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MICROFINANCE GOVERNANCE:  K-REP’S EXPERIENCE OF FINANCIAL SERVICES ASSOCIATION (FSAs) MODEL
_______________________________________________________________________
Nearly 40% Kenyans are financially excluded (FinAccess, 2006) with the majority of these in sparsely populated rural areas.  High transaction costs associated with low transaction sizes, poor infrastructure, high poverty incidences and low population densities typical of rural Kenya dissuade other service providers, such as MFIs, from operating in these areas (FSD News, 2007). It is on this premise that this paper highlights K-Rep’s experience in implementing Financial Service Association in order to address the financial needs.
Background Information
Financial Service Associations (FSAs) are membership based financial organizations offering credit, savings and money transaction services to their members.  The basic model is similar in many respects to other types of decentralized financial institution, such as savings and credit co-operatives or credit unions and village banks, with local ownership of the share capital and a strong emphasis on user-owner governance and management.   While there is significant variation in the size of FSAs seen around the world, typically membership is measured in hundreds, although large FSAs with several thousand members are now being seen.

Promoted principally by K-Rep Development Agency (KDA) in Kenya starting in1997 there are now nearly 70 FSAs operating in the country.  KDA’s primary objective in establishing the FSA model in Kenya was to significantly push forward the frontier of sustainable financial service provision in more remote geographical areas where mainstream micro-finance institutions (MFIs) and commercial banks were not operating.  Financial service providers operating on a conventional formal, centralized organizational model have been unable to offer services on a sustainable basis in areas characterized by low population densities, high incidences of poverty and poor infrastructure.   Taking the first two of these as the key determinants of the financial access frontier, a significant proportion of the population remains beyond the current formal financial frontier. 

Challenge to the Model

At the outset the premise had been that once an FSA had been established and supported over a reasonable inception period, the organization would become self-reliant and KDA as promoter would be able to withdraw its support.  The evidence from experience has shown that this was optimistic.   Problems rapidly appeared in the management and governance of a large number of FSAs, often resulting in unsustainable levels of non-performing loans.  KDA has significantly slowed the expansion of the network and concentrated on identifying approaches to mitigate the problems encountered and develop a sustainable FSA model.  From a market development perspective the key advantage of the FSA model is its promise of sustainably delivering services beyond the formal financial frontier.  Preserving this cost based advantage necessitates finding low cost solutions to providing effective support to individual FSAs. 
Mitigation Strategy

Among the models which KDA trialled, the most promising was a management contract based approach.  Under this arrangement, KDA provided a manager to individual FSAs, on a fee for service basis.  Significant improvements in performance were produced in FSAs managed under this arrangement.  While most individual FSAs under the management arrangement were profitable and significantly improved portfolio quality, the next challenge was to achieve sustainability at the level of the FSA network.  Although most FSAs were in a position to meet the costs of the manager provided, there was little prospect of meeting the back-up support and supervision provided by KDA under the arrangements.  

Rationale for Creation of K-Rep Fedha Services Limited (KFS)
KDA developed a model for the commercialization of the FSA network based on a management contract arrangement.  The aim here was to create a highly cost-effective approach to delivery of support and supervision services in order to assure sustainability of both individual FSAs as well as that of KFS.  Underpinning the approach was the premise that a commercial environment will produce greater incentives for efficiency in service delivery at the level of the support organization.  Considerable work has been done to elaborate a commercial model and build the necessary capacity in this new approach.  
Transformation of the FSA

The objective of the FSA transformation was to establish the foundations for establishing a national network of commercially viable management company to provide services and supervision to FSAs. KFS embarked on the transformation through the following: 
a)  Market research

Logically this process of review and refinement started with the client/shareholder.  Qualitative market research was used to identify the strengths and weaknesses within the FSA offer and established its position in the market relative to competition, whether formal or informal.  The research considered the views of existing and potential clients/shareholders on products and services offered and also the institutional positioning.  Market research is vital and is constantly being used to inform management on various issues.
(b)  Product refinement and development

The next stage was to re-examine the existing products in the context of the research and identified refinements which were implemented.  At this stage the aim was not to develop entirely new products which would have required considerable effort to implement but took opportunities for more modest enhancements.  Emphasis was placed on the delivery of credit through KCM groups.  Results have shown that this has both strengthened the ability of the manager to manage a larger case load and introduced more effective peer group pressure helping to tackle the problem of high delinquency.  Anecdotally, the reception from clients has also been positive.  It will be opportune to review results more formally and consider refinements to this and the individual loan product.  

(c)  Risk analysis

A thorough analysis of risk across the FSA looking at both credit risk and operational risk was done.  It revealed deficiencies in the effective management of both types of risk which contributed to high arrears rates seen across a large number of FSAs, while the latter has resulted in a number of frauds.  The review drew heavily on the very considerable evidence accumulated across the FSA network, examining cases of both good and bad control of delinquency plus the drivers of significant improvements.  
An essential premise of the move towards the management contract system was that operational risk – failure of processes, people or systems – would play a greater role.  The extent to which the pilot management contract has managed to improve portfolio quality supports this contention.  
(d)  Business process mapping

A major focus in the refinement of the basic FSA model has been the institutionalising identified improvements in the business processes and systems.   This work was closely linked to the above risk analysis.  Process mapping was undertaken as a part of the risk analysis with the aim of identifying opportunities for improvements to processes, either to better control risks or enhance efficiency.  The definition of process maps also supported improved standardization of practices, staff training and monitoring of performance.  Both ‘as is’ and, if appropriate, ‘could be’ process maps were defined.  Improved processes ensured that improvements appeared as envisaged.  

(e)  Systems

The definition of process maps was closely allied to work on systems.   A review and possible refinement of the current manual systems for accounting, portfolio monitoring and production of management information was logically undertaken in conjunction with operational risk analysis and process mapping.  A second area was a review of the case for automation or whether it remained expedient to remain with a manually based system.  A clear cost-benefit and risk analysis was done prior to making any move towards automation.  In addition to the costs of hardware, software and maintenance, background factors such as lack of electricity, adequate telecommunications, IT skills deficits, physical asset and data security risks, while all potentially solvable nevertheless somehow contributed significantly to the case against automation.  An understanding of available, robust, locally-supported software packages with appropriate functionality was useful; however the objective in the first instance was to assess whether there was a business case for automation at all (rather than the specifics of how to automate).  A limited pilot for automation commenced in two FSAs prior to roll-out across Makueni and Kitui.  Roll-out across the remainder of the network is been done.
KFS Service Offer to the FSA

A. Strategic and Business Planning

KFS head office staff is equipping the FSA managers with skills in strategic and business planning that will enable them to take the lead in planning at the FSA level with the support of the branch and head office.



B. Financial Management

KFS through the FSA managers is providing all aspects of financial management including liquidity management, asset management, documentation and generation of reliable reports to aid decision-making by the boards. 

C. Business Development

For the FSAs to be sustainable there is a need for a constant review of operations in line with the ever increasing competition from both the informal ASCAs, merry-go-rounds and the MFIs.  Business development entails; a) market research and product development to refine existing products and develop new ones based on client needs, b) marketing and promotion of the FSAs as viable, affordable and convenient financial service providers and c) branding.
D. Operations Management

Operations management has entailed day-to-day management of the business activities of the FSA including; a) credit management right from client mobilization to repayment and debt management, b) savings mobilization c) money transfer and any other aspects of operations that emerge.
E. Management Information Systems (MIS)
Availability of timely and reliable reports has been a major challenge throughout the FSA network and most of the issues that have emerged over the life of the programme such as fraud and default have been directly related to this.  Following the piloting of the identified information system, KFS is providing the FSAs with the initial infrastructure/equipment and software.  This is being capitalized in the FSA books as an investment by KFS and is subject to immediate refund at purchase cost if an FSA wishes to terminate the service contract with KFS.  Subsequent replacement of the infrastructure, maintenance and renewal of software licenses is done by the FSAs.  KFS is providing technical support on the MIS as part of the service offer.

F. Advocacy 

Even with the creation of a provision to cater for regional MFI in the recently enacted microfinance bill FSAs are not likely to be regulated in the near future due to their law capital base.  The FSA legal status continues to be a major challenge as they don’t qualify to be limited liability companies due to their membership and converting to SACCOs would pose a challenge regarding supervision as happening in the sector currently.  
FSAs are located in different parts of the country and thus subject to varied local authority jurisdictions.  Due to lack of a clear understanding of FSA operations, the fees levied on them by the local authorities are at times outrageous – in some cases higher than for commercial bank branches which have much higher volumes of business.  KFS will continue KDA’s role of being the voice of the FSAs on both regulatory and statutory compliance issues.

G. Capacity building

KFS is building the capacity of the FSAs by organizing training to the shareholders, members of the FSA boards and FSA staff.  A training of trainers’ (ToT) course was held for key KFS staff in the head office and the regional office.  Given the frequent change in FSA board membership and hence the need for constant training of FSA boards, in addition to the regional managers KFS has identified trainers at the district level whose capacities can be enhanced to offer training on governance.  This is especially necessary because the FSA managers cannot train the board and shareholders on issues related to governance as this would constitute conflict of interest.  
Use of local trainers has improved effectiveness through delivery of timely and affordable trainings.  Since this is part of the service offer by KFS, the trainers are hired and paid by KFS.      There has however been a risk of KFS not being able to identify people at the district level who have the basic capacity to be equipped to carry out this sort of training.  In addition to training the trainers on governance, the consultant will also develop tools on training of the FSA boards and shareholders that will be used by the trainers.
Need based trainings have been held for the FSA assistant managers, loan officers and cashiers.  KFS constantly reviews the FSA processes and systems to ensure efficiency and minimize risk.  Where there is value to be added to FSA operations, KFS arranges exposure visits and attachment especially for staff and boards of new FSAs to successful FSAs to speed the learning process.  The costs related to the visits and attachment is borne by the beneficiary FSAs. 

Impact of the Transformation Project
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Lessons Learnt

1. With proper planning and execution of the strategies faster than the competition, staff with minimum skills and right attitudes, culture that values hard work, even with existing inappropriate products, the FSAs can still achieve significant growth levels as long as the marketing strategies are right.
2. Market led products is the only way to maintain royal happy customers and a happy FSA. Every rural area no matter how dry has a uunique resource that waits to be tapped.

3. KFS has also learnt that there are risks associated to rapid growth considering the operational risks that the current manual system has
4. There is huge potential that remains to be tapped
Current Challenges

1. Lack of effective governance at the FSA level who can drive the vision of the FSA and continue to increase the return on the shareholders wealth
2. Having staff working together in the same FSA but have different employees
3. Retention of the skilled staff is a huge challenge as the major banks and MFIs offer them high packages

References
FinAccess (2007), Results of the 2006 National Survey. Financial Sector Deepening 

Kenya (FSD, Kenya).

Financial Sector Depening (FSD) (2007), FSD News, Issue 02 November 2007. FSD, 

Kenya.
Financial Sector Deepening, Kenya (FSD-K) Financial Services Association (FSA) 
Transformation Project Description, K-Rep Development Agency (internal document).






� Emma Kimani; General Manager, K-Rep Fedha Services Limited





� Jane Mbaisi; Senior Research Officer, K-Rep Development Agency





8

_1228036057.unknown

