th

September, 1967 and coins until the

1st April, 1969 after which they ceased

to be legal tender. However, theY

continued to be exchanged at the bank
at par until 31st December, 1972,
when they were finally demonetized.
From 1967 to 1985 the structure of the
Kenya currency remained virtually un-
changed, except that between 1973

and 1980 there were no issues of shs 50

note. Over time, however, the pur-
chasing power of all denominations
became eroded by inflation to the
extent that the present highest
denomination note of shs 100 is no
longer of sufficient value for some
transactions. This development led to
a substantial increase in the turnover

of shs 5 and shs 100 notes and a

reduction in their average lifespan. In
order to reduce the costs of replacing
worn out and torn notes, the bank
introduced a new shs 5 coin in Octo'
ber, 1985 to gradually rePlace the
existing shs 5 note. Arrangements
were also being made to introduce
before the end of 1986 shs 200 note to
take over some of the transactions
performed by the shs 100 note.

Most of the movements of currency
from the Central Bank to the public
and vice-versa take place through
commercial banks. Currency flows
from the commercial banks to the
public when for example the govern-
ment and other employers pay wages
and salaries to their workers, and the
marketing boards and other traders
buy farm produce from farmers. The
commercial banks obtain the currency
they need from the Central Bank by
either drawing down their deposits or
by selling some of their monetary
assets like Treasury bills to it. Later
on, when farmers and workers use the
cash to buy the goods they need from
traders, the currency returns to the
commercial banks when traders repay
the loans they might have taken from
commercial banks to stock up goods in
their shops earlier, or when they de-

posit the currency in their commercial
bank accounts. Similarly, when far-
mers and workers deposit their savings
in their commercial bank accounts,
there is a return flow of currency to
commercial banks. The commercial
banks return to the Central Bank any
excess amount of currency which they
do not required and thus build up their
deposits. In this process, new or clean
notes and coin go out from the Central
Bank and dirty and worn out currency
returns to it. In practice these inflows
and outflows are all going on at the
same time and, although there are
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fluctuations, the amount of cur-rency in
circulation tends to be fairly stable,
around a steadily growing trend be-
cause of growth in volume of transac-
tions resulting from real growth in the
economy, monetization of the eco-
nomy and price increases. The amount
of currency in circulation increased
from shs 481m in December, 1967 to
about shs 6000m in June, 1986.

Direct movements of currency be-
tween the Central Bank and the public
also take place when those who
receive payments by cheques from the
government come to the Central Bank
to cash them or those who have to
make payments to the govqrnment
towards taxes or other revenue pay
them to the Central Bank. Since notes
and coins are deposited in bulk by
commercial banks, the Central Bank
maintains notes and coin counters
whose duty is to count all the depo-
sited notes or coins as declared by the
commercial banks at the time of de-
positing. After checking, the notes are
sorted into clean and unserviceable,
and bundles of each category are then
made. The clean notes are reissued
while the others a1e destroyed.

Apart from operating current
accounts for the commercial banks,
the Central Bank also provides them
with other important facilities. One of
these facilities is giving credit to com-
mercial banks in time of need in
accordance with the provisions of sec-
tions 35 and 36 of the Central Bdnk of
Kenya Act. The Bank extends credit
to commercial banks in two ways: first,
by rediscounting, i.e. purchasing at
less than face value bills of exchange,
promissory notes or other eligible in-
struments; and secondly, by granting
loans or advances against collateral of
credit instruments referred to or
negotiable security issued or guaran-
teed by the government.

The Bank is specifically authorized
to extend short-term credit to com-
mercial banks, in order to provide
them with cash for three main pur-
poses, namely, (i) when they need
such credit as a result of their having
financed the export or import of goods

or their transportation within Kenya,
(ii) storage of non-perishable goods
and products which are duly insured or
deposited under conditions assuring
their preservation in authorized ware-
houses or in other places approved by
the Bank, and (iii) when they need it
because of their lending for agricultu-
ral or industrial production. The
maturity period of the credit instru-
ments from the time they are Purch-
ased by the Bank and the fixed periods
of the loans and advances generally
cannot exceed 6 months. However, if
the Bank finds it to be in the interest of
national economy, it may accept credit
instruments relating to agricultural
and industrial production with matur-
ity period of up to 9 months.

Before a commercial bank is

granted any credit facility by the Cen-

tral Bank it must demonstrate that the

liquidity shortage facing it is of a

temporary nature and not a structural
problem which may arise due to
under-capitalization. For this purpose'
the Bank, generallY does not extend
credit to commercial bank in excess of
its capital and unimpaired reserves'

Furthermore, for a loan to be ex-

tended, a !0 per cent margin between
the amount of loan aPPlied for and

value of financial instrument securing
the loan is required. Other factors that
the Bank considers include the general

financial condition of the commercial
bank and the factors that led to the
liquidity shortage.

Unlike credit to government, credit
extended to commercial banks is not
subject to any ceilings in the Act. The
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reason is that the amount of such
credit, and the terms and conditions
on which it is given, are ,important
instruments of monetary policy and
hence are matters to be determined by
the Central Bank from time to time in
the light of the needs of the particular
situation that exists and at the time.
The provisions in the sections relating
to credit operations are, therefore, of
an enabling nature, i.e. they state the
manner in which different types of
credit can be given, leaving it entirely
to the Central Bank to determine the
general terms and conditions under
which it extends credit to commercial
banks and the rates of intprest it will
charge them. These rates form an
integral part of the interest rate policy
of the Central Bank.

Another important service rendered
by the Central Bank to commercial
banks is the running of the Clearing
House mechanism. The Nairobi Bank-
ers Clearing House which is located in
the premises of the Central Bank is not
a department of the Central Bank: it is
a common facility of the member
banks. It was established to provide a
convenient medium for presentation
and settlement of financial instruments
such as cheques, drafts, payment
orde.rs drawn on or payable to other
members. Before the Clearing House
was established banks in Nairobi were
settling their net receipts or payments
once a month through courier service.
The Central Bank took over the run-
ning of the Clearing House in Nairobi
on 16th November, 1966. A similar
arrangement also exists in Mombasa,
where the branch of the Central Bank
has been operating the Clearing House
for the main branches of commercial
banks in Mombasa and coast region
since January, 1977.

Membership of the Clearing House
is open to any bank which abides by

the established rules of the Clearing
House. Membership may be with-
drawn if in the opinion olthe Central
Bank a member has not acted in the
best interests of the Clearing House or
in accordance with the established
rules. Every member of the Clearing
House is required to maintain suffi-
cient funds in its account with the
Central Bank to meet the net amount
due to other members. When a mem-
ber's account has insufficient funds,
settlement with other members is ren-
dered impossible and the membership
to the Clearing House, inevitably, has
to be suspended until sufficient funds
are available in the account. The
Clearing House is presided over by an
inspector appointed by the Central
Bank assisted by a representative
elected by member banks.
Provision of Banking Services to Gov-
ernment

The Central Bank is by law required
to serve as banker to the government
and to act as its fiscal agent. In these
capacities, the Central Bank is re-
quired, amongst other things, to per-
form the following duties-

(a) to be the official financial de-
pository of the government,
i.e. to accept deposits and
effect payments on behalf of
the government;

(b) to maintain and operate special
accounts for the government;

(c/ as agent of the government, to
administer the public debt, i.e.
to effect the issuance, pay-
ment of interest on, and rede-
mption of bonds and other
securities of the government;

(d) to pay, remit, collect or accept
for deposit or custody, funds
in Kenya or abroad on behalf
of the government;

(e) to purchase, sell, transfer or
accept for custody, cheques,
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bills and other securities for
the government;

(/) to purchase, sell, transfer or
'accept for custodY gold or
foreign exchange on behalf of
the government.

To discharge its responsibilities
under these provisions, the Central
Bank maintains, on behalf of the
Treasury, the Exchequer Account,
into which all revenue is deposited,
and the Paymaster-General Account,
out of which all payments are made.
The annual budget of the government
is essentially a forecast of the revenues
which the government expects to
receive during the financial year anfl
the expenditures it will incur on nor-
mal administration as well as in car-
rying out various development activi-
ties. Therq are many items in the
budget which can be forecast quite
accurately, But there are a number of
others where the actual performance
can differ from the budget forecast in
varying degrees due to factors beyond
the control or foresight of the govern-
ment. Consequently, the final budget
dutturn may be quite different from
the forecast and where, as haPPens

freguently, unexpected expenditure
exceeds revenues! it sometimes be-
comes necessary for the Central Bank
to provide the finance for the excess.

Apart from this overall problem for
the budget over the financial year as a

whole, temporary deficits or surpluses
also arise during the financial year
itself, because of the different timing
of revenue and expenditure flows.
Imbalances of both types are reflected
immediately in the government's
account at the Central Bank and so it
is in a position to draw the attention of
the Treasury to them. For this Pur-

pose, there are five types of govern-
ment accounts namely, Recurrent Re-
venue, Development Revenue, Recur-
rent Expenditure, Development Ex-
penditure, and certain miscellaneous
deposits and expenditures for special
funds created in the budget. All minis-
tries and government departments
have Recurrent and Development Ex-
penditure Accounts.

As regards revenue, all receipts due
to the government of Kenya are paid
into a Consolidated Fund which forms
the credit side of the Exchequer
Account and from which no monies
are drawn except when authorized by
an Act of Parliament or by a Vote on
account passed by the National
Assemory. When the Treasury re-
leases funds to the various spending
units according to the votes sanctioned
for them, the Exchequer Account is
debited and the aciount of the minis-
try, or department concerned in the
Paymaster-General Account is cre-
dited with the funds released to it. The
Paymaster-General Accous&is debited
when expenditures are made by the
respective ministries or departments.
The Central Bank can then watch the
expenditures by these organizations
and warn them as well as the Treasury
in good time before the funds are
exhausted.

The Central Bank works out every
day the overall position of the govern-
ment by totalling the credits and debits
recorded in all government accounts
during the day, If the net result is a
surplus it is added to the previous
day's position, and if it is a deficit, it is
subtracted from the position. The dai-
ly position is notified to the Treasury
as soon as it is established.

Lending by the Central Bank to the
government is governed by a special
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set of provisions because of the impor-
tant ways in which such lencling can
influence the money supply. These
provisions allow thc Central Bank to
give to the government all types of
credit, i.e. short-term, as well as
medium- and long-term. However,
both the forms in which credit can be
given and the extent of credit in these
forms are subject to ceilings laid down
in the statute.

Short-term credit to the government
can be in two forms, i.e. direct adv-
ances, and purchas'e of Treasury bills
with a maturity of less than l2 months
from the date of issue. Medium and
long-te_rm credit can only be in the
form of negotiable securities, i.e.
those securities which can be bought
and sold in a market and which mature
later than 12 months front the date of
issue. Other frlrms of credit such as

term loans are not allowed. The
underlying idea is that the Central
Bank should be able to conduct open
market operations by using these
securities in order to influence the
money supply-hence the requirement
that the securities should be negotiable
if they are issued by the government
and negotiable and guaranteed by the
government if issued by public author-
ities. No other type of credit can be
given by the Central Bank to the
government either directly or in-
directly.

There are certain limits regarding
credit from the Central Bank to gov_
ernment. In the original Central Bank
Act of 1966, the total ourstanding
credit by rhe Central Bank to thi
government at any time was limited to
shs 240 million. Within this overall
limit, the value of securities which
were to mature later than l2 months
from the date of acquisition or accept-
ance as security by the Bank was not to

exceed shs 60 million at any one time
or 25 per cent of allowable credit.

The provisions in section 48 of the
Act were amended in 1972 so that the
Central Bank's direct advances to the
government may not at any time ex-
ceed 25 per cent of gross recurrent
revenue of the government as shown
in the Appropriation Accounts for the
Iatest year for which such accounts
have been audited by the Controller
and Auditor-General.'I'he Recurrent
Revenue of the govcrnment is defined
to include revenue from taxes, cus-
toms, excise, export and other duties,
fees, rents. profits and income from
any investment or undertaking but to
exclude proceeds from grants or loans,
or any form of borrowing, whether
short or long-term.

Management of the public Debt

As fiscal agent for the government,
the Central Bank has the responsibility
of managing the domesric public debt
by which is meant the debt the govern-
ment has incurred locally in the form
of marketable (i.e. negotiable) secur-
ities. The Central Bank is not required
to handle other forms of borrowing by
the government, such as through
direct loans from private parties.
These are l<loked after by the Treas-
ury. Management of the public debt
involves issuing government securities,
making periodic payments of interest
on thern, registering transfers, and
rolling over and redeeming the secur-
ities. In addition, the Central Bank
manages "sinking funds" on behalf of
the Treasury. The sinking funds are
created by the Treasury for the pur-
pose of meeting redemption expenses
at maturity of some of the stocks. The
money for these funds is contributed
by the Treasury semi-annually and the
Central Bank in turn invests it in
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appropriate stocks (or other paper) to
enable the Ioans to be paiJ at the tinte
of redemption of the stocks.

Government securities issued by the

Central Bank can be grouPcd under

two broad ca{€gorics: short-term. and

medium or ltlng-term. securities.

Short-term sccuritics consist of Treas-

ury bills with maturities of up to 9()

days. and tax reserve certilicates. The

minimum holcling for an tnvestor'in
Treasurv brlls is shs l(x).()()0 The

Ccntral Bank enstlres that the

amounts tlf Treasury bills oile rctl for

tender are subscribed at reasonable

rates of discount. The Central Bank

may also participate in tenders to
maintain rates at a dcsirc'd level. The

Central Bank als<l ctrntrihutes trl the

marketabilitl' of the bills hv rts willing-

ness t() recttsetrunt them for the holder
at l's per ccnt. ah()\'e the ruling aver-

age discounl rale l'hc Csntral Bank

invites tencJe rs once a wcek lrtlm thtrse

intending to pttrchasc thcse bills and

allots them tt' thc htghest hiiltlcrs' This

method ensurcs tlrat the .uovernmcnt
gets short-tcrm l'inancc at the lowest

possiblc ctlst

Tax reserve certiiicatcs. are avail-
able to those who u'ish to make finan-

cial provision for tax paymcnt rn the

future by savings currently. This form
of investment is useful to tax payers

since they carn tax free interest on

such savings ,,,.1. 11avin8 madc such a

provisit'ln. (l() n(rl hirlc to rvorrv u'hen

thc collct'ttlr calls. 'l-hc ath'antage to

llrc govcrnnl(llt IS thut ta\ rct''''lluc is
rcccivcd in .rdvane c ' I ltlwl'r u'r. 'they

hal'e bccn ralhcr insirtntlicant in terms

of volulne ancl valuc.

As regards mcdium and ltlng-term

securities. the managcmcnt of Sovern-
ment stock wits lakt:tt tlver b.r- the

Central Bank in 1966. The Central

Bank. undertook ro handle on behalf
of the. Treasury. new subscriptions,
keep the register of holders and ser-
vice the issues. Subsequently. the Cen-
tral Bank took over the task of servic-
ing'all previous issues of the govern-
mcnt.

The issuing and redeeming of gov-
ernment stocks is a continuous pro-
cess. Issues are made whl'n funds are
rcquircd b1'the Trcasurv. and redemp-
tions or conversions fall on the date
when stocks mature. The anrount of
financc the government desires to
raise throuqh the issuc of securities is

worked out at thc 'time of prcparing
the annual budget. 1'hc major inves-
tors. such as the Nutional Social Secur-

ity FuntJ. are consultcd as to the

investnrertt they are lrkely to make and
the shares of the total amount likely to
be raiscd through securitics (which
forms part rlf l)evel<lpment Revenue)
from the virrittus tvpes of itt'"'cstors. the

comrneroal barrks and thc Central
Bank are worked out.

The Central Bank adviscs the Treas-

ury on the nraturities intt'r which the

total amount shoul<l be split and the

approprialc lntcrcsl ratcs for the
maturitics. Gcncrallv,'thrce maturitics
are oflered; up t() 5 years: between 5

and lt) vc;rrs: and over l() years. The
Central Bank lrctive ly u'atches the
progress of the issues ttl ensure that
the budgct expectations are fulfilled as

far as possiblc b-v., swrtching the original
allocations if ncccssarv If. in spite of
this. there rs a shortfall in the subscrip-
tion to thc issucs, it has tcl he made
good hy thc ('cntral Bank--cither hy
taking up thc balance of the issue, or
short-term lending lo the government.

In the 1986187 budget. the gtrvern-
ment announced the introduction of
two new nredium and long-term
securities aimed at offsetting the ex-
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cessive money supply injection that
was expected to arise from the balance
of payments surplus. The government
proposed to offer to the public, as well
as commercial banks. on a voluntary
basis. the opportunity to invest excess
liquidity in these securities: One with a
maturity of 2 years. and the other with
a maturity of 5 years. The first security
was intended for a broader spectrum
of investors, i.e. commercial banks.
financial institutions and individuals,
while the second was primarily de-
signed for insurance companies and

other institutions such as pension
funds. While in the case of medium-
and long-dated stocks both the coupon
rate and the price at which the stocks
are sold are fixed in advance. these
new Treasury bonds will be sold at
prices determined by hids in a com-
petitive auction process. This has the
advantage of allowing investoh to
determine the yields or effective in-
ttirest rate on the bonds, which are
necessary to achieve the required level
of sales.
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CHAPTER LFOREIGN EXCHANGE AND IiXCHAN(;E CON'I'ROL
OPERATIONS OF THE CENTRAI, BANX

'fhe foreign exchange and exchange
control operations of the Central Bank
of Kenya are activities designed to
enable the Central Bank carry out its
responsibilities of maintaining an
adequate level of external assets;
administering laws relating to controls
on imports, exports, foreign exchange
transactionsl and administering pay-
ments agreements between Kenya and
other countries.

Foreign Exchange Operations

Historically, central banks have held
reserves of external assets in order to
safeguard the value of their currency.
Statutes of many central banks require
them to hold reserves of such external
assets at least equal in value to some
fixed percentage of total currency
issued by them or to ainr at a certain
target of foreign currency irr relation to
a country's imports. Central banks
hold these reseryes to act as a buffer
against adverse movements in the
country's balance of payments with the
rcst of the world, and to maintain
confidence of external solvency. All
central banks havc tnus to pay careful
attention to both the composition and
thc overall levc'l of their reserves.

'l'runsactions in tirrcign exchange
takc place throughout the year. Busi-
ness houses and nrarketing boards
engaged in agriculture, industry and
trade as well as private individuals sell
gtxrds and services to people overseas
and also buy from thenr. All this
involves receipts or payments which
rnay be imrnediate or accruing at some
future date. These transactions take
place through the banking system. The
transactions relating to the general
public are carried out by commercial

ltunks atrd thosc of tlte goverurrtctrt lrr
the Centrul []arrk. llorre re r'. \()nle -

tilnes comnrerciul lrirnLs ltrc lrlsrr e;rlle tl
upotl to e\('cute s()nl(' 1](!\ unulle nl
transacti()ns lbr rctt*oirs tll errtrrctri-
ence. On the Kcnvan sitlc. anr' pirrlr
having to make a paynrcot lrlrro;rtl lxrr:
the shilling equivalc'nt kr its courrrrcr-
cial bank ancl asks it to l)lr\ t hc
correspondihg ttlrcign crrrrcne\
alnount to tlre creditor alrro'rtl. \'trr'-
larly, whcn any pert)'is to rceeivc
payment from abroad, thc corrrnrcrciirl
bank receives the tirrciqn crclurngc
while the Kenyan partv rcccircs thr.'

equivalent in shillings. 'I'his is treerrusc.
under the Exchange Control Acl . orrlr
parties authorized by the Cerrtr:rl Iilrnk
to handle transactions in forcign c.r-
change can maintain foreign currcncv
balances and make paymqnts out of
them or receive payrnents into thc'm.
Generally, only commercial banks arc
authorized to nraintain such balances,
for the purpose of handling foreign
exchange transactions rvhich have
been approved under exchange con-
trol.

The amount of foreign balances that
commercial banks may hold are set by
the Central Bank at a level sufficient
to enable them to carrv out their
day-to-day business. Any excess is sold
to the Central Bank and any shertfall
is made goocl by the Central Bank, in
exchangc tbr shillings. The reason for
this strict control is to conserve use of
the reserves and limit speculation
against the shilling by the commercial
banks. Similarly, whenever the gov-
ernment receives foreign e.xchange by
way of external assistancc, it sells the
foreign exchange to the Central Bank
against local currency. When thc gov-
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ernmL'nt nlakcs a tirrr;ign pavment. it
purchuses thc rcquircd an)ount of
foreign currcncv tiortr the Central
Rank antl scttlcs thc cqrrivalent in
krcal currencv against its account. The
Ceutral Bank then makes the foreign
exchange payment frorn its foreign
exchange holdings. 

.
In this way the Ceutral Bank ac-

quires and holds in its reserves of
external assets all foreign exchange
which is not inrmediately required for
making payrnents by the public or the
government. This foreign exchange is
held by the Central Bank in various
forms, i.e. current account balances
with banks abroad which normally do
not earn any interest; interest yielding
fixed term deposits; Treasury bills; or
any other instruments that are avail-
able in foreign money markets.

The Central Bank has to decide
from time to time how much should be
held in cash or assets which can easily,
be turned into cash, i.e. liquid form,
and how much should be invested in
higher yielding but less liquid form.
The purpose is to achieve the best
possible return on these substantial
assets, whilst still ensuring that foreign
exchange will be readily available to
meet the country's fgrgign exchange
payments as and when they fall due.

Although interest rates are normally
higher in money markets of countries
with weak currencies than in those
with strong currencies, the Central
Bank keeps a watch on developments
in important foreign exchange and
money markets to determine its invest-
ment stance, bearing in mind the need
to distribute its foreign exchange in-
vestments into currencies and instru-
ments that maximize the overull return
on investment, including any changes
in c6pital values of the investments.

An aspect of importance in manag-
ing Kenya's official reserves is the
r'bquirement that the Central Bank use
its best endeavours to maintain a
reserve of external assets at an aggre-
gate amount of not less than the value
of four months imports as recorded
and averaged for the last three preced-
ing years.

Keeping to the target is not easy,
particularly in times of balance of
payments problenrs. It then become a
matter of public policy to decide how
much foreign exchdhge should be allo-
cated for imports or for other essential
services. Another factor which is taken
into account is the availabi{ity of
finance from external sources such as
equity capital, loan finance, and grants
which make a large and growing con-
tribution to Kenya's external means of
payments.

Exchange Rate Operations

The term "exchange rate" refers to the
price at which one currency is ex-
changed for another currency. In
Kenya. the rate at which commercial
banks buy or sell foreign currencies for
shillings from or to their customers as

well as the rates at which foreign
exchange transactions are conducted
with the government are fixed by the
Central Bank. For this purpose, first a
central value for the shilling is fixed in
terms of the S.D.R. or any other
chosen currency, e.g. the pound sterl-
ing, or the US dollar. Currently, a
number of countries quote the value of
their currencies against a basket of
currencies-the S.D.R. is one such
basket. If the value is in terms of a
currency, the Central Bank thelr fixes
the shilling rates for buying or selling
that currencv. The rates for buying or
selling of foreign currencies by corn-
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mercial banks from or to their cus'
tomers are then fixed in relation to the
rates issued by the Central Bank.

The precise level at which the value
of domestic currency is fixed is of vital
importance to the economy of a coun'
try, because it becomes the basis for
fixing the exchange rates of the coun-
try's currency in terms of other curren-
cies, e.g. Kenya shilling in terms of the

US dollar, pound sterling. French
franc, etc. Once the exchange rates are

fixed in this manner, exPorters who
sell their goods in foreign currency
then know how much theY exPect to
make in Kenya shitlings. Similarly,
importers can work out their costs in
local currency of different items they
import.

If the value of domestic currency is

fixed at a level which importers find it
highly profitable to irnport, a nation's
foreign reserves can be reduced as

more imports are attracted and ex-
ports cliscouraged. Hence, central
banks endeavour to fix their currency
value at levels that would avoid such

consequcn(c*. Qi:neralf!, the practice
is to attempt to give some preference
to exports and domestic producers.
i.e. to encourage exports and discour'
age imports. The extent of such prefer'
ence has to be moderate because other
countries may be adversely affected
and hence retaliate.

When the Central Bank of KenYa

commenced operations in foreign ex-

change in 1966, it adopted rates used

by the East African CurrencY Boord,
i.e. shs 19.994 per pound sterling u'hen

buying from banks and shs 20.011 per
pound sterling when selling sterling to
them. The underlying centritl relation
was that shs 20 cqualled IL Subse'
quently, the value of the shilling was

fixed in terms of gold at Shs

1=0.124414 grams. This was done in
such a manner that it maintained the
central relation between the shilling
and the pound sterling of shs 20=fl.
The rates for the shilling and all other
currencies were worked out from this
central relation using the rates be-
tween sterling and other currencies in
the London foreign exchange market.
The central bpnks of Tanzania and
Uganda, both of which preceded the
Central Bank of Kenya, adopted the
same practice. As a result, the three
central banks worked out banking
arrangements amongst themselves
such that transactions in each other's
currencies were at par (i.e. they
bought and sold the shilling amongst
themselves at a common rate).

With the value so fixed, the relation
between the shilling and the US dollar
was fixed at shs 7.14286 = lUS dollar
because the US Treasury maintained
the value of the dollar at 35 dollars to 1

troy ounce of gold. In November,
1967, when sterling was devalued by
14.3 per cent, Kenya, together with
Uganda and Tanzania, decided to
maintain unchanged the par value of
the shilling in terms of gold. This left
the dollar/shilling rate intact, while rhe
sterling/shilling relation changed to
reflect the devaluation of the pound.

The system of fixing currency values
in terms of gold was created in 19214 as

part of the Bretton Woods arrange-
ment which had three main elements;
the par values, convertibility of cur-
rencies, and freedom from payments
restrictions. The main feature'pf the
Bretton Woods system was existence
of a settlement asset which was freely
acceptable, and that could also serve

as a reserve asset. The supply of gold
which previously served as a reserye
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and settlement asset, proved inadequ-
ate for the purpose of facilitating
international transactions. As a result
the US dollar was designated to sup-
plement gold reserves.

The functioning of this arrangement
depended.on two important condi-
tions: first, the willingness of the US
government to accunrulate dollar liabi-
lities in order to provitle liquidity to
finance expansion in international
trade and investment: arrd second, the
willingness of countries with birlance
of payments surplus to accunrulate
dollars as reserve assets. Countries
with persistent balance of payments
deficits were supposed to make macro-
economic adjustments without chang-
ing their exchange rates. These condi-
tions could not be sustained for long.

By late 1950s there was growing
realization thar the functioning of the
par value system was threatened by
two problems: first, attempts by the
major industrial coumries to use de-
mand management macro-economic
policies failed to solve their balance of
payments problems. Second, there
was demand for inrernational liqui<t-
ity, which could not be satisfiecl by
accumulation of US dollar liabiliries.
Furthermore, countries with balance
of payment surplus became increasing-
ly wary of accumulating dollar re-
seryes, and desired an asset that was
free from monetary policies of another
country. In order to resolve this issue
discussions began in September. 1963,
but it was not until April, 1968 that a

final agreement was reached on a

scheme to create Special Drawing
Rights (S.D.R.s). The first allocation
of S,D.R.s under the new scheme
involved S.D.R 9.3 billion over the
three years I97U72. Kenya received
S.D.R. 15.6 million. The second

allocation of about S.D.R. 13.3 billion
took place over 1979-81. Kenya. again
received S.D.R. 7.2 million, raising
the total cummulative allocation to
S.D.R. 22.8 million. l'he distribution
of S. D. R.s is based on members'
quotas in the Fund.

S.D.R.s are not tangible money like
notes or coin. They are' lrook entries to
facilitate settlement between partici-
pating members of I.M.F. or transac-
tions between nrembers and the Fund
or authorizcd institutions such as thc
World Bank. African Development
Bank, etc. 'fhe S.D.R. is also widelv
used as a unit of account in private and
official transactions because of its rela'
tive stability when ct;mpared to other
currencies.

When the first pllocation of S.D.R.s
took place in 1970. the value of S.D.R.
was set to a fixed quantity of gold
equal to the par value of the US dollar.
F<lllowing the devaluation of the US
dollar in 1971, the parity of the S.D.R.
and the dollar ended as rhe S.D.R.
appreciared against the dollar. After
19'73 par values were no ltlnger
observed and the dollar as well as

other major currencics floated freely
and since the shilling was linked to the
dollar, its exchange rate followed suit.
In order to give the S.D.R. a measure
of relative stability thar was lacking in
other currencies, the Fund decided
with effect from lst July, 197.1 ro value
the S.D.R. on the basis of a srandard
basket of l6 currencies. The currencies
were selected from countries whose
international trade averaged 1.0 per
cent of world trade over the period
1968-72. These were. the US dollar.
deutschemark, pound sterling, French
franc, Japanesc. yen, Canadian dollar,
Italian lira, Netherlands guilder, Bel-
gium franc, Swedish krona, Australian
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dollar, Spanish peseta, Norwegian
krona, Danish krona, Austrian schill-
ing and South African rand. In 1978,
the Danish krona and the South Afri-
can rand were replaced with the Saudi
Arabian riyal and the Iranian rial.
Effective from 1st January, 1981 the
number of currencies in the S.D.R.
basket was reduced to five, i.e. the US
dollar, deutschemark, pound sterling,
Japanese yen and the French franc.

Until October, 1975, the Central
Bank retained the relation between
the shilling and the US dollar with
marginal variations from time to time.
Hbwever, as time progressed this was
found unsuitable because of a sharp
upward movement in the exchange
rates between the US dollar and other
currencies. Hence in October, 1975

the S.D.R. was chosen as the basis for
determining the value of the shilling in
terms of other currencies. To fix the
shilling value in terms of other curren-
cies, the Central Bank obtains daily
the US $/S.D.R. rates from the Inter-
national Monetary Fund and the rates
between the US dollar and other
currencies from the Federal Reserve
Bank of New York.

Forward Exchange Cover

Since the exchange rates between
currencies fluctuate, Kenyan business-
men who expect to receive or pay
foreign exchange at some future date
and who do not wish to take the risk of
exchange loss (or gain) can safeguard
their position by obtaining forward
cover for future transactions. The cov-
er is in the form of a contract between
a businessman and a commercial bank.
The contract stipulates that a commer-
cial bank wo ,id buy or sell a certain
amount in foreign currency against
shillings from or to a businessman on
the stated date at an exchange rate

fixed at the time of making the con-
tract. In making such contracts, com-
mercial banks have to be very careful
that they themselves are not placed in
a position where they might sustain a

heavy loss because of unfavourable
movements in exchange rates between
the time the contract is signed and its
date of settlement.

lf demand from importers buying
foreign currency at a future date
equals the supply of the currency by
exporters at that date, then there is no
risk for commercial banks because
they can set off their forward sales
against their forward purchases.
However. this seldom happens. The
commercial banks therefore need a

safeguard against such contingencies
and obtain cover from the Central
Bank on lines similar to what the
banks provide to their customers.

The forward foreign exchange mar-
ket in Kenya commenced on l lth
December, 1967. Initially, the Central
Bank dealt exclusively in sterling in
spot and forward markets, but the US
dollar was included in the forward
foreign exchange dealings in Septem-
ber, 1968. Since then, the deutsche-
mark has been added to the currencies
in which the Central Bank deals for-
ward, and the maximum contract
period has been extended to six
months from the initial three months.
Forward deals in other currencies can
be arranged in other foreign exchange
markets against a forward purchase of
US dollars, pound sterling or deuts-
chemarks from the Central Bank of
Kenya.

As the exchange risk in foreign
transactions with clients is taken over
by the Central Bank, it is, of course,
necessary that the Central Bank
should be compensated for assuming
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the risk. This compensation takes the

form of a premium or discount over
the ruling spot rate of exchange. The
rates of "premium" or "discount",
which are technically quoted by the
Central Bank as "forward margins",
are based on international market
conditions depending on such factors
as the forces of demand and supply for
the currencies concerned, the differen-
tials in ruling interest rates, inflation
rates, and the general political and

economic conditions in the countries
involved. Interest rate differentials
are. however, the most dominant sin-

gle factor in determining forward mar-
gins.

Relations with International Financial
Institutions

In its role as manager of foreign
exchange reserves, the Central Bank
of Kenya maintains correspondent re-

lations with foreign central banks and

commercial banks in those financial
centres where warranted bY the

volume of business and the financial
services available. The Central Bank
opens accounts with reputable banks

and operates current accounts for day-

to-day settlements and receipts, and

securities accounts for investments
such as short-term deposits, govern-
ment Treasury bills, and other long-
term paper.

The Central Bank also maintains
accounts of international institutions
such as the International Monetary
Fund, the World Bank GrouP, the
European Economic CommunitY De-
velopment Fund, and other aid agen-

cies. On a regional basis, the Central
Bank maintains accounts with regional
central banks for operating reciprocal
banking facilities. The reciprocal
banking arrangements are to be taken
over by the clearing house based in

Harare, Zimbabwe (recently estab-
lished as part of the Preferential Trade
Area institutions) where the Central
Bank of Kenya maintains a settlement
account to cater for regional trade.

Exchange Control Operations of the
Central Bank

Under section 30 of the Central
Bank of Kenya Act, the Central Bank
is required to administer any law
relating to exchange control that may
be in force at any time in Kenya. The
Exchange Control Act provides that
the Minister for Finance retains the
overall supervisory powers.

Restrictions of some kind or another
on foreign exchange transactions by
Kenya residents have been in exist-
ence for over half a century. In the
early 1920s, there were quite restric-
tive exchange control rules regarding
transactions between Kenya, which
was then a part of the sterling area,
and the rest of the world. Transactions
within the sterling area were, how-
ever, free from restrictions. Since in
those days people in Kenya had very
few transactions outside the sterling
area, the stringency of these restric-
tions was not felt'by many people or
businesses.

Local legislation providing specifi-
cally for exchange control was intro-
duced in 1951 and the main provision
of the current Exchange Control Act
have been inherited from it. Again,
the l95l statute controlled transac-
tions with non-sterling countries only.
By leaving remittances to sterling area
free ofcontrol, Kenya began to experi-
ence strong press'rre on its reserves
after independence in 1963. A number
of people at that time decided to take
out all their assets or transfer large
amounts of funds to other sterling area
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countries like the United Kingdom,
Canada, Australia, India, Pakistan,
etc. The impending break-up of the
East African Currency Board in 1965
greatly increased such activity because
of fears about the new currencies. In
June, 1965, it became necessary to'
impose exchange control on transac-
tions with sterling area countries other
than Tanzania and Uganda, which also
took similar action. Exchange control
restrictions were extended to the two
neighbouring countries in August,
1977 after the collapse of the East
African Community.

The Exchange Control Act and the
subsidiary legislation and rules and
regulations made under it together
form one of the most important means
for economic management in Kenya.
The Act provides that all transactions
involving foreign exchange are prohi-
bited unless permitted directly by the
Central Bank of Kenya or indirectly
through the authorized dealers. Such
transactions include: the purchase,
sale, borrowing or lending of foreign
currency (and gold) and the mainte-
nance of balances in foreign countries;
payment to non-residents or into these
accounts in Kenya; export of any
financial instrument or bill of ex-
change, e.g. cheques, currencies,
dratts, travellers' cheques, securities
and gold; transfer of securities
between non-residents and residents,
and holdings of foreign securities;
exports of goods to countries outside
Kenya.

In administering the Act, the Cen-
tral Bank considers applications from
parties wishing to enter into these
types of transactions in the light of the
Government's policy, and approves or
rejects them, or calls for further
information before giving a final deci-

sion. According to the provisions of
the Exchange Control Act, the ex-
portation of goods of any class tg any
place outside Kenya is prohibited un-
less the Central Bank gives its consent.
These powers have been delegated tr-r

the Commissioner of Customs on cer-
tain conditions, e.g. he can only allow
the exportation of goods which are
going to be sold abroad if he is
satisfied that the sale proceeds of the
goods will be received within a speci-
fied period; and that payment will be
made in foreign exchange. Established
exporters may register themselves with
the Central Bank. Registered expor-
ters are not required to obtain pre-
shipment approvals from the Central
Bank, but are, however, required to
account for proceeds of sale to the
exchange control.

Export documents (CD3 forms) are
channelled through the commercial
banks which retain copies of these
forms, the original one being released
to the exporter for the purpose of
clearing the goods with the customs
authorities. One of the copies is sent to
the Central Bank by the exporter's
bank to give the Central Bank notice
of an impending export. When the
goods have been cleared through cus-
toms, the custom's copy is sent to the
Central Bank. When the proceeds of
the sale of the goods are received, a
certificate to that effect is prepared by
the exporter's bank and again dis-
patched to the Central Bank. The
three documents are then matched and
retained as a record of satisfactory
export performance. The Central
Bank also checks to ensure that not
only does the country get a fair return
for the goods, but in particular that the
money is actually received within a
reasonable time.
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Under the exchange control law, no

resident, be it an individual or a

private or public institution, can bor-
row foreign currency without the con-

sent of the Central Bank. While bor-
rowing by the government does not
require exchange control consent, the

Central Bank is duly informed of it;
borrowing by other parties requires
the express prior approval of the Cen-

tral Bank. Borrowing by government

corporations require TreasurY's

approval. The main concern of the
Central Bank in this area is to satisfy

itself about the purpose for which the
loan is being raised and other tasks

and conditions of the loan including
th€ interest rate that is being charged,

and the repayment periods. One of the
major considerations in foreign bor-
rowing is to spread the rePayment

period of the loans over as long a

period as possible.

Residents who, in one way or
another, become entitled to foreign
exchange cannot retain it themselves,
but are required to sell it to authorized
dealers and receive shillings in return.
Non-residents visiting KenYa are

required to pay their hotel and other
bills in foreign exchange.

The appropriate ministries in the

lovernment determine the desirability
of foreign investment to be allowed in
the areas of economic activity they are

concerned with. The Central Bank
then ensures that the investment is

made by the foreign Parties in an

approved manner, e.g. cash or new
machinery. Borrowing from local
banks by resident comPanies with
foreign ownershiP beYond certain
levels require prior approval by the
Central Bank.

ments are made in respect of imports
of goods. The total amount to be spent
on imports in any financial year and
the broad priorities for imports of
different categories of goods are de-
cided by the government. The Central
Bank is entrusted with the task of
allocating foreign exchange to import
licences. To give effect to these deci-
sions, and under current arrangements
exchange control procedures are de-
vised by the Central Bank to ensure
not only that the goods so authorized
for importation come into the country,
but also that the price paid for them is

in accordance with market prices for
such goods in international markets.

In order to ensure that contractual
requirements in price, quantity and
quality are met, the Central Bank, in
consultation with the government, has
made arrangements with the General
Superintendence Company (S.G.S.)
to check and make comparisons.
S.G.S. is charged with the responsibil-
ity of conducting price comparisons as

well as quality and quantity inspection
before certain range of goods are
shipped to Kenya. When these re-
quirements are met, a "Clean Report
of Findings" is issued which enables
local banks in Kenya to effect payment
to the suppliers abroad. When a "Non-
Negotiable Report of Findings"
(N.N.R.F.) is issued, commercial
banks cannot effect paymenr as the
report is not negotiable.

A resident wishing to engage the
services of a non-resident individual or
institution must get prior approval of
the exchange control before entering
into an agreement to pay for the
services. Such services include man-
agement, consultancy, and technical
services. Dividends due to non-
resident investors are freely remittedThe bulk of foreign exchange PaY-
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to them provided they arise out of
foreign investment which came in by
an approved manner and accrue from
trading profits. Applications for fore-
ign exchange for all other purposes are
examined by the Central bank to
establish the purpose and the amounts
involved and decisions are taken in the
light of the prescribed criteria.

In 1965 the Exchange Control Inves_
tigations Branch was established for
the purpose of enforcing the Exchange
Control Act (Cap. 113 Laws of
Kenya). Since then the branch has
established offices in Mombasa,

expanded considerably and it has now
Maundi and Kisumu. The investiga_
tions branch ensures that funds d"ue
from abroad are properly received
wtthout delay and also enforces res_
trictions imposed by the Act in rela_
tron to gold, foreign currency, imports
and exports procedures. 

- 
Ofiicers

attached to the branch monitor activi_
ties along the borders with a view to
gathering intelligence information re_
Iating to smuggling of foreign currency
and local currency. Also, ihe officers
rnspect all tourist hotels and lodges
and check on their mode of acceptlng
and disposing foreign currency.
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CHAPTER L$UPERVISORY FUNCTION OF THE CENTRAL BANK OF
KENYA

The supervisory powers conferred
on the Central Bank of Kenya are
contained in the Banking Act which
came into effect on 3rd June, 1969

replacing the Banking Act of 1956. As
indicated in Chapter 5 the Banking
Act has been amended several times in
order to meet the needs of monetary
authorities in lhe conduct of monetary
policy and to give the Central Bank
legal powers in performance of its
various functions. The Banking Act is,
however, mainly designed to help safe-
guard customers' deposits in commer-
cial banks and other financial institu-
tions for a number of inter-related
reasons.

First, many people who carry out
financial transactions through a bank
maintain a deposit account which
means that they assume the role of
bank creditors and become linked with
the fortunes of their bank. This con-
trasts with nlost other retail business,
where customers simply pay for goods
or services and never become creditors
of the firms. Secondly, deposit safety
is related to such factors as the capital
in a bank and the condition and
market value of its assets, including
loans and securities. Investigation of
these factors is too complex and costly
for individual depositors. Morcover.
even if it was possible to establish that
a bank's assets relative to its liabilities
were adequate, the condition could
change quickly because nrany bank
assets and liabilities are highly liquid.
Since banks continually add nerv credi-
tors, the relative amount of callital and
other factors protecting depositors do
fluctuate. A third reason for depositor
protection is that much of the informa-
tion needed to evaluate the condition

of a bank is confidential and unavail-
able to the public.

Bank depositors thus have greater
difficulty in protecting their interests
than creditors of other types of
businesses. While depositors could
conceivably combine their efforts in
evaluating banks and other financial
institutions, the task would still be
difficult and costly.

The difficulty faced by the ordinary
depositor in establishing whether his
money is safe or not is one reason why
banks and other financial institutions
are particularly vulnerable to crises of
confidence. These crises have occur-
red in a number of countries, and have
shown that, once depositors lose confi-
dence in the safety of their dcposits
because of facts, rumours, or any
other reason, a "run" on the institu-
tion concerned can develop very
quickly.

The difficulties involved in bank
crisis management have led most
countries to look for preventive mea-
sures which attempt to ensure that
"run" on banks do not arise. In Kenya,
preventive measures have two dinren-
sions: first, the Central Bank super-
vises banks and other institutions, in
order to identify problems of manage-
ment or financial condition so that
they can be remedied before they
reach the point of crisis. Secondly, a

deposit protection scheme has been
introduced, so that individual deposi-
tors do not have to fear for the
ultimate safety of their deposits, even
if a crisis of some sort does emerge.
There are also procedures for orderly
management of bank failures.-These
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measures should be understood as

intended to prevent systemic failure of
the whole financial system (which
would have serious consequences for
the operation of the economy) and to
protect individual depositors. They
should not be understood as guaran-
teeing against the failure of individual
banks or other institutions. Neither
are they intended to protect the man-
agement, shareholders or creditors
(other than depositors) of those in-
stitutions. The fact that the Central
Bank does supervise an institution
does not limit in any way the duties of
shareholders. directors and managers
to ensure that prudent procedures and
appropriate management practices are
followed. Scrutiny by the Central
Bank is a complement to these, not a
substitute for them. And, as interna-
tional experience has shown. it cannot
be assumed that Central Bank supervi-
sion will always identify potential fai-
lures before they occur, partlcularly
when fraud is involved.

The Central Bank discharges its
supervisory responsibilities for deposi-
tor protection through a programme of
on-site inspections, and by periodic
monitoring of the capital. profit and
loss, as well as the liquidity, of com-
mercial banks and other financial in-
stitutions. Annual audit reports on
licensed banks and financial institu-
tions are also submitted to the Central
Bank for review.

Bank Inspections

The power of the Central Bank to
conduct on-site inspections of licensed
banks and financial institutions is spelt
out in section 19 of the Banking Act.
The purpose of these inspections is to
ascertain that operations are safe and
sound with due regard to the interests

of depositors, and to determine con-
formity with the relevant laws, rules
and regulations governing these opera-
tions. A comprehensive written report
is prepared by the Central Bank dur-
ing each inspection for submission to
the directors of the institutions under
inspection. A close follow-up is con-
ducted to ensure that any needed
corrections identified during an in-
spection are initiated as deemed neces-
sary by the Central Bank.

The inspections carried out by the
Central Bank are based on actual
on-site visits to the banking prdmises
of the respective institutions as stipu-
lated in the Act. During an on-site
visit, Central Bank inspectors review
and comment on the organizational
set-up of each institution visited, the
delegation of functions, the roles of
policy and operating staff and manage-
ment controls. The inspection exercise
focuses on the board of directors, its
composition and functions. the fre-
quency of board meetings, the nature
of business discussed and the records
kept. Inspectors look for possible con-
flict between the board and the day-to-
day management, how authority is

exercised at the board level. and for
lower management, and whether the
activities are co-ordinated. The gener-
al qualification of the board members
and their knowledge of the institu-
tion's financial matters are noted.
Areas of weakness are pointed out.

Commmittees of the institution and
their activities are looked into to de-
termine their usefulness and perform-
ance in the various functions for which
they are responsible. The chief execu-
tive officer's experience in banking is
examined, along with his incumbency,
terms of appointment, discretionary
powers and how effectively they are
discharged. His capability to co-
ordinate the various activities is
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appraised. Other executives' rela-
tionship with the chief executive is

examined by interviewing them. Other
areas examined are the assignments
and functions of executive staff, and
their capabilities and experience.
Manpower development, recruitment,
training and development of staff in
relation to their experience and
qualifications are examined in detail.
Efforts on Kenyanization, etc. are
areas that are looked ifito and, where
shortcomings exist. these are pointed
out to the management.

Financial Condition of the Licensed

Banks and Financial Institutions

During an insPection tour, Central

Bank inspectors ascertain the consoli-

dated condition of the institution. in

terms of assets and liabilities, as com-

pared with the last inspection carried

out. The growth of items such as

capital and reserves. deposits, ad-

vances and profits is examined over a

periocl of say three years to indicate
whether there has been improvement
or decline. lmportant operational
ratios are examined, including the

percentage of capital reserves to de-

posits; Percentage of investments in
gorernment obligations to deposits

and also to total investments; the

advances/deposit ratio; and provisions

for bad and doubtful debts to capital

and reserves.

The ratios are assessed with a view

to determining in which direction a

bank or a financial institution is going.

The ratios assist the inspectors to
make a proper assessment of the finan-

cial health of the institution con-

cerned.

Capital Structure

banking industry and, in this connec-

tion. the Central Bank insPectors

appraise the paid-up caPital or
assigned capital in relation to total
deposit liabilities. This examination
serves several purposes. In the first
instance, the law requires maintenance
of capital at a minimum of 7.5 per cent
of deposits. Secondly, the law stipu-
lates that loans to one Person or
institution should not exceed 100 per

cent of capital or 5 per cent of deposit
liabilities. This limitation is based on

the principle that it is Prudent to
diversify lending risks. Capital struc-
ture is therefore examined to deter-
mine compliance with the law. A
listing of ownership is also examjned
and details as to how the capital .is

employed in the business.

Deposit Liabilities

Deposits of the institution are

examined by Central Bank inspectors

to determine the sources. and the

increases or decreases over a period of
say five years. Developments in terms
of customer service imProvements,
new branches. interest rates paid and

other terms are studied. A breakdown
of deposits and thgir maturities is

examined since deposits are indicators
of the institution's growth orientation
and it is necessary to determine
whether an institution is relying on

narrow sources for deposits. Since the

spread of deposits across maturities
determines the stability of the de-
posits, it is an area that inspectors also
look at closely.

Borrowings, Profit and Loss

Borrowing from the Central Bank,
local and external banks. financial
institutions and the money market is
examined in terms of frequency, au-
thority for such borrowings' records,Capital adequacy is important to the
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and/or the purposes for these borrow-
ings. The profit and loss accounts are
also examined in order to identify
profits and losses since the last inspec-
tion and to work out the profit to
capital ratio. Details of returns and
expenditure performances are ex-
amined to detect any deviation from
the laid down procedures. The budget-
ing procedures, controls and variations
are appraised and comments made as

to dividend payments. The trend of
the income/expenditure account is ex-
amined in detail in order to establish
the trends. identify factors that are
responsible for the behaviour of pro-
fits and bring out any weaknesses such
as loose controls on exilenditure,
heavy loads of debts, indulgence in
uneconomic practices, losses suffered
on account of frauds, theft or malprac-
tices by dubious book-keeping
methods. Examination is also carried
out on profits arising out of the sale or
revaluation of assets.

Cash and Bank Balances

An inspection is carried oSrt to
establish the adequacy of cash, the
adequacy of security arrangements,
cash limits, insurance of cash in vaults
and cash in transit and reconciliation
of cash accounts. Other related
examinations deal with the cash ratio
and inter-bank lending.

Investments and Advances

Inspectors devote close attention to
the investment portfolio of a bank or a

financial institution. Section 10 of the
Banking Act places some limits on
investments, and confoimitv with the
law is checked. The yield of the
investnrent portfolio is examined and
ratios worked out. A complete break-
down analysis is done as to the interest
rate, cost, book value, market value,

appreciation/depreciation in value and
maturity distribution of the various
investments.

Various categories of advances are
examined. These include bills pur-
chased and discounted by amounts and
maturities. Direct' advances are ex-
amined in terms of appraisal of loan
applications, sanctioning procedures
for new loans and renewals, discre-
tionary powers, borrowings by foreign
controlled companies, etc. Loans ex-
amination is done so that prescribed
limits as stipulated in the Act are
adhered to.

The distribution pattern is also ex-
amined in terms of credit extended to
the priority sectors of the economy-
namely agriculture. exports, tourism,
etq Concentration of lending to a few
borrowers is viewed as a dangerous
practice and the examiners arc rc-
quired to look at this aspect very
closely. Loans to directors and their
related interests are listed and ex-
amined to see that they are all securetl.
Other areas examined in advances are
disbursement supervision, periodic re-
views and credit reports, security
offered, security documentation, and
insurance cover on securities.

Bad and Doubtful Debts

Any loans that are consitlerc'd as

bad or doubtful get special attention
during inspections. Comments on the
adverse features of these loans are
made and appropriate provisions re-
commended. Classification is done.
and a special mention of them is made
in the reports.

l-oreign Exchange Business and Ex-
change Control

Inspectors examine the instituti<tn's
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awareness of its role as an authorized
dealer in foreign exchange. Corres-
pondent bank accounts are examined
and remittances checked against ek-
change control approvals in order to
detect any remittances made without
exchange control authority. Savings

remittances by non-residents are ex-
amined to check whether theY con-
form to the regulations. External
accounts authorities are checked and
any irregular remittances and doubtful
dealings are sighted and reported as

necessary. Foreign exchange business

involving bills, drafts, import pay-

ments, purchases and sales of foreign
currency and export receipts are ex-
amined as necessary to establish con-
formity with the rules and regulations.

Banking Operations

Areas of operations that are ex-
amined include accounting systems

and controls, book-keeping, general

ledgers and subsidiary balancing and
reconciliation of all records, and up-
dating. Opening and closing of
accounts, dormant accounts, staff
accounts, cash controls, cash limits,
rules of access to restricted areas and
adherance to them, customer services,
space, cleanliness and other physical

conveniences are all looked at, and
commented on, as appropriate.

Reports and Returns

Licensed banks and financial institu-
tions are required to submit to the
Central Bank liquidity returns as at the
10th, 20th and the last day of each
month. Other returns required by the
Central Bank include those relating to
capital, profit and loss, and the level of
lending to the agricultural sector.
Additionally, commercial banks and
financial institutions are required to

submit a nnonthly statement of assets

and liabilities to the Central Bank.

With recent computerization in the
Central Bank, it has become possible
to speed up the tabulation and integra-
tion of the various returns so that
irregular patterns are quickly detected
and immediate attention paid to them.
This off-site review supplements the
detailed work of field inspectors which
is normally done on a staggered basis,
often once a year or every other year.
During such extended periods be-
tween inspections, many things could
happen, often without detection by or
notice to the Central Bank. With
off-site reviews based upon more fre-
quent reports and returns, the Central
Bank is able to maintain a current
profile on the various institutions.

Other Supervisory Tools

In extreme cases, the Minister may
revoke a licence if the licensee ceases
to carry on business in Kenya or goes
into liquidation or is wound up or
otherwise dissolved: or if it fails to
comply with the Banking Act, the
Central Bank of Kenya Act or the
Exchange Control Act, or any rules,
regulations, orders or directions issued
under any of those Acts. Besides
possible revocation of a licence by the
Minister for Finance, the Banking Act
also gives the Central Bank authority
to commission external audit firms
which meet certain standards to carry
out an audit and upon completion of
their audit to certify as to the institu-
tion's compliance with laws, rules and
regulations.
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CHAPTER LDEVELOPMENTS IN BANKING LEGISTLATION

The financial sector in Kenya is
guided by five principal Acts of Parlia-
ment: the Companies Act, the Hire
Purchase Act, the Building Societies
Act, the Banking Act and the Central
Bank of Kenya Act. The Companies
Act is relevant in so far as businesses
need to register their names with'the
Registrar of Companies before they
start to operate. After registration
each business enterprise is required to
apply for a licence as specified in the
Act controlling or regulating the type
of financial business intended to be
operated. In recent years, the distinc-
tion between the types of business
performed by various financial institu-
tions has tended to disappear, particu-
larly the activities of building societies,
the non-bank financial institutions and
banks. Banks have expanded their
services while other financial institu-
tions have made inroads into activities
that were primarily being performed
by banks. Despite this development,
the Central Bank of Kenya Act and
the Banking Act remain the legal basis
of the financial sectot.

The banking business differs from
other business activities in that its
prosperity depends on public confi-
dence. Whereas, a failure of ordinary
business can be filled by another
businessman, the failure of a bank has
far more reaching consequences. It
does not only cause problems for the
failed bank and its depositors, but can
also cause problems for other banks.
Monetary authorities have therefore
found it necessary to amend banking
legislation in order to regulate the
activities of banks and maintain the
delicate public, trust in the financial
system.

The Banking Ordinance, l9l0

The Banking Ordinance of 1910 was
the first legislation enacted in Kenya
to regulate activities of banks which
existed at that time. Although the
ordinance was not very elaborate
when compared to the present legisla-
tion, it contained the basic provisions
which form the basis of current bank-
ing law such as licensing of banks,
inspection and disclosure of certain
information to the public. In particu-
lar, banks were required to deposit
with the Governor of the Protectorate
Settlement deeds, memorandum and
articles of association before they
could commence business. The Gov-
ernor was also given legal powers to
order an inspection of a bank if asked
by a shareholder with more than 25
pei cent of shares or a depositor
holding more than 50 per cent of
deposits, and to approve external aud-
itors appointed by the banks. Banks
were required to publish their half-
yearly statement of assets and liabili-
ties at close of business on 30th June,
and 31st December, each year. In
addition they were required within 30
days (60 days for banks with head
office outside the Protectorate) after
31st December, each year, to file in
the Office of Registrar of Companies a
list of shareholders, their chairmen
and directors. This information was
accessible to the public by paying a

small fee.

The Banking Ordinance, 1956

After 1910, the banking industrY
expanded slowly, but steadily. By 1958

there were 9 banks and 3 non-bank
financial institutions. In 1916 the
National Bank of South Africa, started
operations. It amalgamated with two
other banks in 1926 to form the Bar-
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clays Bank (D.C.O.). Other banks

that followed were Nederlandsche
Handel-Maatschappij (now A.B.N.)
in 1951; Bank of India and Bank of
Baroda in 1953; Habib Bank (Over-

seas) Ltd. in 1956; and the Ottoman
Bank and the Commercial Bank of
Africa in 1958. The earliest non-bank
financial institutions to be established

were Diamond Trust ComPanY in

1946, Credit Finance Corporation in
1955 and National lndustrial Credit in
1959. Savings and Loans (Kenya) was

established in 1949 to do the business

of mortgage lending. It was followed
in the same business by East African
Building Society in 1959.

The non-bank financial institutions
operated generally under the Money
Lenders Ordinance of 1933. [n order
to cope with the increased number of
banks and the emerging non-bank
financial institutions, Banking Ordi-
nance, 1910 was rePealed and the

Banking Ordinance, 1956 enacted.

Opportunity was also taken to enact

the Building Societies Act, 1956.

Among the main Provisions of the
revised legislation was first, the crea-

tion of an office of the Registrar of
Banks. The Registrar of Banks was

given powers to license a bank or to
revoke its licence if in his opinion, the
conduct of the bank was not in public
interest. Those banks that were in
operation before the commencement
of the Banking Ordinance, L956'were
automatically granted licences. Broad-
ly, the registrar assumed the functions
that previously were performed by the

Governor of the Protectorate such as

licensing and ordering of regular in-
spection of banks.

Other provisions that represented
major departures from the previous

legislation were: first, introduction under.

section 4 of the minimum capital re-
quire.d to open a bank. The registrar
was allowed to grant banking licences

only to companies that had Paid-uP
capital of more than shs 2 million; the
second provision was creation of a

reserve fund. Banks incorporated in
the colony and outside the colonY
(unless in the opinion of the Registrar
the aggregate of reserves of such a

bank were adequate) were required to
maintain a reserve fund and transfer to
the fund, every year, not less than 25

per cent of their net profits until the
amount of the reserve fund was equal
to the paid up capital.

In order to protecr ure tntegrity of a
bank's management, the new law Pro-
hibited appointment as a director or
involvement in the management of a

bank any person who became bank-
rupt, or was involved as a director or
in the management of a bank that had

failed. Persons who had been con-

victed to a term of imprisonment for
an offence related to moral turpitude
were also prohibited from holding
office in a bank. Contravention of that
provision was an offence punishable
by imprisonment for a term not ex-

ceeding three years or a fine not
exceeding shs 10,000 or both such fine
and imprisonment.

The Central Bank of KenYa Act, 1966

After independence in the earlY

1960s each East African country de-

sired accelerated development for its

people. This also meant a need to have

a responsive and active monetary poli-
cy to supplement other economic poli-
cies. The East African CurrencY

Board, which to a lesser extent had

performed the role of monetarY au-

thority, suffered serious deficiencies
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that made its operations incompatible
with needs of the newly independent
nations. In particular, the Currency
Board was passive to external shocks,
and lacked discretionary powers to
influence or regulate the activities of
commercial banks and non-bank
financial institutions such as expansion
of credit.

As the weaknesses of the Currency
Board became increasingly apparent,
a debate was taking place as to
whether a common central bank was
the suitable replacement for the Cur-
rency Board or whether each of the
three East African countries should
establish its own central bank. In the
end, the desire to have independent
monetary and financial policies
favoured establishment of separate
central banks in Kenya, Uganda and
Tanzania. The Act of Parliament
establishing the Central Bank of
Kenya obtained Presidential assent on
24th March, 1966, but it was not until
14th September, 1966 that Central
Bank formally opened for business.

The Banking Act, 1968

Following the establishment of the
Central Bank of Kenya, with Powers
to regulate the lending activities of
banks and financial institutions it be-

calne necessary to revise the provi-
sions of the Banking Act in order to
harmonize it with the Central Bank of
Kenya Act, and to lay down a founda-
tion for future expansion of the bank-
ing industry. This was achieved
through enactment of the Banking
Act, 1968 which came into force on

3rd June, 1969.

First,the Banking Act abolished the
office of the Registrar Qf Banks and

transferred the functions previously

performed by the registrar to the
Minister for.Finance and the Central
Bank. The responsibility to license
banks and financial institutions includ-
ing the revocation of such licences was

according to sections 4, 5 and 6 vested
on the Minister. Under sections 19 and
20 the Central Bank was allocated the
responsibility of inspecting banks and
financial institutions including issuing
of directions to a bank or a financial
institution. whose affairs were found
during an inspection to be detrimental
to the interests of depositors or the
institution. Another function that was

transferred to the Central Bank was
approval of auditors appointed by the
banks and financial institutions.

The Banking Act, 1968, introduced
some new provisions not covered by
the previous legislation. A distinction
was made in section 2 between a bank
and a financial institution for the first
time. In addition, the minimum capital
requirements to open a financial in-
stitution were made more liberal than
for banks. Whereas the minimum
capital to start a locally incorporated
bank was maintained at shs 2 million,
the requirement for a financial institu-
tion was specified at shs 500,000.

Another new provision which repre-
sented a major development in bank-
ing legislation under sections 10, 11

and 12 was prohibition of banks and
financial institutions from lending to
any single person or institution more
than 5 per cent of its deposit liabilities
or 100 per cent of the sum of its
paid-up capital and unimpaired re-
serves, Both banks and financial in-
stitutircns were barred from lending
against security of its shares and to
allow any credit to be outstanding in
respect of their employees without
adequate security. Under sections 11
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and 12 banks were further restricted in
their trading activities and lending
against immovable property. In par-
ticular banks were not permitted to
engage in their account in wholesale or
retail trade including import and ex-
port trade. These restrictions did not
apply to financial institutions.

Finally the Banking Act, L968 re-
quired both banks and financial in-
stitutiont to maintain a minimum hold-
ing of liquid as$ets to be determined by
the Central Bank from time to time.
At that time liquid assets were defined
as (i) Kenyan notes and coin, (ii)
balances held at Central Bank, (iii) net
balances with banks in Kenya, (iv) net
balances with banks abroad, (v) Kenya
Treasury bills, or (vi) such other assets
as the Minister may determine. This
requirement provided the Central
Bank with additional instrument of
monetary control.

Amendments to the Banking Legisla-
tion 197L1984

In the period 1972 to 1984, the
Banking Legislation was revised a

number of times. The most important
changes rnade included the amend-
ment of section 48 of the Central Bank
of Kenya Act in 1972 which enabled
the Central Bank lending to the gov-
ernment to be flexibly determined.
The previous fixed limit of shs 240
million proved inadequate to finance
an expanding government budget. The
amendment raised the limit of govern-
ment borrowing from the Central
Bank to 25 per cent of its gross
recurrent revenue.

The next major amendment to the
banking legislation was in 1980 via the
Finance Act and Miscellaneous
Amendme.nt Act No. 10. The amend-

ment to the Banking Act raised the
minimum capital required to open a
locally incorporated bank from shs 2
million to shs 5 million and a financial
institution from shs 0.5 million to shs
1.0 million. In case of a bank and a
financial institution incorporated out-
side Kenya the minimum capital re-
quirements were respectively raised
from shs 10 million to shs 50 million
and from shs 1.5 million to shs 5.0
million. The Cpntral Bank of Kenya
Act was also amended on several parts
including addition to the powe, oi th"
President to v.ary or suspend the par
value of the shilling.

In 1982, the Banking Act was
amended by raising the minimum
capital required to open a bank or
financial institution. For a locally in-
corporated bank and financial institu-
tion, the minimum paid-up by capital
were raised to shs 10 million and shs 5
million respectively. Those incorpo-
rated outside Kenya had their mini-
mum capital raised to shs 100 million
for a bank and shs 50 million in case of
a financial institution. This revision in
capital requiropents was necessitated
by increase in number of banks and
financial institutions .which had began
to emerge.

The other two major amendments
to banking legislation occured in 1984.
Previously, building societies were ex-
empted from the provisions of the
Banking Act. Over time, however,
their business operations had extended
to activities traditionally performed by
banks. The Central Bank Act was
therefore amended in section 39A to
empower the Central Bank to deter-
mine interest rates charged by the
building societies and to inspect them.
In December, 1984, Presidential as-
sent was given to amendment qf the
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Banking Act to enable the Central
Bank to remove and appoint managers
of a bank or financial institution whose
affairs were not being conducted in the
interest of depositors or the institu-
tion.

The 1985 Amendments to the Banking
Act

The 1985 amendments to the Bank-
ing Act were the most comprehensive
since the Banking Act came into force
in 1969. Those amendments were de-
signed to remove weaknesses in the
previous legislation, and to give more
legal powers to the monetary auth-
orities and to broaden the responsibili-
ties and the coverage of institutions
under the revised legislation. The
main areas covered in the amendments
of 1985 are discussed below.

Licensing of Banks and Financial In-
stitutions.

Before the amendments, persons
wanting to start a bank or a non-bank
financial institution or to open a

branch, applied for a licence directly
to the Minister for Fi,nance. This proc-
edure was found unsatisfactory. The
new amendment requires an applica-
tion to open a branch or to start a new
institution to be channelled to the
Minister through the Central Bank.
The introduction of this amendment
became necessary because the Central
Bank is well-equipped to advise the
Minister regarding the requirements
listed in section 5 of the Banking Act.
In particular, the Central Bank has

access to the inspection reports, liquid-
ity and other returns, and due to its
daily contact with the financial system,
it is in a better position to gauge the
convenience and needs of the public to
be served. The change was also neces-

sary in order to institutionalize ap-
plication procedures and to make it

possible to call for uniform informa-
tion in all cases. The new procedure of
applying through the Central Bank
would among other things expedite the
consultation process specified in sec-
tion 24 of the Banking Act.

Capital Requirements

Two considerations influenced the
decision to raise capital requirements
in 1985. First, capital levels in Kenya
were low when compared. to other
countries. Second, the low level of
capital required to open a bank or
non-bank financial institution was con-
sidered to be partly responsible for the
rapid increase in the number of finan-
cial institutions. Monetary authorities
felt that more adequate capital was

Uecessary in any growing business and
particularly so in banking business.
Adequate capitalization was also re-
garded useful as a safeguard against
mismanagement of an institution.

In order to maKc the directors and
shareholders of banks and non-bank
financial institutions carry risk pro-
portionate to that borne by depositors
and creditors, section 7 of the Banking
Act was amended in 1985 to incorporate
three main provisions. One of the
main changes was the raising of mini-
mum capital required to start a bank
or a non-bank financial institution. For
a locally incorporated bank the mini-
mum capital was raised to shs 15

million and shs 150 million in case of a
bank incorporated outside Kenya.
Similarly, the paid-up capital required
to start a non-bank financial institution
was raised to shs 7.5 million for local
institutions and shs 75 million for those
incorporated outside Kenya. This
amendment ensures that those wishing
to do banking business have adequate
capital of their own. Both banks and
financial institutions were given up to
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i6th May, 1987 to increase their paid-

up or assigned capital.

In order to ensure that adequate
capitalization was maintained at all
times, and also adjusted automatically
proportionate to the increase in de-
posits, gearing ratio was raised from 5

to 7.5 per cent. lnstitutions were given

up to 16th May, 1988 to build-up their
capital and reserves. After that date it
will be an offence for a bank or
financial institution to operate with a
lower gearing ratio. In addition to this
provision the Central Bank, in con-
sultation with the Minister, was empo-
wered to prescribe minimum ratios
that banks and financial institutions
should maintain between paid-uP

capital and unimpaired reserves on
one hand and their assets on the other.

The other important provision to
strengthen the capital base of banks
and financial institutions was re-
introduction of a statutory reserve
fund. The reserve fund was to be
built-up from net profits. As long as

the reserve fund was less than paid-up
capital, institutions were required to
transfer 72.5 per cent of their net
profits each year to the reserve fund.
After the level of the statutory re-
serves was equal to the paid-up capital,

institutions were required to transfer
each year not less than 10 per cent of
their net profit to the reserve fund.
This requirement was necessitated by
the fact that a number of institutions
were declaring dividends or issuing
bonus shares even where real profits
had not been made. Furthermore a

number of institutions were also de-
claring dividends without making
adequate provisions for bad and
doubtful debts. This situation was

dangerous becarise without adequate
provisions for bad debts, one large or a

few loan defaults could precipitate a

financial crisis for the involved institu-
tions.

In order to minimize the possibility
of capital erosion through improper
declaration of profits, and inadequate
provision for bad and doubtful debts,
the amendments to the Banking Act
specifically provided for investment of
all moneys belonging to the statutory
reserves fund into government secur-
ities or other securities authorized by
the Central Bank not later than six
months after the end of the financial
year. Profits or losses will not be
declared before adequate provision for
bad and doubtful debts was made.
Finally, auditors appointed by banks
and financial institutions were re-
quired to ascertain compliance with
the provisions of the Banking Act and
the Central Bank of Kenya Act.

Prohibited Business

Section 10 of the Banking Act pro-
hibits banks and non-bank financial
institutions from granting unsecured
advances and credit facilities to its
employeesor their relatives more than
shs 10,000. Previously, this restriction
was not sufficiently explicit about the
status of the directors of the institu-
tions and their related interests. In
order to protect the interest of deposi-
tors and creditors. the law was
amended to explicitly prohibit direc-
tors of banks and non-bank financial
institutions from granting themselves,
their relatives and their associated
businesses unsecured advances and
credit facilities. In addition subsection
10 (4) was added to make all directors
of such institutions to be liable jointly
and severally to idemnify the bank or
financial institution against any loss
arising from granting advances. loans
or credit facilities which are unsecured
or not fully secured. Furthermore it is
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now a criminal offence for an institu-
tion to contravene these requirements'
This provision was important to guard

against abuses by directors, who failed
to honour their obligations, particular-
Iy in cases where theY ceased to be

directors making it nbcessary for banks

and financial institutions to make huge

provisions for bad and doubtful debts.

Before the 1985 amendment to the

Banking Act, section 11 of the Bank-
ing Act, on the prohibition of invest-
ment in immovable property or lend-
ing against securilY of immovable
property, could onlY be aPPIied to
banks. The purPose of Prohibiting
banks from undertaking certain
businesses was to ensiire safety of
customers' deposits against speculative
investments. Since there was little
restriction on trading activities of non-
bank financial institutions, they used

the opportunity to engage in specula-

tive investments-thereby putting at

risk the customers' deposits entrusted
with them. The 1985 amendments to
the Banking Act therefore closed this
loophole by restricting the trading
activities of non-bank financial institu-
tions as well.

Specifically, the non-bank financial
institutions were barred from acquir-
ing, or holding any Part of share

capital or have direct interest in a

financial, commercial, industrial or
other undertakings where the value of
the. financial institutions' interest
would exceed 25 per cent of the sum of
its paid-up capital and unimpaired
reserves, except shareholding in a cor-
poration established for the purpose of
promoting development and approved
by the Minister and also in the case

where the financial institutions took
interest in satisfaction of a debt due to
it. In such a situation, the financial

institution will bo expected to dispose
of the interest within a period deter-
mined by the Central Bank. Finnncial
institutions were also barred from ac-

quiring immovable property such as

land, except for the purpose of de-
velopment of their own premises or
staff houses. This restriction was

necessary to prevent customers' de-
posits being tied in non-liquid invest-
ments.

Another development which ne-
cessitated the 1985 amendments to the
Banking Act was vertical ownership in
financial enterprises, i.e. an institution
owned another financial institutions or
had controlling interest, and in nearly
all cases, had the same directors. In
those financial enterprises which
initially started as non-banks, they
began to set-up their own banks.
Partly, this development was to enable
them access to the interest free current
account deposits as non-banks are not
permitted to operate chequeing
accounts. Whereas there is nothing
sinister about this situation, inspection
reports revealed that parent com-
pAnies had a tendency of incurring
Iarge unsecured overdrafts with their
subsidiary banks. In addition, these
activities also complicated manage-
ment of monetary policy. The law was

therefore amended by introducing sec-

tion 118 which prohibit a licensed
financial institution in Kenya from
owning directly or indirectly equity
shares in a bank. Financial institutions
which were in this situation before the
amendment were given up to 16th
May, 1988 to liquidate their holdings
in banks or to reverse these arrange-
ments in order to comply with the
amendments in law.

Deposit Protection Fund

The most fundamental change in
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banking'environment trrought about
by the 1985 amendments was the
provision for establishrnpnt of a De-
posit Protection Fund to strengthen
the banking industry. The rapid in-
crease'ln the number of institutions in
the industry brought with it increased
risks of failure, and therefore potential
loss to depositors. The fund aims at
protecting the interest of depositors,
particularly small depositbrs who may
be unable to evaluate the financial
condition of an institution. The other
objectives of the fund are: (i) to
promote public confidence in the
banking system by lirniting runs on
banks, and; (ii) to set a mechanisri for
liquidating the assets and paying off
the liabilities of failed banks and finan-
cial institutions.

All deposrt taking banks and finan-
cial institutions licensed to carry on
banking in Kenya are required to.
contribute to the fund, by paying an'
appropriate amount annually which is
deemed to be adequate for the suc-

cessful operations of the fund. Build-
ing societies which accept deposits are

also to be contributors to the fund.
The rate of contributions to the fund is

not€xpeeted to exceed 0.4 per cerft of
the average of the bank's or financial
institution's total deposit liabilities.
The revised Banking Act provides that
the assessment rate may be increased
for any bank or financial institution
whose affairs are conducted in a man'
ner detrimental to its own interests or
those of its depositors. The maximum
dbposits to be covered by the fund will
be shi100,000 and will consist of the
aggregate credit balance of any
accounts maintained by a customer at

a bank orfinancial institution,less any
liability of the customer to the bank or
financial institution. The fund is to be

run by a board responsiblc for for'

mulation of policy and for manage-
ment and control of the fund. The
board consists of the Governor of the
Central Bank as chairman, and the
Permanent Secretary to the Treasury
as one of the members.

Other Amendments

Two other amendments were made
in 1985: first to ded with maintenance
of necessary information and records;
and secondly to streamline the opera-
tions of representative offices of for-
eign banks and financial institutions.
,In the past, the Central Bank had
faced problems in trying to investigate
the activities of some banks and finan-
cial institutions because information
was not readily available or records
were not maintained. This situation
undermined the effectiveness of the
Central Bank in its. inspections and
supervisory function. The 1985
amendmeirts therefore empowered thb
Central Bank to order a bank or
financial institution to maintain books,
records or information as may be
considered necessary, in .addition to
those currently being maintained.

Previously, the representative
offices of foreign banks and financial
institutions operated without any con-
trol. After the 1985 amendments,
these representative offices will now
be required to be licensed by the
Minister for Finance. In addition, the
Minister may require these offices to
furnish him with such information as

he may direct. Further, the Minister
may order a representative office
closed if in-his opinion the representa-
tive offico has engaged in banking or
financial business, cor\trary to the
terms of its licence.
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CHAPTER 6-ROLB OF TIIE CENTRAL BANK IN TITE MANAGEMENT OF
TIIE ECONOMY

The Central Bank of Kenya partici- Bank to endeavour to maintain "a

pates actively in general 
'economic sound monetary credit and banking

managementof thecountry. However, system conducive to the orderly and

its role is more specific in the deter.- balanced economic development of

minationandmanagementofmonet.thecountry''-andtoensure..external
ary policy. Monetary policy in Kenya stability of the currency" provides the

covers all actions by the Cintral Bank basis for monetary policy' Thus' in

and the gor"rnoient which influence formulating and pursuing monetary

the quantity, cost, and availability of policy' the Central Bank ensures that

money and credit in the economy. The the level of credit obtaining in the

aims of the Central Bank in conduct- economy does not impose excessive

ing monetary policy are compatible strains on available resouroes' At the

with those of the government. gottr same time' the Central Bank ensures

the Central Bank and the government that monetary policy provides general

seek to promote economic well-being environment in which savings can be

of the country by striving to achieve accumulated to the maximum extent

high econornic growth and employ- possible and utilized to support pro-

ment, relative stability in the domestic ductive investment' The Bank also

price level, and a viable balance of seeks to promote an environment that

payments position. In an overall sense, makes foreign investment in Kenya

the Central Bank's conduct of monet- attractive'

ary policy endeavours to ensure that
the money supply is adequate to sup- In order to fulfil the requirement of

port growth of productive activities maintaining a sound monetary and

while, at the same time, administering credit system' the Central Bank must

the supply of money in a way that devise practical criteria by which it can

minimizes inflationary pressures and readily establish whether monetary

balance of payments difficulties. stability is being reasonably maintained
or not, so that remedial action can be

The powers conferred on the Cen- taken whenever necessary' The prac-

tral Bank to discharge monetary policy tice adopted by th9 C'€ntral Bank is to

andthemannerinwhichitoperatesinsettargetsforthcincreaseindomestic
supplying the ultimate means of pay- credit of the banking system and to

ments to the economy have been contain growth in the money supply to

described in chapter 2 of this book. a level consistent with the attainment

This chapter is devoted to a discussion of credit targets' While the mainte-

of the manner in which the central nance of a sound monetary and credit

Bank carries out its responsibility of system is directly related to the attain-

promoting the achievemint of credit ment of external stability of the cur-

anA qlctra'nge conditions conducive to rency' there are certain independent

ttre iipia bit non-inflationary growth considerations that. make the latter a

of the Kenyan economy. fundamental requirement for orderly
economic development.

Article 4 of the Central Bank of
Kenya Act which enjoins the Central

The most important element of the
Central Bank's role in maintaining
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external stability of the currency is to
fdrmulate and maintain an appropriate
exchange rate for the Kenya shilling.
Unless foreigners have confidence in
the domestic valge of the shilling, they
cannot be exPected to save large

amounts and hold their savings in the

form of .financial assets in KenYa.

Local business also need assurance

that the external value of the shilling is

realistic, and will be kept reasonably
stable, so that they can make their
long-term production and investment
decisions in confidence' The mainte-
nance, both of an appropriate level of
the exchange rate and external stabil-
ity of the currency value, have there-
fore been among the Central Bank's
objectives in the field of domestic
monetary policy since its inception.

A supplementary measure aPPlied

by the Central Bank to help maintain
external stability of the currency is to
manage the countrY's external
receipts-such as loans, grants, and

export receipts-and payments made

for exchange of goods and services

with the rest of the world, and ensure

that these are broadly in balance. In
this regard, the Central Bank takes

action io ensure, in particular, that

there is no excessive downward pres-

sure on the country's foreign reserves.

the monetary aggregates. The growth
of monetary aggregates, properly re-

lated to the circumstances of the time,
is perhaps the best indication of
monetary conditions, and targets set in
terms of monetary aggregates are use-

ful in providing checkpoints against
which current developments can be
compared and monitored.

Several factors affect desirable
monetary targets. Some of these con-
cern the pace of inflation and the state

of the balance of payments, and how
these might influence the rate of
monetary expansion. One PurPose of
announcing monetary targets is to
serve rlotice that excessive increases in
domestic costs are bound to come uP

against resistance. If people believe
that the money supply is going to be

expanded to accommodate any rise in
costs and prices, however fast, infla-
tionary fears are likely to be increased.
If, on the other hand, peoPle are

convinced that the rate of growth of
the money supply will be held within
well-defined limits, this helps to re-
duce inflationary exPectations.

In the process of imPlementing
monetary policy, the Central Bank
usually states monetary aims for the
period immediately ahead, normally a

year, in the form of targets for the

domestic component of credit expan-

sion. There are two good reasons for
choosing a domestic credit expansion
target rather than a money supply one
in the Kenyan context. First, an exces-

sive growth of domestic credit is usual-
ly associated with a worsening balance

of payments, both directly, if liquidity
leaks abroad, and indirectlY, if the

excessive growth undermines external
confidence. The second consideration
is that it is the domestic element of
credit expansion that is most directly

Targets of MonetarY PolicY

In the imPlementation of monetary

policy the Central Bank makes exten-

sive use of quantitative monetary

targets as objectives of policy' There

are-advantages in using this approach'

One of them is that the targets give the

public a clear idea of what to expect'
'SecondlY, the best waY of giving a

clear indication of thrust of monetary

policy is to state quantitativq aims for

it 
" 

t"t" of expansion of one or more of
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under the control of the Central Bank.
To focus attention on domestic Oredit

expansion as a control variable is the
best means of ensuring that the domes-

tic financial situation is kept under the
proper degree of restraint, especially
when the balance of PaYments is in
serious defrcit.
Instruments of MonetarY Control

The Central Bank has a number of .

instruments of monetary control which'
it has employed on various occasions,

as conditions have indicated, sirlce its

establishment in 1956. The most im'
portant of these instruments is the
minimum liquid assets ratio which is
stipulated in section 18 of the Banking
Act. It was first imPosed on commer-
cial banks at 1215 per cent in Decem-

ber, 1969, and extended to other
financial institutions in June, 1974.

(Liquid assets are defined as cash in
the tills of banks, balances of banks
with the Cential Bank, Treasury bills
and net inter-bank balances in Kenya

and abroad). The minimum liquidity
ratio has been altered several times

since i972, mainly to influence lending
behaviour, and has been 20 Per cent

since January, 1983.

The Central Bank maY also require
commercial banks to maintain mini-
mum cash balances with it against their
total deposit liabilities though the

maximum prescribed balances may not
exceed 20 per cent of total dePosit

liabilities. This stipulation is contained
.in section 38 of the Central Bank of
Kenya Act. The first use of this instru'
ment by the Central Bank was made in
late L97 L when commercial banks were

iequired to deposit at the Central
Bank 5 per c€nt of their net dePosit

liabilities. The primary objective was

to reduce the banks'free cash base and

hence curb their capacity to give loans

and advances. This measure was res-
cinded in early February, 7972 after
demonstrating its powerful impact.
The instrument was used again by the
Bank frdm 1978 to April, 1981 (the
ratio was 4 per cent until July, 1978,

when it.was reduced to 3 per cent).

Another instrument is that of selec-

tive credit control. Since its establish-
ment, the Cgntral Bank has devoted
much effort towards qualitative credit
congol in ordpr to encourage those
areas of economic activity considered
essential or of high priority (especially
agriculture), and'to discourage those
which are of lower priority. The Cen-
tral Bank has effected this policy by
issuing special directives in respect of
loans, advances or investments made
by commercial banks. The Central
Bank is authorized under its statute to
impose limits on any category of loans,
advances or investments made by com-
mercial banks.

Interest rates can be used in various
ways, e.g. raising deposit rates to
encourage savers to place their savings

with banks and other institutions, rais-
ing interest rates on bank loans to
discourage their use for PurPoses
which hate a low return or are

contrary to national economic policy
as well as controlling the growth of the
molley supply, and reducing rates to
encourage the use of bank loans for
purposes of a high PrioritY.

It had been official policy in Kenya
since independence to follotv a "lo*
interest rate policy" in order to en'
courage investment, and to protect the
small borrower. In addition, the Cen.
tral Bank held the view that stability in
interest rates was an important factor
in promoting development. It was felt
that frequent changes in interest rates

54



would lead to uncertainty in repay-

ments, which could discourage new

investment and add to confusion in the

credit market. The Central Bank
maintained thatinterest rates were not
to be given too much emPhasis in the

demand management of the economy'
In the Kenyan context, allocation
schemes seemed to work much better
and faster in supplementing instru-
ments of monetary control such as

liquidity and cash ratios. Certain rigi
dities seemed to exist. within the Ke-
nyan banking system which- tended to
hinder the smooth aPeration of the

interest rate mechanism.

The above considprations do not
imply that interest rates were not used

at all as a monetary PolicY tool in
Kenya. Changes in interest rates were

made at appropriate times not only for
purposes of monetary control but also

io protect savers and borrowers alike.

From the inception of the C-entral

Bank, interest rates were not altered
until mid-1974 when the minimum rate

on time and savings dePosits wa9

raised from 3 to 5 Per cent and the

lending rate raised from 7 to 8 Per
cent.

Since 1983, the role assigned to
interest rates within the monetary poli-

cy framework has been significantly
modified. Interest rates are now consi-

dered to be one of the main instru-
ments of controlling monetary csndi-
tions in the country, and greater in-
terest rate flexibilitY can helP to
achieve monetary control and an

appropriate allocation of financial re-

sources in a way which is considerably
more efficient and equitable than

could be achiwed wing the comPlex

set of regulations which have been in
force in the past. As a result, there has

been a general increase i+ i8terest
rates since 1983 and most inteiest rates

are now positive in real terms, i.e. the'y

exceed the rate of inflation. The Cen-

tral Bank has initiated this upward
movement in interest rates in order to
contain inflatignary pressures, to
promote savihgs, rationalize use of
credit and indirectly assist in manage-

ment ol balance of payinents. The
Bank expects to continue to maintain
positive real interest rates as well as

using interest rate poliey more actively
to promote monetary stability and

economic growth.

Exchange Rate Pollcy

The use of the exchange rate as an
instrument of monetary PolicY has

been controversial since the inception
of the Central Bank. While the issues

iirvolved in the debate have at times
not been clearly spelf out, it should
suffice to note that exchange rate
policy seeks to ensure balance of
p'ayments equilibrium in the sense that
the demand for imports is met through
exports ar*l the inflow of foreign
capital. Whenever thefe are"persistent
differences betweerl foreign receiPts

and payments over a long period, it is
obvious that the exchairge rate and

domestic policies are not compatible
with developments in the external
sector. The situition then ialls for
changes in either or both tYPes of
policies. The exact details of the cor-
rective actions required differ from
case to case depending uPon the
causes of such a disequilibrium..The
discussion below gives examples of
various situations which called for
changes in the exchange rate.

In Novembe r , 1967., ttre Pound sterl-
ing to which the shilling had always

been pegged in the past was devdlued
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by 14 per cent against the US dollar.
The monetary authorities in Kenya
decided not to follow the pound sterl-
ing. There are also two important
points to be made about this policy
action. The first is that it was taken in
conjunction with the monetary author-
ities of Tanzania and Uganda. A uni-
form exchange rate policy was in
practice considered to be an important
feature of the East African Commun-
ity, since exchange rates within the
region could thereby be kept stable,
and trade conducted in confidence.
Indeed, as the years passed the ex-
change rate came to be the only
common element of policy in the
community and hence a matter of
increasing symbolic importance.
Second, it was felt that devaluation
would lead to an undesirable increase
in domestic prices at a time when the
healthy balance of payments situation
in Kenya, in 1966 and the early part of
1967, did not provide positive argu-
ments in favour of a devaluation. But
it.was also recognized that an appre-
ciation of the shilling would have
harmful effects upon the earnings of
the agricultural sector and perhaps
also upon the level of economic
activity.

After November,1967 , the effective
exchange rate of the Kenyan shilling
remained almost exactly constant until
the middle of. 1971. This interlude of
calm was to be brought to an end, once
again, by events outside Kenya's bor-
ders. In August, 1971, the tension
between the relative values of the
world's major trading currencies which
had been increasingly apparent since
1967 came to a head. Concerned about
a persistent loss of gold reserves, the
United States suspended the converti-
bility of its dollar into gold, imposed a

10 per cent surcharge upon imports,

and demanded'a realignment of the
exchange rates of the major trading
currencies. For a time, these curren-
cies, including the sterling, were
allowed to "float" against the dollar
and inevitably most of them floated
upwards.

The Central Bank, at first, main-
tained the parity of the shilling with
sterling which contributed to an appre-
ciation of the shilling's effective ex-
change rate by about 1 per cent in the
third quarter of 1971. The Tanzanian
authorities decided in August, 1977 to
maintain the value of their currency in
terms of the dollar rather than sterling.
The East African shillings were there-
fore no longer at par, and an impor-
tant symbol of unity between the three
countries of East Africa was in danger
of disappearing. There followed ur-
gent consultations between the author-
ities of the three countries, as a result
of which the Kenya and Uganda shill-
ings were also pegged to the US dollar
rather than sterling.

In Qctober, L975, the exchange rate
of the shilling was again changed, and
the arrangement for fixing it was again
modified. The peg was switched from
the US dollar to the S.D.R. at the rate
of shs 9.66 per 1 S.D.R. from the
existing rate of shs 8.O16ZS per I
S.D.R. The S.D.R. was considered to
be a moie stable alignment than any
single currency unit. The exchange
rate of the shilling was further changed
in 1981 when it was devalued twice, by
5 per cent in February, 1981 and 15 per
cent in September, 1981 when it was
fixed at shs 11.95 per 1 S.D.R.

In December, 1982, it was decided
to adopt a flexible exchange rate pol-
icy aimed at maintaining a competitive
value of the shilling, by pegging the
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shilling to a standard basket of curren-
cies which are important in Kenya's"
external trade. These currencies in-

cluded the US dollar, pound sterling,
deutschemark, Japanese Yen, and the
French franc. This decision was based

on the fact that in the current regime
of floating exchange rates, the value of
other currencies in terms of the shilling
fluctuates on a dailY basis due to
changes in trends in economic activity
iir both Kenya and its trading partners,
as well as to sizeable changes in the
value of major foreigq currencies. The
adoption of the basket was designed to
reduce the undesirable appreciations
or depreciations of the shilling ex-

change rate in terms of specified cur-
rencies.

In adopting an appropriate basket of
currencies, it was decided to use trade
weights which reflected the bulk of
Kenya's trade mix. Traded goods and

tourist receipts were added together to
obtain the trade share of the curren-
cies which were included in the basket.

A basket representing a comPlete

country trade mix would in some waYs

have been preferred, but the advan-

tages would have been relatively mod-

est and did not appear to outweigh the

administrative disadvantages' Accor-
dingly, a short list of countries .that
capture the bulk of the volume of
Kenya's trade was adoPted for use.

The trade weights are adjusted on a

regular basis as need arises'

External Assets PolicY

The Central Bank is required bY

section 26 of. the Central Bank of
Kenya Act to do its best to maintain a
reserve of external assets, of an aggre-

gate amount not less than the value of
four months' imports, as recorded and

averaged for the last three preceeding
years.

The maintenance of adequate inter-
national reserves by the Central Bank
is considered as an essential part of
monetary policy because reserves pro-
vide the means to ensure continued
and uninterrupted flow of develo'P-
ment inputs such as imPorted raw
materials, spare parts, and caPital
equipment. If international reserves
fall below a certain level, the Central
Bank usually adopts policies of res-

traint to ensure a return to a target
level. If, on the other hand, they rise

above a certain level, it is usuallY
recognized that they represent invest-
ment in foreign financial assets that
are likely to be less productive than
some domestic investments.

Examples of external assets policy
actions since the inception of the
Central Bank have been as follows:
the first period was immediately fol-
lowing the devaluation'of the pound
sterling in November, 1967; the
second period comprised most of 1971

and 1972; the third period commenced
from the quadrupling of oil prices in
December, 1973 and ran to the middle
of 1975, while the fourth Phase com-
prised 1978 through 1980. In all these
phases excessive credit creation caused

heavy outflows of foreign exchange
largely through imports.

To stem the foreign exchange drain
in the first period, commercial banks
were directed in November, 1967 to
borrow from their head offices before
they resorted to the Central Bank.
Inter-bank lending was prohibited,
and facilities for fortrard cover for
foreign exchange were introduced for
the first time in the country's history.

During the second phase covering
l97l and 1972, selective credit controls
were imposed in July, 1971 uPon bank
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lending which were aimed particularly
at lending for hire purchase. By the
middle of November, 1971, it became
clear that this measure was having
little impact upon the gathering for-
eign exchange crisis. The Central
Bank then directed copmercial banks
to place 5 per cent of the value of their
deposit liabilities on spegial deposit, in
effect, raising the statutory minimum
liquidity ratio from l2rh per cent as

imposed towards the end of 1969 to
lTrh per cent. This measure placed a
binding constraint on lending by the
majority of eommercial banks and
brought the expansion of credit to the
private sector to an abrupt end. But it
became apparent at once that the new
credit restrictions were . falling most
severely upon srrall borrowers, and
those whose security was less well
established.

Furthermore, it was clear by the end
of 1971 that restrictibrl of bank credit
to the private sector would not be
sufficient by itself to prevent foreign
reserves falling to the minimum target
level, because the large crediLexpan-
sion to the public''sector which had
been set in motion by the expansion-
ary budgets of l970l7l was still gaining
momentum. Therefore aggregate
monetary restrictiolr was replaced, in
January, 1972,.by direct restriction of
imports; foreign exchange purchases
for transactions on current account
were made subject to license, and
quota limitations were imposed upon a

wide variety of imports.

ln the third phase covering the
period December, 1973 to the middle
of 1975, i.e. the oil crisis period, the
tollowing measures were instituted.
First, Oxpansion of credit to the private
sector, which in the fiscal year ended
June, 1974 had been allowed to reach

50 per cent of total domestic credit,
was restricted to no more than 12 per
cent for theperiod June, 1974 te June,
7975.It was', holvever, stipulated that
the credit needs of the agricultural
sector, small African enterprises, and
finance for industrial raw materials,
were to be met in full. Secondly, the 15
per cent liquidity ratio which had
previously applied only to commercial
banks was extended to non-bank
financial institutions. Thirdly, the in-
terest rate structure was adjusted with
the minimum rate on time and savings
deposits being raised from 3 to 5 per
cent, and the maximum lending rate
from 7 to 8 per cent.

Fourthly, import procedUres were
tightened, and rteps were taken to
encourage foreign controlled com-
panies to.turn more to overseas mar-
kets for their financial needs. The
maximum rate of interest imposed
earlier on foreign loans was lifted to
enable companies to raise overseas
finance at rates appropriate in foreign
markets. The effective ceiling on in-
terest rates for import credit accept-
able to exchange control was increased
from 9 to 11 per cent. Local borrowing
by companies with over 15 per cent
non-resident participation was further
restricted except for those in priority
sectors such as agriculture, manufac-
turing, exports and tourism. It was
further considered appropriate to per-
mit remittance of dividendq against
audited accounts only; the remittance
of interim dividends overseas was dis-
continued.

In the fourth phase which covered
the period 1978 to 1980, an advance
import scheme was instituted. The
import deposit scheme required a six-
month, non-interest bearing refund-
able deposit equivalent to either 25 or
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100 per cent of the cost and freight
value depending upon the category of
imports. Certain items were exempted
from these requirements including raw
materials, machinery, and government
imports. Originally the scheme co-
vered about half of Kenya's imports,
but the coverage was later reduced to
about a quarter of imports. Restric-
tions were also imposed on dividend
remittances: companies with equity
held by non-residents were not
allowed t<l remit dividend of more
than 10 per cent of equity capital
and/or reserves.

Sales of tickets to Kenya residents
for non-government travel abroad
were made subject to prior approval of
the Central Bank. Originally ticket
applications had to be accompanied by
a cheque of shs 2,Ofi) in the case of air
travel and shs 1,(D0 in case of travel by
sea. Later, these fees, which were to
be returned if the applications were
not approved, were changed to 10 and
5 per cent of the values of the tickets
respectively. The fee required did not
apply to students and residents travell-
ing for medical reasons.

The import deposit scheme was an
emergency measure aimed at dis-
couraging luxury imports and reducing
stocks in the cconomy. The scheme
was liberalized substantially in
November, 1979 when the import de-
posit requirement of 100 per cent was
reduced to 50 per cent, and that of 25
per cent to l0 per cent, except for
imports of passenger motor-cars and
textiles. The scheme was abolished in
January, 19ti3.

Retrospect and Prospect

It will be clear from the description
of past events that, even in the short

span of20 years, there has been a good
deal of change and development in the
approach to monetary policy, even
though the basic objectives have not
changed. These developments have
been caused by a number of factors-
notably the growing size, penFtration,
sophistication and diversity of the
domestic financial system, and the
great changes which have occurred in
the field of international trade and
finance. The pace of change and'de-
velopment is unlikely to slacken in the
foreseeable future, and the challenge
now is built on paSt experience in a

way which ensures that monetary poli-
cy continues to make the best possible
contribution to economic growth and
stability.

In this process, it will be important
not to lose sight of some fundamental
interrelationships and constrains, all of
which can be illustrated from the
Central Bank's first 20 years. First,
monetary policy cannot be used to
achieve a number of incompatible
goals. In particular, it is necessary that
target for the exchange rate, the level
of interest rates, the balance of pay-
ments position, and the rate of domes-
tic monetary expansion should be
mutually consistent. If they are not,
then it will only be possible to achieve
one goal at the expense of another.
For example, in periods where interest
rates are fixed at too low a level, there
will be a tendency for monetary and
credit growth to be unduly rapid and
for the balance of payments position to
deteriorate, eventually forcing a re-
view of the exchange rate.

Secondly, it is clear that the growing
diversity and sophistication of the
financial system will have a number of
implications for the conduct of monet-
ary policy. For example, there are
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signs that direct controls such as ratio
requirements, interest rate controls,
exchange controls and lending guicie-
lines are gradually becoming less effec-
tive as policy instruments. The greater
complexity of the economy means that
they are more easy to avoid or evade,
and successive attempts to modify
them to close loopholes generally have
only limited success, and it also means
that the controls quickly become di'ffi-
cult to understand. The judgements
required by bureaucrats in administer-
ing controls fairly and in the national
interest are becoming increasingly dif-
ficult, and it can be hard to change the
policy stance quickly to meet changing
circumstances. It seems inevitable that
Kenya, like many other countries, will
move towards placing less reliance on
such instruments, moving instead to-
wards more market based intervention
to achieve policy goals. A number of
moves along these lines were foresha-
dowed in Sessional Paper No. 1 of
1986, where they were integrated with
similar policy proposals in other sec-

tors. The Bank looks forward to play-
ing an active part in implementing this
framework within its own ar€as of
responsibility.

Thirdly, it must be recognized that
there is always likely to be a conflict
between growth and stability objec-
tives in the short-term. On a number
of occasions in the past, stringent
monetary policy actions have been

used to help restore a sustainable
balance of payments position or to rein
potentially explosive inflation. These
actions have constrained domestic
growth for a period, but it has to be
understood that there can be no pros-
pect of rapid economic growth in the
long-term in an environment of gallop-
ing inflation and/or the chronic accu-
mulation of external debt. According-
Iy, such periods of restraint are some-
times essential in spite of their short-
term costs. Such costs can best be kept
to a minimum by ensuring that policy
instrPment settings do not get serious-
ly out-of-line with the fundamental
forces facing the economy, and by
taking remedial action at the first sign
of trouble rather than waiting until it is
too late. Good analysis and research
are vital in order to do this successful-
ly, and the Central Bank is very
conscious of its responsibilities in this
respect.

Clearly, the Central Bank cannot be
complacent about its conduct of
monetary policy over the first 20 years.
The international environment is a

challenging one, and the domestic
environrnent is also changing both
rapidly and r4dically as the economy
matures. Monetary policy will need to
continually adapt as this process con-
tinues, but the fundamental objectives
of maintaining a sound financial sys-
tem and stability in the value of the
currency will not alter.
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CHAPTER 7-DEVELOPMENTS IN THE STRUCTURE AND CAPITAL OF
TIIE CENTRAL BANK OF KENYA

The Central Bank of Kenya was
legally established on 24th March,
1966 when the Central Bank of Kenya
Act received Presidential assent. It
was not, however, until 14th Septern-
ber, 1966 that the Central Bank was
officially opened by the late President,
Mzee Jomo Kenyatta and the first
Kenya currency notes released for
circulation to the public.

The Central Bank began its opera-
tions in a modest building, the former
Army Records Office on Lt. Tumbo
Avenue, now known as Herufi House.
lt took over the functions hitherto
performed by the East African Cur-
rency Board, in addition to the new
responsibilities specified in the Central
Bank of Kenya Act. At that time, it
had 60 staff members composed of 38

Kenyans and 22 expatriates. The first
Governor, Dr. Leon Baranski, was

seconded to the Central Bank by the
lnternational Monetary Fund. The
appointments of Mr. D. N. Ndegwa,
as Governor designate, and Mr. A.
Abdallah, as Deputy Governor, were
made in December, 1966, Mr. Abdal-
lah took up his appointment in Janu-
ary, 1967, while Mr. Ndegwa became
the first African Governor in May,
1967. By the end of the first year, staff
had increased to 148, of whom 24 were
expatriates.

The rapid expansion in the estab-
lishment reflected the inevitable
growth of the Central Bank's functions
and responsibilities. As early as

November, 1966, the Central Bank
took'over the Bankers Clearing House
and Kenya Government Accounts
from the National and Grindlays
Bank. In March, 1967, the Bank took
over the management and control of

foreign exchange from the Treasury
and sixteen months later, on 1st July,
1968, it took over responsibility for the
issue and management of Kenya Gov-
ernment Treasury bills, the adminis-
tration of government funded debt and
the management of the sinking fund.
Around the same period, an insPec-

tion office was set uP to enable the
Central Bank to exircise its powers of
surveillance and supervision over the-
country's financial system, as provided
under the Banking Act of 1968.

Organizational Structure of the Cen-
tral Bank.

After a few years of operation, it
became evident that Herufi House
could not adequately cater for the
needs of the Central Bank. Conse-
quently, a plot was acquired for con-
struction of bigger premises and moves
initiated to plan a new headquarters
building commensurate with the Cen-
tral Bank's physical and functional
expansion. Construction work on the
new headquarters building com-
menced in August, 1970 and was
completed in September, 1972. Tie
building was officially opened by the
late President, Mzee Jomo Kenyatta
on Lst December, 1972. By that time
the total staff had grownto222 and the
organizational structure that had
evolved up to that time was composed
of the following departments:

Office of the Governor.-Research
Department, Foreign Department
and Internal Audit.

Chief Banking Manager's Depart-
ment.-Banking Office, Cupency
Office and National Debt Registry.
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Exchange Control Deparfinents.-Ex-
change Control Office and Banks
Inspection Office.

Secretary's Deparnunt.-Accounts Of-
fice, Estates Office and Administra-
tion/Staff Training Office.

In September,1973, the annual meet-
ings of the I.M.F./I.B.R.D. and their
affiliates were held in Nairobi, the first
time for such meetings to be held in
Africa. The Bank joined hands with
other institutions of the government in
organizing the meetings and ensuring
that they were a success. On 12th
Decernber, of the same year, KenYa
celebrated her Tenth Anniversary of
Independence. To commemorate the
historic event, the Bank issued a spe-
cial coin of shs 5.

14th September,19T6 was the Cen-
tral Bank's tenth anniversary. Howev-
er, celebrations marking this impor-
tant event were held during Jamhuri
week in December, 1976 to coincide
with the country's independence
celebrations. The highlight of the
celebration was a presentation by the
Governor to the late President, Mzee
Jomo Kenyatta, a silver die of KenYa
notes representing all the four de-
nominations.

As early as 1968, the Central Bank
had purchased a plot on State House
Crescent to construct flats for middle
management staff. Construction of the
flats began in January, 1975 and they
were ready for occupation in JulY,
1976, in time for official opening as

part of the Central Bank's tenth
anniversary celebratiodsOf the origin'
al 60 employees who joined the Bank
at inception, 24 still remained in ser-
vice: 20 men and 4 women. SPecial

certificates of services were issued to
all of them as pioneers of central
banking in Kenya. To mark the occa-
sion, a special booklet entitled "The
First Ten Years" was published lbr
circulation to the public.

As the economy continued to grow
at an impressive pace, it was consi-
dered necessary to establish a branch
of the Central Bank outside Nairobi.
Mombasa was selected as the most
appropriate site , partly as the second
largest urban centre, but mainly be-
cause of its importance as the coun-

try's gateway for tne bulk of external
trade. Construction of the branch
building began in February. 1975 and
was completed in March, 1977. BY

30th June, 1977 the branch, with a

complement of 120 staff members, had
taken over the functions formerly en-
trusted to the Kenya Commercial
Bank. Other matters handled by the
branch included exchange control with
supporting services from Accounts,
Audit, Estates and Administration
Sections. The broad supervision of the
branch was entrusted to the chief
banking manager with the branch
manager in charge of the day-to-day
operations. Mombasa branch building
was officially opened by the late Presi-
dent, Mzee Jomo Kenyatta on lzth
January, 1978.

By early 1978, the structure of the
Bank was re-organized as follows:

Office of the Governor.-Research
Department, Foreign Department
and Inspection Office.

Chief Banking Manager's DePart-

meni.-Banking Office' CurrencY

Office, General Office and National

Debt RegistrY.
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Exclwtge Control Depanrrcnt. -lmprts
Office, Exports Office, Investments
Office, General Office and Audit
Office.

Secretary's Department.-Estate Office

and Adminstration Office'

ln response to a shortage of housing
in Mombasa, .the Central Bank ac'
quired a plot in Mombasa for accom-

modation of middle management staff.
Construction work at the Tudor Estate

began in October, 1978 and t$vas com-
pleted by September, 1979, when the
high class flats were ready for occupa-

tion. The official opening of the flats
was performed hy the Governor in
November, 1979.

On 12th October, 1979, the Central
Bank was honoured by the visit of
H.E. the President, Hon. Daniel T.
arap Moi. During this occasion, H.E.
the President was presented with spe-

cial golden and silver coins issued by
the Central Bank to commemorate the
first anniversary of his installation as

President and Commander-in-Chief of
the Armed Forces of the Republic of
Kenya. During the same month, the
local banking community launched the
Kenya Institute of Bankers. The Gov-
ernor of the Central Bank was

appointed patron of the institute while
the Deputy Governor was elected its
first Chairman.

In May, 1980, the Central Bank
hosted the first teaching seminar
mounted by the African Centre for
Monetary Studies on "Foreign Ex-
change Management". The seminar
was attended by senior staff dr0wn
from 22 member central banks out of
31 members of the Association of
African Central Banks.

On 1st April, 1981, the Bank took
over the operation of the Kisumu
Currency Centre which had hitherto
been administered on an agency basis

by the Kenya Commercial Bank. An
initial complement of 38 staff was

posted to the centre. The centre is

housed in leased premises belonging to
the Kenya Commercial Bank but bY

February, 1986, pland were at an

advanced stage to open a branch in
Kisumu to cater for the growing needs

of central banking services in westprn
Kenya.

On 24th July, 1981, the Governor,
accompanied by the Deputy Governor
and all board members, called on H.E.
the President at State House, Nairobi
to present the Nyayo bank-notes for
shs 5, 10, and 20 before they were
released for circulation to the public
alongside the existing issues. The new
notes bore the portrait of H.E. the
President and were released for cir-
culation on 30th July, 1981. The
Nyayo coins had been released earlier.

By the time the Central Bank cele-
brated its 15th anniversary in Septem-
ber, 1981, the staff establishment was
1,286, with 1,083 staff at head office,
164 in Mombasa branch, and 39 at
Kisumu Currency Centre. Of this
number, 60 members of staff who had
joined the Bank at inception still
remained in service.

At the end of December, 1982, Mr.
D. N. Ndegwa, who had been Gov-
ernor of the Central Bank since May,
1967 retired after 16 years of service.
Mr. Philip Ndegwa was appointed as

the new Governor. Two years later,
Mr. Ahmed Abdallah, who had served
the Central Bank as' Deputy Governor
for 18 years retired to take up an
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appointment as Alternate Executive
Director of the International Monet-
ary Fund. Mr. E. C. Kotut, formerly
the Managing Director of the KenYa
National Trading Corporation, was
appointed Deputy Governor.

A major re-organization in the
structure of the Central Bank took
place in July, L984, and resulted in the
creation of a number of new dePart-
ments and divisions. Following the
1986 amendments to the Banking Act,
a Deposit Protection Division was
created in the Banks Supervision De-
partment to administer the newlY-
established Deposit Protection Fund.
The Central Bank also decided to
computerize its operations and a Com-
puter Services Unit was set uP to
hasten the process. The library ser-

vices of .the Central Bank were
brought under the umbrella of the
Research Department.

The organizational structure of the
Bank in luty, te86 was then as follows:

Office of the Governor.-Legal Divi-
sion, Board Secretariat, Security Di-
vision, Internal Addit Division, In-
formation Processing and Public In-
formation.

A dminb tratio n D ep artmenl. -Person-
nel Management Division, Staff
Training and DeveloPment Divi-
sion, Estates Management Division
and Purchasing and SuPPlies Divi-
sion.

Currency Depaitment -Currency 
Di-

vision, and Branch Administration
Division.

Exchange Control Depar*net.-lmpofis
Division, Exports Division, Invest-

ments Division, General Division
and Exchange Control Audit Divi-
sion.

Finance and Planning Department.-
Accounts Division, Salaries Divi-
sion, Budget and Budgetary Control
Division and Organization and
Methods (O&M) Division.

Foreign Department -Planning Divi-
sion, Operations Division.

Raeuch Departunt.-Domestic Econ-

omy Division, External Finance

Division, Statistics Division and

Library Services Section.

Another imPortant develoPment in
the internal management of the Cen-
tral Bank was the establishment in
1983 of a number of committees to run
its affairs on a day-to-day basis. The
committees, chaired by the DePutY

Governor and advisorY to the Gov-
ernor, include the following: the

Appointments, Promotion and Disci-
plinary Committee; Capital Projects
Committee; Computer Steering Com-
mittee; Staff Housing Loans Commit-
tee;'Investments of Foreign Currency
Committee; Training Committee; and

Tender Committee.

Staff Development and Training

During the early period of its opera-
tions, the Central Bank relied heavily
on in-service training provided with
the assistance of a training officer from
the International MonetarY Fund,
while at the same time utilizing other

Banking Department -National 
Debt

Registry, Banking Division, De-
velopment Division.

Banlcs Supenision Departmcnt--De'
posit Protection Division, Inspection

and. Superlision Division.
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appropriate training opportunities
both locally and overseas. Today, with
a fully fledged Training Division, the
Central Bank sponsors more than 150

members of staff for training annually
to both local and overseas institutions.
Since 1970, many senior officers have
attended' a variety of specialized
coursas offered by the I.M.F. Institute
in Washington D.C., and commercial
and central banking courses in India,
Pakistan, Britain, Italy, Switzerland,
the United States and other countries.
In addition, the Central Bank is close-
ly associated with other central banks
and international (financial) institu-
tions in'Afriia-and elseiwhere where
staff membeis are sent for seminars
and attachments in specialized areas.

A number of staff have also been
sponsored overseas for specialized
postgraduate training in universities

.abroad so as to acquire the manage-
ment techniques needed in a changing
environment.

As far as local training is concernecl,
the Central Bank has continued to
sponsor staff for supervisory, adminis-
trative and management courses orga-
nized by local institutions such as the
Kenya lnstitute of Administration and
the Kenya Institute of Management,
as well as to other inter-regional train-
ing institutions, particularly the East-
ern and Southern African Manage-
ment Institute in Arusha, Tanzania.
Lately, the Central Bank has started
organizing in-house courses for super-
visory and other cadrbs and refresher
courses for secretarial staff. The Cen-
tral Bank has also encouraged staff to
improve themselves in every way they
can by introducing an incentive
scheme whereby staff members are
refunded half the tuition fees incurred
in pursding recognized professional
courses, in addition to awarding in-

cremental credits on completion of
such courses.

More recently, the Central Bank has
been engaged in an exercise designed
towards promoting professionalism in
providing its services to the public.
The aim of training has thus been
geared towards giving staff adequate
motivation to acQuire additional tech-
nical skills, professional qualifications
and improve their proficiency in dis-
charging their duties. In this connec-
tion, the Central Bank introduced a
new promotion criteria in May, 1985
as part of its terms of service which
specified the minimum requirements
to be met before a member of staff
could be promoted from one grade to
another. The criteria specified the
minimum age and period in the grade,
the training courses which should be
attended while in the grade, as well as

the desireable working cross-
experience needed while working
within the relevant departments in the
Central Bank. In addition, the Bank
introduced in March, 1986, the
publication-"Central Bank of
Kenya-Staff Papers". The aims of the
publication are to make available on
ad hoc basis some of the work and
thinking of the Bank staff on monetary
and financial matters. The publication
will also give staff opportunity to
develop their literqry qualities.

In order to inform staff of their
rights and obligations as Central Bank
employees, a booklet containing the
staff rules and regulations was com-
piled and issued to all members of staff
in May, 1981. In addition, the Pension
Scheme of the Central Bank is fully
operational with 13 pensioners and 9

dependent families enjoying benefits
from the fund. The fund is adminis-
tered by the Central Bank under the

65



general direction of the Board of
Trustees. The Central Bank remains
committed to providing medical facili-
ties to its employees and their reg-
istered families and has one of the best
Medical Benefit Scheme in the coun-
try. The Bank runs a fully-fledged
medical clinic for welfare of its staff
members.

Management of the Central Bank

Responsibility for determining the
policy of the Central Bank is given by
the Central Bank of Kenya Act to the
Board of Directors. The Board con-
sists of seven members-the Gov-
ernor, who is also its Chairman, the
Deputy Governor, who is dePutY

chairman, the Permanent Secretary to
the Treasury, and four other directors.
All members are apPointed bY the

President to hold office for a term of
four years and are eligible for reap-
pointment. The presertt board mem-

bers are the Governor, Mr. Philip
Ndegwa, the Deputy Governor, Mr.
Eric C. Kotut, the Chief Secretary and

Head of the Civil Service, Mr. S.

Nyachae, the Permanent Secretary to
the Treasury, Mr. H. M. Mule, and

Messrs. M. K.'Cheserem, T. C. J.

Ramtu and T. Kaloki. The board is
required by law to meet not less than
once in every two months.

According to section 13 of the Cen-
tral Bank of Kenya Act the Governor
shall be the chief executive officer of
the Bank and, subject to the general
policy decisions of the Board, shall be

responsible for the management of the

Bank, including the organization,
appointment and dismissal of the staff
in accordance with the general terms
and conditions of service established
by the Board. The Governor is also

authorized to incur expenditure for the
Bank within the administrative budget

approved by the Board. He is also the
Bank's principal representative and
spokesman.

Capital, Reserves and Accounts of the
Central Bank

The authorized capital of the Cen-
tral Bank is shs 26m fully subscribed
and held entirely by the Permanent
Secretary to the Treasury on behalf of
the Kenya Government. The Central
Bank is also required to establish and
maintain a General Reserve Fund into
which is paid, at the end of each

financial year, one-fourth of annual
profits of the Central Bank, as long as

the fund is less than the authorized
capital of the Central Bank. That
requirement was fulfilled at the end of
the l970l7l financial year when the
balance of the General Reserve Fund
was shs 26m, the same as the autho-
rized capital. The Act was amended in
197t1to allow for a variable proportion
of the annual profits of the Central
Bank to be transferred to the General
Reserve Fund. the exact size being
determined by the Board of Directors
in consultation with the Minister for
Finance.

There is also a special account called
the Revaluation Account which holds
profits or losses that arise from
changes in the exchange rate between
the Kenya shilling and other foreign
currencies in which the Central Bank
holds its foreign assets or liabilities and
also changes in the shilling price of
gold if gold is included in either of
them. These changes can occur as a
result either of Kenya altering the
exchange rate for the shilling or other
countries altering the rates for their
currencies. The purpose of having a

special account for holding the profits
or losses due to these changes is to
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isolate them from the Central Bank's
general profits and their distribution.
Since exchange rates can move either
way, the balance in Revaluation
Account fluctuates from time to time
and is generally of a fairlY small

magnitude.

The financial year of the Bank is the
same as the government's fiscal year.

Within three months after the close of
the financial year, i.e. at 30th Septem-

ber, the Bank is required to submit to
the Minister for Finance a report on

the Bank's operations throughout that

year, together with the balance sheit
and profit and loss accounts certified
by auditors appointed by the Bank and

approved by the Minister for Finance'

The annual report contains a review of
financial and economic situation in the

country as well as policy changes and

operations pursued during the year'

After submission to the Minister, the

report is thereafter published. In addi-

tion to the annual report and accounts,

the Bank is also required to publish a
statement of its assets and liabilities
every month and a coPY submitted to

the Minister for Finance

Further References

1. The Central Bank of KenYa Act,
1966,

2. The Banking Act, 1968.

3. Annual Reports-Central Bank of
KenYa.

4. Staff Papers-Central Bank of
Kenya

5. Economic Surveys.{entral Bureau

of Statistics.

6. Statistical Abstraets-4entral Bureau

of Statistics.

7. Development Plans-Government
Printer.

8. Sessional PaPer No' t of 1986-
Economic Management for Re'
newed Growth. Government Prin-
ter, July, 1986.
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