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:::'ch‘t]llse)’f;ir:h‘sm‘biliry. ~Deposit insurance is
fears, The Ovea'msms u.sied to al.lay customer
debilitarin geff ’“mef"[ e of the
supply whegn b.ec;{s :.lcontr‘acnon in money
are Conccme‘:in del. Besides, gc.wc;rnmcms
intermediation r l;l 0“[] undermit g tl']e
the industry « llC; e.’P.\ ack. of conﬁde.n‘ce in
the econanmy Bli e_as‘lly aftect th'e stability of
form of ins ‘ eposit insurance, llkc‘ any Ot]:lel'
f insurance, should be the subject of risk
Quantification to determine the premiums
payvable by banks.
Cani:‘r:a ( 1’997) argues thac depo§it insurance
pitfalls as well as benefits; ill conceived
SBChCmCS could seriously harm the economy.
ecause of the pivoral role of banks and the
Vu'“?ﬁ!biliry to unusual risks, there is a good
Motive to protect deposits through an
appropriate insurance scheme and in a way
Protect banks and the banking system.
| Bank runs obviously inflict serious financial
1arm on individual depositors who lose their
money. Bank failures also harm the economy’s
Macro-economic stability. One bank’s problems
may easily spread to sounder banks if they are
Suspected of having lent to banks in trouble.
Such a general loss of confidence in banks
undermines the payment system on which the
ec?“Om}’ runs. And a rash of bank failures can
bring a drastic reduction in the banking systems
abi“‘)’ to finance investment and consumer
durable expenditure, thus reducing aggregate
demand and th rowing the economy into a slump.
A peculiar feature of banking is that its financial
!lealfh depends on the confidence of depositors
in the value of its assets. It is this peculiarity
that necessitates prudential supervision.
The remainder of the paper is arranged as
follows: Secrion | reviews the literature on
deposit insurance in terms of institutional
arrangements mainly in the UK and US with
the purpose to drawing inferences on Kenya.
In this section the paper also discusses why the
government should provide insurance, followed
by what should be done by Dls. Section 11
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discusses, albeir, briefly, on the moral hazard
and adverse selection caused by DI. Finally
Section I1I discusses the bank, crisis in Kenya.
Recommendations and concluding remarks of
the paper are presented in Section IV.

DEPOSIT INSURANCE: A REVIEW OF LITERATURE
AND INSTITUTIONAL ARRANGEMENT

The belief that the government should intervene
to protect depositors springs from a perceived
externality - one bank failure involving losses
to depositors may encourage depositors in other
banks to withdraw their funds. The snowball
effect can bring with it an.epidemic of bank
failures. Fear of this disruptive consequence of
1 wave of bank failures is the basis for
government intervention.

Bank runs are a consequence of many
factors. Berlin et al (1991) shows thar sectoral
shocks can cause bank runs. These sectoral
shocks could be as a result of natural causes.
Bernanke (1983) reinforces the argument with
the example of the agriculrural depression of
the 1920s that affected many small rural banks
in the US. These shocks accompanied by pieces
of bad financial news are an impetus for
deposirors to go for their money.

The etfect of shocks is compounded if the
bank is undiversified. Following Berlin et al
(1991), sectoral shocks can wipe out net worth
for undiversified banks triggering a run. As
indicated these shocks can manifest themselves
in oil price collapse, or even collapse of
agricultural land values. Flannery (1998)
indicates that a recession in the economy can
trigger runs. Bank panics can easily develop due
to widespread business failures and rumours
that the whole banking system is unstable. Such
negative information brings abourt a fall in bank
asset value. Kidwell et al. (1997) argue thac fraud
can cause bank runs. In fact fraud, embezzlement

e frequent causes of

and poor management ar
bank runs. When such adverse informarion

the market then there is the
pcrceived motive to withdraw their
fore the banks are closed.

permeares
deposirors’
deposits be
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Santomero and Babbel (1998) exposit that
a high level of nonperforming loans can lead to
runs. When depositors get information about
the banks loan portfolio, this makes them take
the initiative to get out their money ¢ II LIS
precipitating a run. Under capitalisation too can
expose banks to runs. If it is the case that the
banks capiral level is inadequate and the owners
not ready to inject capital. the depositors
become weary. Depositors will surely scramble
for their deposits.

Diamond and Dybvig (1986) state that bank
runs can be a consequence of rational behaviour
by depositors and that runs can occur in a
healthy bank. This is possible through
contamination or even rumours. A run is
triggered if the liquidation value of the loan
portfolio is less than the value of the liquid
deposits. Traditionally, runs are set off by
expectation of reduced value of bank assets when
deposits and loans are fixed nominal claims and
when debt deflation causes higher than expecred
loan losses. Debt deflation lowers borrowers net
worth and therefore increases defaults. The
adverse effects of this are compounded by higher
debrt ratios. Higher loan losses lead to more
bank failures and decrease money supply.

Diamond et a] (1983) argue that bank runs
are costly and reduce social welfare by disrupting
production. Production is interrupted by the
recall of loans and overdrafts that were put in
productive ventures. Due to the loss of collateral
the assets no longer cover the fixed liability.

Deposit insurance is a means of assuring
depositors about the safety of their deposits.
However, there are two facets to deposit
insurance: explicit and implicit.

Most countries operare explicit deposit
insurance where it is open thar insurance exists.
Implicit insurance manifests itself in a
government action to insure deposits.

A study by Lindgren (1996) and Garcia
(1998) reveal the best practice with explicic
deposit insurance. In order for a well-structured
deposit insurance to operate, the political and

legislative system should be formally structured.
is enables the authorities avoid wrong
incentives. There is also need to examine the
banking structure.

Bank ownership and how banks operate in
a crisis is crucial. Macroeconomic concern
might suggest small banks be liquidated but this
goes against equal treatment, Ownership of
banks car be a structural problem. Deposit
insurance could provide an opportunity for
owners to abuse their banks in order to
subsidise their own interests.

Deposit insurance requires legal foundation
with responsibility to resolve bank failures. The
agency and supervisory authority should act
decisively, enforce regulation and rake quick
corrective action t close failed banks promptly.

Garcia (199™) argues that for DI to work
effectively the scaeme should be well funded.
Most important of all, the system should win
the confidence of the public. An insufficient
amount will not win confidence and could be
prone to insolvency. Besides, it could be prone
to forbearance and costly forms of resolution.

A small size of deposit coverage could be an
inducement for a run in case of trouble. It can
be argued thar a higher level of coverage would
ensure no runs since depositors’ funds can be
paid by the insurance agency. This is because
the depositors have no motivation to police the
banks. So in this case the marker will not
discipline errant bank managers. One could
also argue that the size should remain small but
advice depositors to use the old economic
saying: “do not pur all your eggs in one basket.”
Due to the difficulties of isolating large
depositors, most of the schemes pay the insured
amount for each individual deposit. In fact a
large depositor can split his account into a
number of accounts to a level thar each account
is fully covered by the insurance.

* Even with the above, opponents of deposit
insurance maintain that a deregulated financial
system is best for a country’s economy and that
deposit insurance upsets the system by
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weakening incentives for bank managers,
borrowers, depositors, economic policymakers
and political leaders to act efficiently.

Closing banks with positive capital when
tl}e)f are near insolvency increases market
dls.c1pline in the banking system. Managers
lO.Slng their jobs and shareholders equity being
wiped out in failed banks add to discipline and
least cost test but does not wlpe out the threat
of bank collapse. Regulation is therefore still
Necessary even in the presence of market
discipline.

However, with deregulation a country would
be. prepared to tolerate an occasional bank
failure to a certain limit, it is bound to intervene
to avoid a systemic collapse - an implicit
!nsurance again! The government will therefore
pick up the bill to avoid systemic collapse. The
most effective system should minimise bank
runs with least cost to banks or government
and at the same time not interfere with the
financial market or the economy in geﬂefal-

. Santomero er 2/ (1998) shiows that all banks
in the US subscribe by paying premiums and
since 1992 this premium is based on the deposit
base and the level of risk, The insurance covers
.US$ 100000 in each individual deposit account
in the event of default. Because FDIC is
insufficient, in 1991 Congtess authorised it ©
borrow US $ 30 billion. This bolstered the
public’s confidence in the ultimate safety of their
fjeposits and therefore less likely to participate
in a run. Due to the insufficiency of DI risk
taking adtivities are limited.

' Kidwell er a/ (1997) argue t
Insuring deposit removes most of the in
to convert bank deposit into currency: The
FDIC has power to inspect, regulate and if
necessary expel a bank from the scheme.

In the UK all types of deposits are in
for all banks covered under the Banking Act
of 1987.2 The only deposits not covered are

—

hat federally

centive

sured

2 - .
Extacted from deposit protection schemes in the
member countries of the Basle Commitee.
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connected? or secure deposit and deposits,
which form part of the bank’s capital. Other
deposits not covered are deposits by banks and
building societies, insurance underrakings, other
financial institutions and deposits of persons
connected or charged but not yet tried for
money laundering.

In UK, the Deposit Protection Board’s
liability is the aggregate of all accounts in the
name of the depositor including the depositors
share in joint accounts or client’s accounts.’
The scheme is administered by the Deposit
Protection Board, which includesrepresenta-
tives from the Bank of England and representa-
tives of participating institutions. The
participating banks provide funds as and when
required. The basic fund of £5-£6 million was
established in 1982 by an initial call on all
contributory institutions. Thereafter any
institutions authorised by the Bank of England
that is required to contribute to the fund must
pay an initial contribution. Minimum and
maximum rates are established for contribution
to the scheme based on insured deposits. Miller
(1995) argues that selecting a uniform schedule
of insurance premiuths exactly matching the
value each bank derives from the guarantee is
impossible. In fact the premium are bound to
be high for some and low for others. Banks
chat seem well run will attract deposits, the
higher the deposits the higher the premium if
based on the level of deposit without minimum
or maximum. M Berlin e al (1991) argue that
deposit insurance should encompass the risk
taking subsidy inherent in fixed rate deposit
insurance assessment. Differences in risk taking
across banks by itself are sufficient justification
to modify the contract. There is absolutely no

justification for risky banks to pay same

3 These arer deposits by directors’ controllers’ managers
of insolvent institutions and their close relatives
4 Deposits by companies in the same group as the

insticution.
collapsed insucutt Scheme. Clydesdale Bank

5 UK Deposit Protection .
g??{ollox Grasgow supplied the leaflet on the operation

of the scheme.
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premium as less risky banks. If cthe risk is
assessed ex ante, there is a necessity for an ex
post discipline or settling up with errant
managers and owners to create incentive
compatible insurance contracts in a situation
of imperfect information.

In all, the pricing of the scheme remains
complicated. Ex ante schemes create perverse
incentives for banks to reflect a favourable risk
position at the beginning of the assessment so
as to lower premium but engage in risky
behaviour between examination dartes.
Bhattacharya (1995) argues for a parrial
government deposit insurance to enable
depositors monitor the bank’s health.

The differences exhibited by FDIC and the
UK Deposit Protection Scheme can be
explained by the fact that whereas the US has
many small banks, the UK has few banks chac
are large, Bemanke (1983).

Deposic insurance discourages runs on
banks because, knowing their losses, small
depositors will be made good by the government.
Thus they no longer have an impetus to
withdraw their money just because others are
doing so.

WHY SHOULD THE GOVERNMENT
PROVIDE INSURANCE?

Kidwell ez a4/ (.....2)provide a historical
background, private insurance was meant to
protect creditors in the event of bank failure.
One such insurance was cthe New York Safety
Fund in 1829. Withourt such insurance many
banks would have failed.

However, this fund was exhausted in 1840.
Private insurances do not have the necessary
diversification that is possible under a national
plan, nor do they have supervision or
examination powers necessary to maincain
strength of the insured insticution. The deplerion
of a state sponsored private insurance in Ohio
confirms the picfalls of private deposit
insurance. The state had to declare a bank
holiday to prevent depositors from withdrawing,
Ohio Deposit Guarantee Fund failed in 1985.

Deposit insurance backed by government
has the financial resources to withstand large
numbers of bank failures and chereby engender
confidence. The government can provide
liquidity when required. The government can
levy tax chat charges every agent in the economy
the same amount. The government can even
impose tax on those who withdraw early.

Private insurance can not tax nor can it print
money to avail liquidity. Diamond et al (1983)
argue that deposit insurance guarantees that the
promised return will be paid to all who
wichdraw.

If the guarantee is of real value, the amount
that can be guaranteed is constrained: the
government must impose real taxes to honour
the deposit guarantee. On the other hand private
insurance must hold reserves to make their
promise credible since they cannor tax.
Besides, the government has legal powers to
examine bank books whereas private insurance
are constrained,

What Should be Done by DIs?

Following Garcia (1997), small depositors do
not have the resources to keep track of the
health of the banking system; their protection
is therefore a reduction in their monitoring
costs. Deposit insurance gives them the
assurance thar chere is no need to panic. A high
limic therefore gives an impetus to save and
protect the retail system. Large depositors on
the other hand have the resources to monitor
their banks. They are therefore required to pay
attention to the soundness of their deposits.
Thus there is need to ser a cap and warn
depositors that bank runs will impose costs on
owners and uninsured deposirors.

The main goal of a balanced deposit
insurance is therefore 1o create the right
incentives for self-discipline in the banking
system and to avoid incencives that relax‘
discipline. Of course there are a number of
players in this, the small depositors, large
depositors, borrowers, bank managers, oOWners,
politicians and economic policy makers.
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mea?icnpg(;s:; ;:sll:rarnce c?rl;ld have diffe.renf
Drotecton 1 u% oup. The small depo'suors
PO ’ guarantee of confidence in the
needl:og ;)l;[,zn:s A rc';}ssurance that there is no

Garcha (1997) scaces that ¢ e
cysteums should o states that deposit insurance

’ uld state whether the cap applies to
z;le;);:({)ef::;[oaf[.? jailed'baxjk or to the sum of
owned by an .d. epositor’s separate accounts

an individual depositor at all banks
that failed during the period.

Larger depositors’ complacency means less
_[}rcssure on managers to fix the problem.
hil;lre:g: (1)1; ll)nslu rance system that a}'oids the

ailing out large depositors also
serves as the ultimate sign that an effective
system of protecting deposits must be in tune
with market discipline.

/‘\.Cfur:lte classification and adequate loan
provisions should be made for loan losses and
that banks are strongly capitalised. Borrowers
should nort exhibir carelessness in their persona]
and business practices to exploit the insurance
fund at the expense of taxpayers. Bank managers
and owners should be made to desist from
engaging in behaviour detrimental to the banking
system. Bank managers should either run the
bank effectively or face failure. [n a case where
the bank failures are self-inflicted regulatory
authorities should close the banks before they
totally fail, delaying a closure could be
contaminating to the system. The sanctions to
the management and owners should be clear.

Economic policy makers should cxplicitly
!)alance their motives by not creating the wrong
incentives and that the scheme should be
Pl'Operly priced to avoid subsidising other
industries that depend on bank financing.
More often policy makers favour a system of
protection designed to avoid an economic
recession. The policy makers should be careful
not to act as the custodian of the banking system
as to underprice deposit insurance.

Lascly, political leaders must avoid
procrastination on insolvent banks. A delayed
action could lead to an increase in the number
of failures and the cost of resolving them.
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The stakeholders have different perceptions
on the effectiveness of deposit insurance in
preventing runs. However, should banks be
allowed to get into risky business using insured
funds? This puts the viability of the insurance
to test. It is obvious that banks have different
loan portfolios whose riskiness is different. In
view of the risk taking behaviour of banks, risk
adjusted D.I. premium is a possible remedy.

Diamond et al (1986) states thar risk based
insurance premium could be charged based on
the level of non-performing loans, banks that
have previously understated loan losses and
banks paying markedly above market rates to
raise money. If a bank’s liabilities are deposits
insured with fixed rate deposit insurance, the
bank may have an incentive to select very risky
assets since DI will bear the downside risk while
the bank gets the benefit of the upside risk.
Since fixed rate deposit insurance is necessarily
underpriced for banks taking large enough risks,
banks can have the incentive to pay above
market rates of rerurn to attract large quantities
of deposits to scale up the investment in risky
assets. The solution to this is to charge insurance
premium based on risk.

The other is to impose restrictions
banks can do and continually monitor banks
suggesting ways of reducing risk.

Regulators had been reluctant to introduce
risk adjusted deposit insurance due o practical
difficulties. Some of the difficulties are that it
is hard to get good information about the
quality of bank loans.

Though problematic, risk adjusted insurance
premium based on objective information can
e incentive structure. [t can be
argued that less DI leads to less risk to the fund
and only a litcle more risk to the bank. Because
the owner of a deposit faces 2 low cost of
lidrawal even a small chance of loss can cause
a run because the uninsured deposits are
subordinate t© insured deposit. If the fraction
of uninsured short-term deposits is large, such
a run can be costly.

Nagarajan €t al (1995) argue that there is
no need for risk adjusted D,4 premiums all that

on what

improve th

wit
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is tequired is a state contingent forbearance®
policy in conjunctioh with a minlmum capital
requitement and fixed deposit insurance
premitim which are sufficient to alleviate risk
shifting by banks.

Fotbearance and minimum capiral
requitement are sufficient to alleviate the risk-
shciihing problem. An optimal policy needs to
be used by regulatots to induce banks to
imbl‘rovc the ex-anite quality of assets, thus
rehdeting riugitory thie issue of risk adjusted
premia.

If indeed better assets are selected by banks’
ex-ahte, the optimal fotbearance policy will
imptove social welfire. Forbearance allows
insolvent banks to contihue their operations
urider regulatoty supetvision. Forbearance may
be optinal when the bank’s insolvency is due to
factors beyond her conttol. Macroeconomic
factors like sectoral shiocks in ptoperty or real
estate, shocks like the stock exchange crash of
1987 could have 4n adverse effect on bank’s
assets brought about by the diminished value
of collateraFand inability of borrowers to repay
their loans. Nagarajan e 4/ (.....2) argue that an
optimal forbearance strategy should involve:
Promptly closing the Insolvent bank when the
market return is good. Postpone closure with
positive probability when the investment s
successful but marker return s poor.

The regulators stare contingent forbearance
policy will inctease shareholder wealth if the
banks improve ex-anze asser qualicy. If the banks
investment is a failure at time ¢ = | while the
market return is good, then there is an inference
that the bank’s investment js risky.

Penalty by prompr closure in such a state
gives the bank an incentive to choose projects
with a higher probability of success. Forbearance
is costly because of the potential ex-post risk
shifting thus the regulator may nor find it
optimal to exercise forbearance every time the
insolvency is caused by market conditions. In

6 Forbearance is the practice of bending rules or delaying
action by the regulator in the hope of financial recovery

effect a state contingent policy allows the
regulator to base assessment of bank
performance on a relative as opposed to an
absolute measure. DI's effectiveness requires
supplementary regulatory mechanism as
hereunder discussed.

DEPOSIT INSURANCE, MORAL HAZARD AND
ADVERSE SELECTION

Deposit insurance may encourage bankers to
make risky loans because depositors no longer
have reason to withdraw their funds from
carelessly managed banks. Therefore deposit
insurance presents the danger thar bad business
judgements will distort the marker. Ricki Tigert
Helfer (1999) argues that anyching that
encourages risky behaviour by leading financial
risk takers to believe that they will reap the
benefits of risky investment they make while
being protected from the losses is a moral
hazard.

Diaz Alejandro (1985) argues that like any
other insurance scheme, deposit insurance is
vulnerable to moral hazard consequences i.e. it
induces depositors to think thar one bank is as
good as another and leads bank managers to
undertake riskier loans. This follows from
Maxwell Fry (1 995).

A bank accepts deposits at competitively
determined terms thar are set before the bank
makes its project choices. The bank then has
an incentive to invest in projects if riskier
projects carry higher repayment obligations from
entrepreneurs to the bank. This is asset
substitution moral hazard.

Under depasit insurance there s a balancing
act, assure financial stability when liquidity and
solvency problems arise bur ar the same time
minimising moral hazard. To limit moral hazard,
the marker place should be allowed ro discipline
financial risk takers by letting insolvent
institutions to fail,

Those that come close 1o tailing should pay
hefty costs, this could be in the form of high
interest costs on short-term liquidity support.
In general insolvent banks should be left to fail
and shareholders lose cheir equity.
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In th.e case of too big to fail, countries have to
f::’e Rliﬂcsi{t;t%tiions to ward .off 'systemic problems.

gert Helfer indicates a reasonable
bal'&nc.e between moral hazard and a stable
ﬁnanC}al system would permit a very limired
exception for failures that pose a systemic risk,
while letting the marker discipline improvident
behaviour.

The ‘too big to fail’ doctrine imposes moral
hazard on the investors. They no longer have
the responsibility to investigate the soundness
of the institutions in which they deposit their
funds. The doctrine is immoral because it
segregates the industry.

The big banks can afford to take
considerable risk/moral hazard incentives
th.rcas the small banks are constrained.
Besides, it accords an unfair competitive
advantage over small banks apart from reducing
depositor incentive to police their banks. It also
conflicts with the tenets of a discipline
encouraging market friendly DI as outlined by
Garcia and Carl-Johan Lindgren (1996).

The ‘least cost test’ as enacted in FDICIA
reduces moral hazard in deposit insurance by
encouraging large uninsured creditors to pay
attention to the conduct of the banks with
which they deal. This also means that managers
of financial institutions will be more judicious
about the risks they take knowing they may lose
jobs if the banks fail.

Besides, wiping out shareholder equity in a
failed bank, adds to the level of market
discipline that the least cost test imposes.

Moral hazard remains a key aspect of
incentive compatibility. The too big o fail can
create difficult situations for the government
and the Central Bank. The U? .FDICIA
introduced the risk adjusted deposit tnsurance

ition ©
evious system. Why

ge the same price
ry? It woul

premium in recogh
incentive problem of the pr

should a public insurer char
as competitive insurance indust

i i | of deposit
seem plausible that an optimal leve pl p
¢ rather than 2 shift

insurance is a requiremen T ot
. . ) c
to risk adjusted premium- Moral hazar

be eliminated it can only be controlled.

Bhattacharya (1998) argues that high capital
requirements deter risky taking and make
feasible the design of incentive compatible risk
sensitive capital requirement and deposit
insurance premia to curb risk taking in
situations of information asymmetry and moral
hazard.

Maxwell Fry (1995) shows that in the
presence of deposit insurance banks no longer
seek to reduce adverse selection by credit
rationing, Instead banks choose riskier lending
strategies where macroeconomic instability
produces strongly correlated outcomes. It is
because of this thar deposit insurance requires
complimentary tools like prudential regulation
and supervision to in effect stabilise the banks.

DI can cause’ obsession with profit through
investment in risky projects that banks seemingly
ative. It is because of
¢ that it can be said that
financial stability.

perceive to be lucr
supplementary suppor
these are prerequisites t0

THE BANK CRISIS IN KENYA

The 1998 banking crisis in Kenya was due to:
imprudent practice by banks engaging in risky,
reckless and at times fraudulent lending; heavy
borrowing by insiders, that is direcrors, senior
management and other staff; and numerous
negative press coverage.

CBK statistics indicate thar for every 4 loans
granted 1 is bound to bea bad debt.” Th.at 25%
of the industry’s advances portfolio is non-
performing is abnormally high and bound to
cause instability.

The challenges brought about by technology
and customer demands require wellstrucrured
approach to regulation. Ricki Tigert H.cl.fcr
(1999), argues that a country needs the political
will to set up an effective system of bank
supervision, and the desire to gain credibility
in the international financial markets is likely
to be a strong incentive. In the case of Kenya,

e

7 Cemntral Bank of Ken

ya: 1998 Annual Report
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87% of bank failures berween 1984-1997 were
due to insider abuse.®. Amendments to the
banking act requiring bank directors to borrow
in the regular course of business have been
legislated, however. In this regard it will also
require full board approval for a bank director
to get a loan from the bank on whose board he
sits.

This suggests that the Deposit Protection
Fund (DPF) and supervision department be
accorded antimony. The departments also
require the force of law to discipline errant
owners who fraudulently misuse depositors’
funds.

Bemanke (1983) is clear on this. The US
suffered more during the grear depression due
to the fact that she had many small banks. In
some areas these banks were in communities
of 2500 people. Small and under capiralised
banks should be discouraged.

Table 1: Commercial Banks Assets and Liabilities (in Kenya
Shillings) Market Share (%) June 1998

Peer  Assets  Deposits  No. Assets  Liabities
Group of Buanks

10 bil+ 269.2 176.2 8 67.4  66.0
5-10bil.57.1  40.8 9 14.3 15.3
3-5bil. 17.6 9.6 5 4.4 3.6
1-3bil. 51.0 37.6 25 12.8  14.1
<1bil. 4.3 2.8 6 1.1 1.1
Total 399.2 267 53 100 100

Source: Central Bank of Kenya Annual Report, 1998.

The statistics indicate that 22 banks control over
85% of deposits and have over 86% of assets
in the banking industry. The balance of 31 banks
share deposits at abour Ksh. 1.3 billion each.
Such small banks have been the trigger to bank
runs and this reinforces my argument for
mergers or amalgamations.

Suffice it to say, with an improved capiral
base most of the small banks would make a
gradual expansion which would benefit the
whole economy rather than the present situation
where all the small banks are situated in one

city (Nairobi).” The Deposit Protection Fund
(DPF) guarantees only Ksh. 100,000 which is
an inadequate amount.

In order to offer hope to small depositors
and others whose life savings are held in
collapsed institutions, the Deposit Protection
Fund should pay a maximum Ksh.0.25 million.
Therefore the contributions to this fund should
be a cerrain percentage of deposit plus a mark-
up for those considered risky as per capiral
adequacy requirements.

Helfer (1999), argues that countries wishing
to introduce Deposit Insurance should move
slowly. If they move too quickly o provide
deposit insurance protection, without the
necessary supervisory and financial under-
pinnings as well as market discipline, they may
find they have written a blank cheque for
financial losses. That can only weaken their
economics and create a strong environment of
moral hazard that will increase risk taking and
systemic problems while exacerbating the pains
during the next crisis. This may seem like bleak
news, but it is easier to digest than a bankrupt
DI fund or a depleted national treasury.

CONCLUDING REMARKS AND
RECOMMENDATIONS

DPF should bail out solvent banks that are
experiencing liquidity crisis. Besides, DPF can
provide funds to enable a merger to take place
in order to cure under-capitalisation of a
particular bank. The stock can then be floated
on the market when the bank eventually
becomes viable. With infusion of funds from
the DPF, board representation should be
mandatory and even the secondment of scaff to
pull the banks from the woods. Inability to
follow sound business practice is a catalyst for
failure. The regulatory authority should design
effective reporting requirements with frequent
audit to forestall any problems. Besides the
minimum capital requirement to set up a bank

should be increased to limit proliferation of
weak banks.

8 See Appendix 2

9 Appendix 2
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Shoz?j S:f; ;T:;:‘:nbe éemi-autonon?ous and
€Xamination. Proper t l'I%K C€forts o bank
curb the ‘thievingl? b:l,g:fmg Offb'anks willhelp
open banks with 1ncs |o:lr of investors who
Bank ownersh nt to defraud.
Principle ofn:':urlp Shm;]ld be such that the
unscrupuloy €yes OId.s' DI can help
Thoy lp | s owners rob their own banks.'
len dingg], tthlles E::ll()m(gi'?f?t is clear on ?onneCted
CBK should ser [: Ik icult to administer. The
periodic reports an Iowners anfi also ensure
associates, Th ?n oans to directors and
strengtho. e CBK and DPF should help
Cgt \en internal governance of banks.
Publi::::icjl thfen are good. risk control systems.
help ban n of non-proprietary information will
and will ; Clllsthel's protect their own interests
Inde ‘edp impose market discipline.
and she Pledn ence of DPF should be mandatory
difeces u ; be free from political influence. The
assets orfcf)' .DP F shoul.d have powers to liquidate
This il ailed banks'm order to pay depositors.
ass 1 Fnal?le ic liquidator sell branches and
ets of institutions under liquidation.
shofla(;ngaign funds to political parti.cs by I.Ja.nks
allew: e made public. It is this political
< glance thac later permeates the banking
u}'s‘em to lead to runs after banks have been
sed to lend without proper collateral.
. Enact proper data protection act [0 enable
tOP;)OPCl‘l'}' functioning credit bureau or agency
e set up. A credit bureau will help track
Perpetual loan defaulters. Flannery (1998) says
that credit rating agencies evaluate individua
banks and this provides a market assessment
f’f bank condition. Market valuation helps
Impose discipline.
Promote the formation of depositors
association. This will enable bank depositors
make an informed policing of banks to avoi
fl}e effects of managers’ risk raking t© their
dlsadvantage.
Flannery argues that small depositors cannot
ﬂmivcb’ identify or control bank risks because

10 .
Section 11 () (d) & (f) Banking Ordinance Cap
488, Laws of Kenya

87

of informarion costs and co-ordination problem.
The formation of the association will eliminate
the high costs to small depositors.

Banks should display notices indicating their
membership of DPF and the minimum amount
covered. This will help those who do not know
the position of DI to be informed. Knowledge

of the level of coverage and speed of DPF to
pay guaranteed deposits should calm small

depositors.
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Appendix1: ¢
ppendix1: Number of Kenya’s commercial banks as at
30 November 1998

QE}I;II-AMRO BANK
CAN BANKIN
QKJBA ANBA G CORPORATION
ARCLAYS BANK OF K
K
BANK OF INDIA ERYAID:
BANK OF BARODA
gIASHARA BANK
cgl#\?hN BANK OF KENYA
ERCIAL $
:0‘ CMERS BANK OF AFRICA
1;' ggEOPERAT[VE BANK OF KENYA
12 COODplg Rﬁgwcow INDOSUEZ
: EM <
coor ERCHANT BANK OF
:g (C:[T[BANK NA
. CONSOLIDATED BAN
}g gHASE BANK KOFKENTA
. CITY FINANCE BANK (UNDER STATUTORY
" MANAGEMENT 1998)
s COMMERCE BANK
2 CREDIT BANK LTD.
20. I?JEVELOPMENT BANK OF KENYA
2 B DIAMOND TRUST BANK LTD.
2 AIMA BANK OF KENYA
2. DELPHIS BANK
2 EQUATORIAL COMMERCIAL BANK
2. EURO BANK
. FIDELITY COMMERCIAL BANK

DNV A LN~

27.
28.
29.
30.
3L
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.

45.
46.

47.
48.
49.
50.
51.
52.
53.

Source: Central Bank of Kenya
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FINA BANK

FIRST AMERICAN BANK

FIRST NATIONAL FINANCE BANK
GUARDIAN BANK

GIRO BANK
GUILDERS BANK INTERNATIONAL

HABIB AFRICAN BANKLTD.

HABIB AG ZURICH

HABIB BANKLTD.

INVESTMENTS AND MORTGAGES BANK

IMPERIAL BANK
KENYA COMMERCIAL BANKLTD.

MASHREQ BANK
MIDDLE EAST BANK
NATIONAL INDUSTRIAL CREDIT BANK

NATIONAL BANK OF KENYALTD.

PRIME BANK

PRUDENTIAL BANK OF KENYA (UNDER
STATUTORY MANAGEMENT 1998)
PARAMOUNT BANK

RELIANCE BANK OF KENYA(UNDER
STATUTORY MANAGEMENT 1998)
STANDARD CHARTERED BANK OF KENYA

STANBIC BANK
SOUTHERN CREDIT BANK

TRUST BANK LTD.
TRANSNATIONAL BANK OF KENYA LTD.
UNIVERSAL BANK

VICTORIA COMMERCIAL BAN KLTD.

Annual Report, 1998
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Appendix 2: Failed Banks and Non-Bank Financial Institutions (1984-1998)

NAME

STATUS Year
1. Rural Urban Credit & Finance Ltd.
2. Continental Bank Of Kenya Lid. g:g:ej 1984
. . . e 1986
3. Continental Credit & Finance Lid.
. . Closed 1986
4. Capiral Finance Ltd. Closed
8 . ose. 1987
5. Business Finance Ltd. Closed 8
6. Estate Finance Company Of Kenya Lid. ose 1989
pany Y Closed 1989
7. Home Savings & Mortgages Company Lid
& gag pany L. Closed 1989
8. Nationwide Finance Company Lid
: pany Ltc. Closed 1989
9. Union Bank Of Kenya Ltd. Closed
10. Jimba Credit Corporation Ltd. 0se 1989
- Closed 1989
11. Kenya Savings & Mortagages Lid.
AP . Closed 1993
12. Nairobi Finance Corporation Lid. Closed 19
13. International Finance Company Ltd al ¢ d 23
14. Exchange Bank Ltd. Close d 1993
15. Postbank Credit Ltd. Cl°‘° g 1993
16. Inter Africa Credit Finance Led Close d 1993
17. Central Finance (K) Lid. Close d 1993
18. Middle Africa Finance Corporation Lid. Closc d 1993
19. Trade Bank Ltd. Closed 1993
20. Trade Finance Company Lid. Close d 1993
21. Diners Finance Lid. Close d 1993
22. Allied Credit Led. Closed 1993
23, United Trustee Finance Lid. Clos.e d 1993
24. Pan-africa Finance Corporation Led. Close d 1993
25. Pan-africa Bank Ltd. Closed 1993
26. United Bank Lid. Closed 1993
27. Thabiti Finance Company Ltd. Close d 1994
28. Meridien Biao Bank (K) Led. Close q 1994
29. Kenya Finance Bank Ltd. Close 1996
30. Heritage Bank Led. Closeg 1996
31. Ari Banking Corporation Lid. Close 1996
32. Reliance Bank Led. o osed 1997
33. Bullion Bank Led. SM 1998
34. Trust Bank Led. USM 1998
35. Prudential Bank Led. USM 1998
36. Prudential Building Sociery Led. Usm 1998
37. Cirty Finance Bank Ltd.Status ggm 1998
1998 .

NOTE: USM Stand for “Under Statutory Managemenc”
Source: Central Bank Supervision Report 1998,



